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Compliance Reports of Brokers and Dealers

Attestation Standard No. 1

Examination Engagements Regarding
Compliance Reports of Brokers and Dealers
[Effective, subject to approval by the SEC, for examination engagements and review engagements for fiscal years ending on or after
June 1, 2014.]

Introduction
1. This standard establishes requirements that apply when an auditor is
engaged to perform an examination 1 of certain statements made by a broker 2
or dealer 3 in a compliance report ("compliance report") prepared pursuant to
Securities and Exchange Act of 1934 ("Exchange Act") Rule 17a-5, 17 C.F.R.
§240.17a-5 ("SEC Rule 17a-5") of the U.S. Securities and Exchange Commission
("SEC"). 4
2. SEC Rule 17a-5 requires a broker's or dealer's compliance report to include the following statements (hereinafter referred to as "assertions") by the
broker or dealer as to whether: 5
a.
b.
c.

The Internal Control Over Compliance 6 of the broker or
dealer was effective during the most recent fiscal year;
The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year; 7
The broker or dealer was in compliance with 17 C.F.R. §§ 240.15c31 (the "net capital rule") and 240.15c3-3(e) (the "reserve requirements rule") as of the end of the most recent fiscal year; and

1
See paragraphs (d)(1)(i)(C) and (g)(2)(i) of SEC Rule 17a-5, which require that certain brokers
or dealers file with the SEC a report prepared by an independent accountant based on an examination
of the compliance report, if the broker or dealer is required to file a compliance report with the SEC.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
See paragraph (g)(2)(i) of SEC Rule 17a-5.
5
The scope of the auditor's examination does not encompass the statement required by paragraph (d)(3)(i)(A)(1) of SEC Rule 17a-5, which is a statement as to whether the broker or dealer has
established and maintained Internal Control Over Compliance as that term is defined in paragraph
(d)(3)(ii) of SEC Rule 17a-5. See paragraphs (d)(3) and (g)(2)(i) of SEC Rule 17a-5.
6
Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
The definitions of the terms in Appendix A are consistent with paragraphs (d)(3)(ii) and (iii) of SEC
Rule 17a-5.
7
See paragraph (d)(3)(iii) of SEC Rule 17a-5, which provides that "a broker or dealer is not
permitted to conclude that its Internal Control Over Compliance was effective during the most recent
fiscal year if there were one or more material weaknesses in its Internal Control Over Compliance
during the most recent fiscal year. The broker or dealer is not permitted to conclude that its Internal
Control Over Compliance was effective as of the end of the most recent fiscal year if there were one or
more material weaknesses in its Internal Control Over Compliance as of the end of the most recent
fiscal year."

PAT §1.2.

2026

Attestation Standards
d.

The information the broker or dealer used to state whether it was
in compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the broker
or dealer.

Objective
3. When performing an examination of the assertions made by a broker
or dealer in a compliance report (an "examination engagement"), the auditor's
objective is to express an opinion regarding whether the assertions made by
the broker or dealer in its compliance report are fairly stated, in all material
respects.
4. To express an opinion on the assertions made by a broker or dealer in
a compliance report, the auditor must plan and perform the examination engagement to obtain appropriate evidence that is sufficient 8 to obtain reasonable
assurance 9 about whether (1) one or more Material Weaknesses existed during the most recent fiscal year specified in the broker's or dealer's assertion; (2)
one or more Material Weaknesses existed as of the end of the most recent fiscal
year specified in the broker's or dealer's assertion; and (3) one or more instances
of non-compliance with the net capital rule or the reserve requirements rule
existed as of the end of the most recent fiscal year specified in the broker's or
dealer's assertion.
Note: Because the broker's or dealer's assertions include assertions regarding
Internal Control Over Compliance and its compliance with both the net capital rule and the reserve requirements rule, the auditor's examination should
evaluate (a) the effectiveness of Internal Control Over Compliance with each
financial responsibility rule 10 during, and as of the end of, the most recent
fiscal year, and (b) compliance with the net capital rule and with the reserve
requirements rule as of the end of the most recent fiscal year.
Note: The auditor is not required to express an opinion on the process the broker
or dealer used to arrive at the conclusions stated in the broker's or dealer's
assertions.

5. The auditor also must plan and perform the examination engagement
to obtain appropriate evidence that is sufficient to obtain reasonable assurance
to support the auditor's opinion regarding whether the assertion by the broker
or dealer that the information used to assert compliance with the net capital
rule and the reserve requirements rule was derived from the books and records
of the broker or dealer, is fairly stated, in all material respects.

Performing the Examination Engagement
General Requirements
6. An auditor who performs an examination engagement pursuant to this
standard must:
a.
8

Have adequate technical proficiency in attestation engagements;

See the description of "sufficiency" and "appropriateness" in AS 1105, Audit Evidence.
Although not absolute assurance, reasonable assurance is a high level of assurance.
10
The term "financial responsibility rules" refers to: 17 C.F.R. § 240.15c3-1 ("SEC Rule 15c3-1"
or the "net capital rule"); 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3"); 17 C.F.R. § 240.17a-13 ("SEC
Rule 17a-13"); and any rule of the designated examining authority ("DEA") of the broker or dealer
that requires account statements to be sent to the customers of the broker or dealer. The financial
responsibility rules are the same as the rules cited in paragraph (d)(3)(ii) of SEC Rule 17a-5.
9
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b.

c.
d.

Obtain an understanding of the financial responsibility rules and
other rules and regulations that are relevant to the broker's or
dealer's assertions;
Determine the auditor's compliance with independence and ethics
requirements; and
Exercise due professional care, which includes application of professional skepticism, in planning and performing the examination
and the preparation of the report.

Note: Due professional care imposes a responsibility on each engagement team
member to comply with this standard. The exercise of due professional care
requires critical review at every level of supervision of the work done and the
judgment exercised by those assisting in the engagement, including preparing
the report. 11
Note: AS 1215, Audit Documentation, establishes the documentation requirements for examination engagements performed pursuant to this standard.

7. The engagement partner is responsible for the examination engagement
and performance of the examination procedures. Accordingly, the engagement
partner is responsible for proper planning of the examination engagement,
proper supervision of the work of engagement team members, and compliance
with the requirements of this standard. The engagement partner may seek
assistance from appropriate engagement team members in fulfilling these responsibilities.
Note: For purposes of this standard, the term "engagement partner" means the
member of the engagement team with primary responsibility for the examination engagement.
Note: Proper planning includes establishing an overall strategy for the examination engagement and developing a plan for the engagement, which includes,
in particular, the nature, timing, and extent of procedures necessary to obtain
reasonable assurance. Proper supervision includes supervising the work of engagement team members so that the work is performed as directed and supports
the conclusions reached.

Relationship Between the Examination Engagement and the
Audit of the Financial Statements and the Audit Procedures
Performed on Supplemental Information
8. The examination engagement should be coordinated with the audit of
the financial statements and the audit procedures performed on supplemental
information of the broker or dealer. 12 In planning and performing procedures
for, and evaluating the results of the procedures performed in, the examination
engagement, the auditor should take into account relevant evidence from the
audit of the financial statements and the audit procedures performed on the

11
The auditor's responsibility to exercise due professional care is consistent with the description
in paragraphs .40-.41 of AT sec. 101, Attest Engagements.
12
Under the definition of supplemental information included in AS 2701, Auditing Supplemental
Information Accompanying Audited Financial Statements, supplemental information includes the
supporting schedules described in paragraph (d)(2) of SEC Rule 17a-5, which are required to be filed
with the SEC, DEA, and the Securities Investor Protection Corporation ("SIPC") by brokers and
dealers. Such supporting schedules include a Computation of Net Capital Under SEC Rule 15c3-1, a
Computation for Determination of the Reserve Requirements under Exhibit A of SEC Rule 15c3-3,
and Information Relating to Possession or Control Requirements Under SEC Rule 15c3-3.
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supplemental information. However, the objectives of the financial statement
audit and the examination engagement are not the same, so the auditor must
plan and perform the work to meet the objectives of both engagements.

Planning the Examination Engagement
9. The auditor should plan the examination engagement to perform procedures that are sufficient to provide a reasonable basis for determining whether
the broker's or dealer's assertions are fairly stated, in all material respects. In
planning the examination engagement, the auditor should:
a.

b.

c.

d.

e.
f.

Evaluate the nature of instances of non-compliance with the financial responsibility rules and Deficiencies in Internal Control Over Compliance identified during previous examination
engagements;
Obtain an understanding of the broker's or dealer's processes, including relevant controls, regarding compliance with the financial
responsibility rules 13 ;
Note: The nature, timing, and extent of procedures that are necessary to obtain an understanding of the broker's or dealer's processes, including relevant controls, regarding compliance with the
financial responsibility rules depend on the size and complexity of
the broker or dealer; the auditor's existing knowledge of the broker's or dealer's processes and controls; the degree to which the
broker's or dealer's compliance depends on the completeness and
accuracy of the broker's or dealer's internally-generated data; the
nature and extent of changes in systems and operations, if any;
and the nature of the broker's or dealer's documentation of its
processes and controls.
Note: Obtaining an understanding of the broker's or dealer's processes, including relevant controls, includes evaluating the design
of controls that are relevant to the examination and determining
whether the controls have been implemented.
Obtain an understanding of instances of non-compliance with the
financial responsibility rules and Deficiencies in Internal Control
Over Compliance identified by management during the most recent fiscal year;
Assess the risks associated with related parties, 14 including related parties that are investment advisors or entities with which
the broker or dealer has a custodial or clearing relationship, that
are relevant to compliance and controls over compliance;
Obtain an understanding of management's competence regarding
the relevant rules and regulations;
Read the Financial and Operational Combined Uniform Single
Reports ("FOCUS Reports") 15 filed by the broker or dealer and
obtain an understanding of the reasons for resubmissions, if any;

13
Appendix B of this standard discusses considerations for brokers and dealers with multiple
divisions or branches.
14
The auditor should look to the definition in the applicable financial reporting framework with
respect to the term "related parties."
15
The FOCUS Reports are: Form X-17A-5 Schedule I; Form X-17A-5 Part II; Form X-17A-5 Part
IIa; Form X-17A-5 Part IIb; and Form X-17A-5 Part III.

PAT §1.9.

2029

Compliance Reports of Brokers and Dealers
g.

Read reports of internal auditors, others who perform an equivalent function, compliance functions, and other auditors that are
relevant to the broker's or dealer's assertions;

h.

Inquire of management, and, if applicable, other individuals at
the broker or dealer who have relevant knowledge regarding regulatory examinations and correspondence between the SEC or
the broker's or dealer's DEA and the broker or dealer that are
relevant to the broker's or dealer's assertions;

i.

Read correspondence and notifications regarding non-compliance
that the broker or dealer has sent to or received from the SEC
or the broker's or dealer's DEA that are relevant to the broker's
or dealer's assertions, and, when necessary in the circumstances,
make inquiries of the regulatory agencies; and

j.

Obtain an understanding of the nature and frequency of customer
complaints that are relevant to compliance with the financial responsibility rules.

10. In addition, in planning the examination engagement, the auditor
should assess the risk of fraud, including the risk of misappropriation of customer assets, relevant to compliance with the net capital rule and the reserve
requirements rule and the effectiveness of the broker's or dealer's Internal Control Over Compliance.

Testing Controls over Compliance
11. The auditor must test those controls that are important to the auditor's
conclusion about whether the broker or dealer maintained effective Internal
Control Over Compliance for each financial responsibility rule during the fiscal
year and as of the end of the fiscal year. The auditor must obtain evidence that
the controls over compliance selected for testing are designed effectively and
operated effectively during the fiscal year and as of the fiscal year end.
12. For each control selected for testing, the evidence necessary to persuade
the auditor that the control is effective depends upon the risk associated with
the control. The risk associated with a control consists of the risk that the control
might not be effective and, if not effective, the risk that a Material Weakness
would result. As the risk associated with the control being tested increases, the
persuasiveness of the evidence that the auditor should obtain also increases.
Note: Although the auditor must obtain evidence about the effectiveness of
the selected controls for each financial responsibility rule, the auditor is not
responsible for obtaining sufficient evidence to support an opinion about the
effectiveness of each individual control.

13. Factors that affect the risk associated with a control include:

•
•

The nature of the financial responsibility rule;

•

Changes in the broker's or dealer's policies or procedures or personnel that might adversely affect control design or operating effectiveness;

•

The broker's or dealer's history of instances of non-compliance
with the financial responsibility rule that the control is intended
to prevent or detect;

The risk associated with non-compliance with the financial responsibility rule and the significance of potential non-compliance;
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•

The existence and effectiveness of controls that monitor other controls;

•
•
•

The risk of management override of controls over compliance;

•

The competence of the personnel who perform the control or monitor its performance and whether there have been changes in key
personnel who perform the control or monitor its performance;

•

The extent of use of part-time personnel to perform controls over
compliance;

•

Whether the control relies on performance by an individual or is
automated (i.e., an automated control would generally be expected
to be lower risk if relevant information technology general controls
are effective); and

•

The complexity of the control and the significance of the judgments
made in connection with its operation.

The nature of the control and the frequency with which it operates;
The degree to which the control relies on the effectiveness of other
controls (e.g., the control environment or information technology
general controls);

Testing Design Effectiveness
14. The auditor should test the design effectiveness of the selected controls
by determining whether the broker's or dealer's controls, if they are operating
as prescribed by persons possessing the necessary authority and competence
to perform the control effectively, can effectively prevent or detect instances of
non-compliance with the financial responsibility rules on a timely basis.
Note: If a broker or dealer makes changes to its policies and procedures or key
personnel during the fiscal year, the auditor should obtain evidence regarding
the design effectiveness of the selected controls before and after the change.

15. Procedures the auditor performs to obtain evidence about design effectiveness include inquiry of appropriate personnel, observation of the broker's or
dealer's operations, and inspection of relevant documentation. Walkthroughs
that include these procedures ordinarily are sufficient to evaluate design effectiveness.

Testing Operating Effectiveness
16. The auditor should test the operating effectiveness of the selected controls by determining whether each selected control is operating as designed and
whether the person performing the control possesses the necessary authority
and competence to perform the control effectively.
Note: The auditor should obtain evidence regarding the operating effectiveness
of the selected controls throughout the entire year and as of the end of the fiscal
year.

17. Procedures the auditor performs to test operating effectiveness include
a mix of inquiry of appropriate personnel, observation of the broker's or dealer's
operations, inspection of relevant documentation, and re-performance of the
control.
18. The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix of the nature, timing, and extent of the auditor's
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procedures. Further, for an individual control, different combinations of the nature, timing, and extent of testing might provide sufficient evidence in relation
to the risk associated with the control.
Note: Generally, a conclusion that a control is not operating effectively can be
supported by less evidence than is necessary to support a conclusion that a
control is operating effectively.

Using Evidence Obtained in Past Examination Engagements
19. The auditor should obtain evidence during the current fiscal year about
the design and operating effectiveness of controls selected for testing. If controls
selected for testing in the current year were tested in past examination engagements, and if the auditor plans to use evidence about the effectiveness of those
controls that was obtained in prior years, the auditor should take into account
the factors discussed in paragraph 13 and the following factors to determine
the evidence needed during the current fiscal year examination:

•

The nature, timing, and extent of procedures performed in previous examination engagements;

•
•

The results of the previous years' testing of the control; and
Changes in the control or the process in which the control operates
since the previous examination engagement.

Using Tests of Controls that are Modified During the Year
20. A broker or dealer might implement changes to controls over compliance to make them more effective or efficient or to address control deficiencies.
The auditor should obtain an understanding of the reason for the change and
obtain evidence regarding the design and operating effectiveness of the new
and superseded controls. The nature, timing, and extent of the testing of new
and superseded controls depend on the evidence needed to support the auditor's conclusions about the effectiveness of Internal Control Over Compliance
during and as of the end of the fiscal year.

Performing Compliance Tests
21. The auditor must perform procedures ("compliance tests") that are sufficient to support the auditor's conclusions regarding whether the broker or
dealer was in compliance with the net capital rule and reserve requirements
rule as of the end of its most recent fiscal year. This includes performing the
following procedures on the schedules 16 the broker or dealer used to determine
compliance with the net capital rule and the reserve requirements rule as of
its fiscal year end:
a.

b.
c.

Evaluate whether the amounts in the schedules were determined
in accordance with the net capital rule or reserve requirements
rule, as applicable;
Test the accuracy and completeness of the information in the
schedules;
Determine whether the broker or dealer maintained the required
level of net capital in accordance with the net capital rule;

16
The term "schedules" used in this paragraph refers to the computations of the broker or dealer,
in whatever form, that are performed to determine the broker's or dealer's compliance with the net
capital rule and the reserve requirements rule.
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d.

Determine whether the broker or dealer maintained a special reserve bank account for the exclusive benefit of customers and deposited funds in at least the required amount in accordance with
the reserve requirements rule;

e.

Determine whether the information in the schedules was derived
from the books and records of the broker or dealer; and

f.

Determine whether the broker or dealer made the notifications,
if any, required by the net capital rule and reserve requirements
rule as of the end of the most recent fiscal year.
Note: Procedures performed as part of the audit of the financial
statements and audit procedures performed on supplemental information also might provide evidence regarding the broker's or
dealer's compliance with the net capital rule and the reserve requirements rule.

22. The auditor should plan and perform compliance tests that are responsive to the risks, including fraud risks, associated with non-compliance with the
net capital rule and the reserve requirements rule. As the risk associated with
non-compliance with the net capital rule or the reserve requirements rule increases, the persuasiveness of the evidence that the auditor should obtain from
compliance tests also increases. The evidence provided by the auditor's compliance tests depends upon the mix of the nature, timing, and extent of those
procedures. Inquiry alone does not provide sufficient appropriate evidence to
support the auditor's conclusions about the broker's or dealer's compliance with
the net capital rule or the reserve requirements rule.
23. In conjunction with performing the compliance tests pursuant to paragraphs 21 and 22, the auditor must perform procedures to obtain evidence about
the existence of customer funds or securities held for customers.
Note: Examples of procedures that provide evidence about the existence of customer assets include: (1) counting customer securities or observing and testing
the broker's or dealer's procedures for physical inspection and (2) confirming
customer security positions directly with depositories and clearing organizations. Procedures performed in the audit of the financial statements and the
audit procedures performed on supplemental information to test the existence
of assets held for customers also may provide evidence that is relevant to the
requirement in this paragraph.

Effect of Tests of Internal Controls on Compliance Tests
24. The auditor should take into account the results of the auditor's tests of
controls over compliance with the net capital rule and the reserve requirements
rule in determining the necessary nature, timing, and extent of compliance
tests. If the test results indicate that the controls are effective, less evidence is
needed from compliance tests. If the test results indicate that the controls are
ineffective, the auditor should revise the planned compliance tests as necessary
to obtain more persuasive evidence regarding compliance.

Evaluating the Results of the Examination Procedures
25. In forming an opinion on whether the assertions made by the broker
or dealer in the compliance report are fairly stated, in all material respects,
the auditor should evaluate all evidence obtained, regardless of whether the
evidence corroborates or contradicts the broker's or dealer's assertions.
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26. The auditor should evaluate:
a.

Identified instances of non-compliance with the net capital rule
and the reserve requirements rule to determine whether any instance of noncompliance existed as of the end of the most recent
fiscal year;
b. Identified instances in which the information used to assert compliance with the net capital rule or the reserve requirements rule
was not derived from the broker's or dealer's books and records
to determine whether they are material, individually or in combination; and
c. Identified Deficiencies in Internal Control Over Compliance to determine whether the deficiencies, individually or in combination,
are Material Weaknesses.
Note: A Material Weakness can exist even when no instances
of non-compliance exist. However, instances of non-compliance
might indicate the existence of one or more Deficiencies in Internal Control Over Compliance.
Note: The auditor cannot assume that an identified instance of
non-compliance or an identified Deficiency in Internal Control
Over Compliance is an isolated occurrence. The auditor should
evaluate the effect of any instance of noncompliance or identified
control deficiency on the auditor's assessment of the risks associated with controls and noncompliance.
Note: The auditor also should evaluate the effect on the audit
of the financial statements and audit procedures performed on
supplemental information of any noncompliance, Material Weaknesses, or instances in which the information used to assert compliance with the net capital rule or reserve requirements rule was
not derived, in all material respects, from the broker's or dealer's
books and records.
27. The auditor should evaluate whether he or she has obtained sufficient appropriate evidence to support the conclusions to be presented in the
examination report taking into account the risks associated with controls and
non-compliance, the results of the examination procedures performed, and the
appropriateness (i.e., the relevance and reliability) of the evidence obtained.
28. If the auditor has not obtained sufficient appropriate evidence about
an assertion or has substantial doubt about an assertion, the auditor should
perform procedures to obtain further evidence to address the matter.
29. If the auditor is unable to obtain sufficient appropriate evidence about
an assertion, the auditor should express a disclaimer of opinion. 17

Subsequent Events
30. For the period from the end of the period specified in the broker's or
dealer's assertions to the date of the auditor's examination report (the "subsequent period"), the auditor should perform procedures to identify subsequent
events relevant to the auditor's conclusions about the assertions made by the
17
See Appendix C of this standard, "Examination Report Modifications," which describes the
situations in which the auditor should modify his or her examination report and the specific modifications to be made to the auditor's examination report. The requirement in paragraph 29 does not
preclude the auditor from withdrawing from the examination engagement.
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broker or dealer in the compliance report. Such procedures should include, but
are not limited to:
a.

Reading relevant reports of internal auditors, others who perform
an equivalent function, compliance functions, and other auditors,
and correspondence that the broker or dealer has sent to or received from the SEC or the broker's or dealer's DEA during the
subsequent period that is relevant to the broker's or dealer's assertions; and
b. Evaluating information obtained through other engagements performed by the auditor for the broker or dealer, including subsequent events procedures performed in the audit of the financial
statements and the audit procedures performed on supplemental
information.
31. The auditor should evaluate the results of the procedures described
in the previous paragraph to determine whether the results corroborate or
contradict the broker's or dealer's assertions.

Obtaining a Representation Letter
32. The auditor should obtain written representations from management
of the broker or dealer:
a.

Acknowledging management's responsibility for establishing and
maintaining a system of internal control with the objective of providing the broker or dealer with reasonable assurance that any
instances of noncompliance with the financial responsibility rules
will be prevented or detected on a timely basis;
b. Stating the broker's or dealer's assertions included in the compliance report are the responsibility of management;
c. Stating that management has made available to the auditor all
records and other information relevant to the broker's or dealer's
assertions, including all known matters contradicting the assertions, and all communications from regulatory agencies, internal
auditors, others who perform an equivalent function, compliance
functions, and other auditors, that are relevant to the broker's
or dealer's assertions, received through the date of the auditor's
report; and
d. Stating whether there were, subsequent to the period addressed
in the broker's or dealer's assertions, any known events or other
factors that might significantly affect the broker's or dealer's assertions.
33. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the engagement, as described in Appendix C of this standard.

Communication Requirements
34. The auditor should communicate to management all identified Deficiencies in Internal Control Over Compliance.
35. The auditor should communicate to management and the audit committee 18 identified instances of non-compliance with the financial
18
For purposes of this standard, the term "audit committee" has the same definition as that in
AS 1301, Communications with Audit Committees.
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responsibility rules, identified Material Weaknesses, and identified instances
in which information used to determine compliance with the net capital rule or
the reserve requirements rule was not derived, in all material respects, from
the broker's or dealer's books and records.
Note: The auditor also must comply with the requirements of paragraph (h) of
SEC Rule 17a-5, which contains notification requirements that apply to auditors of brokers and dealers.

Reporting on the Examination Engagement
36. The auditor's examination report must include the following elements,
modified as necessary in the circumstances and manner discussed in Appendix
C:
a.
b.

c.

d.

e.

f.

g.

A title that includes the word independent;
An identification of the compliance report and the broker's or
dealer's assertions regarding the effectiveness of Internal Control Over Compliance during the fiscal year and as of the fiscal
year end, compliance with the net capital rule and the reserve
requirements rule as of the fiscal year end, and whether the information used to assert compliance with those rules was derived
from the broker's or dealer's books and records;
A statement that management of the broker or dealer is responsible for establishing and maintaining a system of internal control
that has the objective of providing the broker or dealer with reasonable assurance that any instances of non-compliance with the
financial responsibility rules will be prevented or detected on a
timely basis;
A statement that the auditor's responsibility is to express an opinion on the broker's or dealer's assertions based on his or her examination;
A statement that the examination was conducted in accordance
with the standards of the Public Company Accounting Oversight
Board (United States);
A statement that the standards of the Public Company Accounting Oversight Board require that the auditor plan and perform the
examination engagement to obtain reasonable assurance about
whether the broker's or dealer's Internal Control Over Compliance was effective during and as of the end of the most recent
fiscal year, whether the broker or dealer complied with the net
capital rule and the reserve requirements rule as of the end of
the most recent fiscal year, and whether the information used to
assert compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the
broker or dealer;
A statement that an examination engagement includes evaluating the design and operating effectiveness of Internal Control
Over Compliance; testing and evaluating the broker's or dealer's
compliance with the net capital rule and the reserve requirements
rule; determining whether the information used to assert compliance with the net capital rule and reserve requirements rule
was derived from the broker's or dealer's books and records; and
performing such other procedures as the auditor considered necessary in the circumstances;

PAT §1.36.

2036

Attestation Standards
h.

A statement that the auditor believes the examination provides
a reasonable basis for his or her opinion; 19
i. The auditor's opinion on whether the assertions made by the broker or dealer in the compliance report are fairly stated, in all
material respects;
j. The manual signature of the auditor's firm;
k. The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's examination report has been
issued; and
l. The date of the examination report.
37. The following example examination report expressing an unqualified
opinion on the assertions made by a broker or dealer in a compliance report
illustrates the report elements described in this section.
Report of Independent Registered Public Accounting Firm
[Introductory paragraph ]
We have examined W Broker's statements, included in the accompanying [title of the compliance report], that (1) W Broker's internal control over compliance was effective during the most recent fiscal year ended [date]; (2) W Broker's internal control over compliance was effective as of [date]; (3) W Broker
was in compliance with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as of [date];
and (4) the information used to state that W Broker was in compliance with
17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) was derived from W Broker's books
and records. W Broker's management is responsible for establishing and maintaining a system of internal control over compliance that has the objective of
providing W Broker with reasonable assurance that non-compliance with 17
C.F.R. §240.15c3-1, 17 C.F.R. §240.15c3-3, 17 C.F.R. §240.17a-13, or Rule [fill
in name/number] of [fill in DEA] that requires account statements to be sent to
the customers of W Broker will be prevented or detected on a timely basis. Our
responsibility is to express an opinion on W Broker's statements based on our
examination.
[Scope paragraph ]
We conducted our examination in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the examination to obtain reasonable assurance about whether W Broker's internal control over compliance was effective
as of and during the most recent fiscal year ended [date]; W Broker complied
with 17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e) as of [date]; and the information
used to assert compliance with 17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e) as
of [date] was derived from W Broker's books and records. Our examination includes testing and evaluating the design and operating effectiveness of internal
control over compliance, testing and evaluating W Broker's compliance with 17
C.F.R. §§ 240.15c3-1 and 240.15c3-3(e), determining whether the information
used to assert compliance with 240.15c3-1 and 240.15c3-3(e) was derived from
W Broker's books and records, and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.
[Opinion paragraph ]

19
When management has made an interpretation of the financial responsibility rules and the
auditor has determined that it is necessary to emphasize this interpretation in the auditor's report,
the auditor may include a paragraph stating the description and the source of the interpretation made
directly following the scope paragraph.
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In our opinion, W Broker's statements referred to above are fairly stated, in all
material respects.
[Signature ]
[City and State or Country ]
[Date ]

Examination Report Date
38. The auditor should date the examination report no earlier than the
date on which the auditor obtains sufficient appropriate evidence to support
his or her opinion.
Note: Because of the coordination between the examination engagement, the
audit of the financial statements and the audit procedures performed on supplemental information, the date of the examination report should not be earlier
than the date of the auditor's report on the financial statements and supplemental information.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as
follows:
A2. Deficiency in Internal Control Over Compliance – A Deficiency in Internal Control Over Compliance exists when the design or operation of a control does not allow the management or employees of the broker or dealer, in
the normal course of performing their assigned functions, to prevent or detect
on a timely basis non-compliance with 17 C.F.R. § 240.15c3-1, § 240.15c3-3,
§ 240.17a-13 or any rule of the designated examining authority of the broker
or dealer that requires account statements to be sent to the customers of the
broker or dealer. 1
A3. Internal Control Over Compliance – Internal controls that have the
objective of providing the broker or dealer with reasonable assurance that noncompliance with 17 C.F.R. § 240.15c3-1, § 240.15c3-3, § 240.17a-13, or any rule
of the designated examining authority of the broker or dealer that requires
account statements to be sent to the customers of the broker or dealer, will be
prevented or detected on a timely basis. 2
A4. Material Weakness – A Material Weakness is a deficiency, or a combination of deficiencies, in Internal Control Over Compliance such that there
is a reasonable possibility that non-compliance with 17 C.F.R. § 240.15c3-1 or
17 C.F.R. § 240.15c3-3(e) will not be prevented or detected on a timely basis or
that non-compliance to a material extent with 17 C.F.R. § 240.15c3-3, except for
paragraph (e), 17 C.F.R. § 240.17a-13, or any rule of the designated examining
authority of the broker or dealer that requires account statements to be sent
to the customers of the broker or dealer will not be prevented or detected on a
timely basis. 3

1
The definition of "Deficiencies in Internal Control Over Compliance" is consistent with the same
term in paragraph (d)(3)(iii) of SEC Rule 17a-5.
2
The definition of "Internal Control Over Compliance" is consistent with the same term in paragraph (d)(3)(ii) of SEC Rule 17a-5.
3
The definition of a "Material Weakness" is consistent with the same term in paragraph (d)(3)(iii)
of SEC Rule 17a-5.
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Appendix B
Considerations for Brokers and Dealers with Multiple
Divisions or Branches
B1. When the broker or dealer has multiple divisions or branches, the auditor should determine the extent to which he or she should perform examination
procedures at selected divisions or branches to obtain sufficient appropriate evidence to support the conclusions expressed in the auditor's examination report.
This includes determining the divisions or branches at which to perform examination procedures, as well as the nature, timing, and extent of the procedures
to be performed at those individual divisions or branches. In determining the
extent of the examination procedures to be performed, the auditor should take
into account:
a.
b.

c.
d.

The degree to which the financial responsibility rules relate to
activities at the division or branch level;
The nature and significance of the related assets, transactions, or
activities at the division or branch to the financial responsibility
rules;
The degree of centralization of records or information processing
relevant to the financial responsibility rules; and
The degree and effectiveness of management supervision and
monitoring of the relevant activities of the division or branch.
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Appendix C
Examination Report Modifications
C1. The auditor should modify his or her examination report if any of the
following conditions exist:
a.

b.
c.

There is non-compliance with the net capital rule or the reserve
requirements rule as of the end of the most recent fiscal year, one
or more Material Weaknesses in Internal Control Over Compliance during or as of the end of the most recent fiscal year, or the
information used to assert compliance with the net capital rule
or the reserve requirements rule was not derived, in all material respects, from the books and records of the broker or dealer
(paragraphs C2-C3).
There is a restriction on the scope of the examination engagement
(paragraphs C4-C8).
There is information other than the assertions and descriptions
required under paragraph (d)(3)(i) of SEC Rule 17a-5 contained
in the compliance report (paragraphs C9-C10).

Non-Compliance, Material Weakness, or Instance in which
Information Used to Assert Compliance was not Derived from
the Broker’s or Dealer’s Books and Records
C2. If (1) one or more instances of non-compliance with the net capital rule
or the reserve requirements rule exist as of the end of the fiscal year; (2) one or
more Material Weaknesses in Internal Control Over Compliance exist during or
as of the end of the fiscal year; or (3) the information used to assert compliance
with the net capital rule or the reserve requirements rule was not derived, in
all material respects, from the books and records of the broker or dealer, the
auditor must express an adverse opinion directly on the subject matter of the
respective assertions, rather than on the assertions themselves, unless there is
a restriction on the scope of the examination engagement.
Note: The requirement in this paragraph to express an adverse opinion applies
regardless of whether the non-compliance, Material Weakness, or other matters
preventing the unqualified opinion were identified by management or by the
auditor.

C3. When expressing such an adverse opinion, the auditor's examination
report should include, as applicable:
a.

b.

c.
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A statement that non-compliance with the net capital rule or the
reserve requirements rule has been identified and an identification of each instance of non-compliance described in the broker's
or dealer's compliance report as of the end of the most recent fiscal
year.
A statement that one or more Material Weaknesses in Internal
Control Over Compliance have been identified during the fiscal
year and an identification of each Material Weakness described
in the compliance report.
A statement that one or more Material Weaknesses in Internal
Control Over Compliance have been identified as of the end of
the fiscal year and an identification of each Material Weakness
described in the compliance report.

2041

Compliance Reports of Brokers and Dealers
d.

A statement that one or more instances in which the information
used to assert compliance with the net capital rule or the reserve
requirements rule was not derived, in all material respects, from
the broker's or dealer's books and records have been identified.
Note: If a description of all identified instances of noncompliance
with the net capital rule or the reserve requirements rule and all
identified Material Weaknesses has not been included in the broker's or dealer's compliance report, the examination report must
be modified to describe those instances of non-compliance or Material Weaknesses that the auditor has identified but that are not
described in the broker's or dealer's compliance report.1

Scope Limitations
C4. The auditor can express an opinion on whether the assertions made
by a broker or dealer in a compliance report are fairly stated, in all material
respects, only if the auditor has been able to apply the procedures necessary
in the circumstances. If there are restrictions on the scope of the examination
engagement, the auditor should withdraw from the engagement or disclaim an
opinion. A disclaimer of opinion should state that the auditor does not express
an opinion on the assertions made by the broker or dealer in the compliance
report.
C5. When disclaiming an opinion because of a scope limitation, the auditor
should state that the scope of the examination engagement was not sufficient for
the auditor to express an opinion and, in a separate paragraph or paragraphs,
the substantive reasons for the disclaimer, including the procedures that were
deemed necessary by the auditor that have been omitted and the reason for their
omission. The auditor should not identify the procedures that were performed
nor include the statements describing the characteristics of an examination
engagement.
C6. When the auditor plans to disclaim an opinion and the limited procedures performed by the auditor caused the auditor to conclude that: (1) one or
more instances of non-compliance with the net capital rule or the reserve requirements rule existed as of the end of the fiscal year; (2) one or more Material
Weaknesses in Internal Control Over Compliance existed during or as of the
end of the most recent fiscal year; or (3) the information used to assert compliance with the net capital rule or the reserve requirements rule was not derived,
in all material respects, from the books and records of the broker or dealer, the
auditor's report also must include the matters described in paragraph C3, as
applicable.
C7. The auditor may issue a report disclaiming an opinion on the assertions made by a broker or dealer in a compliance report as soon as the auditor
concludes that a scope limitation will prevent the auditor from obtaining the
reasonable assurance necessary to express an opinion. The auditor is not required to perform any additional work before issuing a disclaimer when the
auditor concludes that he or she will not be able to obtain sufficient evidence to
express an opinion.
Note: In this case, in following the direction in paragraph 38 of this standard
regarding dating the auditor's examination report, the report date is the date
1
Paragraphs (d)(3)(i)(B) and (C) of SEC Rule 17a-5 require the broker's or dealer's compliance
report to contain a description of each material weakness in Internal Control Over Compliance during
the most recent fiscal year and any instance of non-compliance with the net capital rule or the reserve
requirements rule as of the end of the most recent fiscal year.
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on which the auditor concludes that he or she will not be able to obtain sufficient
evidence to express an opinion.

C8. If the auditor concludes that he or she cannot express an opinion because of a limitation on the scope of the examination engagement, the auditor should communicate on a timely basis, in writing, to management and
the audit committee that the examination engagement cannot be satisfactorily
completed.

Other Information in the Compliance Report
C9. If the compliance report contains other information besides the statements and descriptions required by SEC Rule 17a-5, 2 the auditor should disclaim an opinion on the other information.
C10. If the auditor believes that the other information in the compliance
report contains a material misstatement of fact, he or she should discuss the
matter with management of the broker or dealer. If, after discussing the matter
with management, the auditor concludes that a material misstatement of fact
remains, the auditor should notify management and the audit committee of the
auditor's views concerning the information. 3

2

See paragraph (d)(3)(i) of SEC Rule 17a-5.
See also AS 2405, Illegal Acts by Clients, which describes the auditor's responsibilities in a
financial statement audit regarding illegal acts.
3
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Attachment
PCAOB Release No. 2013-007
October 10, 2013
PCAOB Rulemaking
Docket Matter No. 035

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or the "Board") is adopting two new attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, and
Review Engagements Regarding Exemption Reports of Brokers and Dealers. The
Board is also adopting related amendments to certain PCAOB standards. The
attestation standards and related amendments will be applicable to all registered firms conducting attestation engagements related to broker and dealer
compliance or exemption reports required by the U.S. Securities and Exchange
Commission ("SEC" or "Commission").

Board Contacts
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org), Barbara Vanich, Associate Chief Auditor (202/207-9363, vanichb@pcaobus.org),
and Nicholas Grillo, Assistant Chief Auditor (202/207-9104, grillon@pcaobus.
org).
*****

I. Introduction
On July 30, 2013, the SEC adopted amendments to Rule 17a-5 1 under the
Securities Exchange Act of 1934 ("Exchange Act") to strengthen and clarify
broker and dealer annual financial reporting requirements and also facilitate
the ability of the PCAOB to implement the oversight of independent public
accountants of brokers 2 and dealers 3 provided by Section 982 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act"). 4
The Board is adopting two attestation standards, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers (the "examination standard") and Review Engagements Regarding Exemption Reports of Brokers and
Dealers (the "review standard") (collectively, the "attestation standards"). These
1
See Rule 17a-5, 17 C.F.R. §240.17a-5 ("SEC Rule 17a-5") and SEC Exchange Act Release No.
34-70073, Broker-Dealer Reports (July 30, 2013), 78 Federal Register 51910 (August 21, 2013) ("SEC
Release"), available at http://www.sec.gov/rules/final/2013/34-70073.pdf.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
Pub. L. No. 111-203, 124 Stat. 1376 (2010).
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attestation standards will apply to examination engagements regarding compliance reports of brokers and dealers ("examination engagements") and review engagements regarding exemption reports of brokers and dealers ("review engagements"), pursuant to requirements contained in SEC Rule 17a-5. 5
Pursuant to SEC Rule 17a-5, the audits of brokers and dealers, including the
attestation engagements covered by this release, are required to be performed
under PCAOB standards. 6 Before these amendments to SEC Rule 17a-5, audits
of brokers and dealers were required to be performed under generally accepted
auditing standards ("GAAS") established by the American Institute of Certified Public Accountants ("AICPA"). The attestation standards will be effective,
subject to approval by the SEC, for examination engagements and review engagements for fiscal years ending on or after June 1, 2014. This effective date
would coincide with the effective date for the corresponding amendments to
SEC Rule 17a-5.

II. Background
Sections 17(a) and (e) of the Exchange Act and SEC Rule 17a-5 together generally require a broker or dealer to, among other things, file an annual report 7
with the SEC and the broker's or dealer's designated examining authority
("DEA"). 8 SEC Rule 17a-5 requires the annual report to contain, among other
things:
a.
b.

A financial report consisting of audited financial statements and
supporting schedules; 9 and
A compliance report or an exemption report. 10

The requirements for the compliance report and the exemption report are new
requirements that are the result of the Commission's amendments to SEC Rule
17a-5. According to the SEC, these reports contain information regarding broker and dealer compliance with key SEC financial responsibility rules 11 that
enhance the ability of the SEC to oversee the financial responsibility practices
of registered brokers and dealers and, in particular, the safekeeping of customer
assets.

5

See paragraphs (g)(2)(i) and (ii) of SEC Rule 17a-5.
See paragraph (g) of SEC Rule 17a-5.
7
Paragraph (d) of SEC Rule 17a-5 contains general requirements for annual reports to be filed by
SEC-registered brokers and dealers. Paragraphs (d)(1)(iii) and (iv) of SEC Rule 17a-5 provide certain
limited exceptions to the requirement to file an annual report.
8
Under SEC Rule 17d-1, 17 C.F.R. § 240. 17d-1, a registered broker or dealer that is a member
of more than one securities self-regulatory organization may be assigned a "designated examining
authority" or "DEA" that is responsible for examining the broker or dealer for compliance with SEC
financial responsibility rules. An example of a securities self-regulatory organization that is a designated examining authority is the Financial Industry Regulatory Authority.
9
See paragraph (d)(2) of SEC Rule 17a-5. Auditing Standard No. 17, Auditing Supplemental
Information Accompanying Audited Financial Statements (PCAOB Release No. 2013-008) (October
10, 2013), applies to the audit procedures performed and the audit report on supporting schedules.
10
See paragraphs (d)(3) and (4) of SEC Rule 17a-5. The attestation standard in Appendix 1 of
this release applies to an examination of certain statements made by the broker or dealer in the
compliance report. The attestation standard in Appendix 2 of this release applies to a review of the
statements made by the broker or dealer in the exemption report.
11
The SEC Release used the term "financial responsibility rules" to refer to: 17 C.F.R. § 240.15c31 ("SEC Rule 15c3-1" or the "net capital rule"); 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3"); 17 C.F.R. §
240.17a-13 ("SEC Rule 17a-13"); and any rule of the DEA of the broker or dealer that requires account
statements to be sent to the customers of the broker or dealer (an "account statement rule"). See the
SEC Release at 8-9. The terms "financial responsibility rules" and "account statement rule" have the
same meaning in these standards as they have in the SEC Release.
6
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Generally, SEC Rule 17a-5 provides that brokers or dealers that did not claim
an exemption from SEC Rule 15c3-3 throughout the most recent fiscal year
must prepare and file the compliance report. A broker or dealer must prepare
and file the exemption report if the broker or dealer did claim that it was exempt
from SEC Rule 15c3-3 throughout the most recent fiscal year.
Brokers and dealers also must generally file reports prepared by a PCAOB
registered independent public accountant covering the financial report and the
compliance report or exemption report, as applicable. 12
The auditor's examination report or review report would replace the prior requirement in SEC Rule 17a-5 that the auditor report on material inadequacies
identified in the broker's or dealer's accounting system, internal accounting
controls, procedures of the broker or dealer for safeguarding securities, and
certain practices and procedures related to customer protection and securities.

III. Considerations in Adopting the Attestation Standards
The Board is adopting the attestation standards to establish requirements
aligned with the auditor's responsibilities under SEC Rule 17a-5. 13 Specifically,
the attestation standards establish requirements for examining certain statements in a broker's or dealer's compliance report and reviewing a broker's or
dealer's statements in an exemption report. The Board is also adopting related
amendments to certain PCAOB standards, including amendments regarding
documentation and amendments to require engagement quality reviews of the
examination and the review engagements. 14
The attestation standards for the examination and review engagements, included in appendices 1 and 2 of this release, represent stand-alone standards that are based on existing concepts and principles in the existing attestation standards but are tailored for the specific requirements under SEC
Rule 17a-5. 15
In general, both standards set forth a framework of specific procedures that are
required for auditors to opine or conclude on a broker's or dealer's statements—
referred to in the standards as "assertions" 16 —in compliance reports and exemption reports required by SEC Rule 17a-5, respectively. 17

12

See paragraph (d)(1)(i)(C) of SEC Rule 17a-5.
See paragraphs (g) and (h) of SEC Rule 17a-5.
14
In addition, on February 28, 2012, the Board proposed to update certain of its rules to conform
to the Dodd-Frank Act amendments to the Sarbanes-Oxley Act of 2002. See Proposed Amendments
to Conform the Board's Rules and Forms to the Dodd-Frank Act and Make Certain Updates and
Clarifications, PCAOB Release No. 2012-002 (February 28, 2012). Among other things, these proposed
amendments would amend the Board's rules to require that registered firms comply with the Board's
interim standards in broker or dealer engagements. See proposed amendments to Rule 1001(a)(v),
Rule 1001(a)(vi), Rule 3200T, and Rule 3300T, Rule 3400T, Rule 3500T, and Rule 3600T. The Board
expects to act on these proposed amendments in a separate rulemaking in the near future.
15
The requirements in the examination standard are generally consistent with the requirements
of AT sec. 101, Attest Engagements, and AT sec. 601, Compliance Attestation. Similarly, the requirements in the review standard are generally consistent with AT sec. 101. However, when an auditor
performs an engagement pursuant to the examination standard or a review pursuant to the review
standard, AT sec. 101 and AT sec. 601 would not apply.
16
These standards use the term "assertion" to refer to the broker's or dealer's individual statements that are covered by the examination and review. In the examination standard, the term "assertion" also distinguishes the portion of the statements in the broker's or dealer's compliance report
that are covered by the examination.
17
See paragraphs (i)(3)(iii)(A) and (B) of SEC Rule 17a-5 for the specific requirement for an
opinion or conclusion to be expressed in the auditor's report.
13
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Furthermore, both of the attestation standards emphasize coordination between the examination engagement or review engagement, the audit of the
broker's or dealer's financial statements and audit procedures performed on
the supporting schedules (referred to in this release as "supplemental information"). This emphasis on coordination, when properly executed, can promote
overall audit effectiveness and avoid redundancy in the work performed. For
example, auditors can take into account, when appropriate, evidence obtained
while planning and performing the audit of the financial statements and the
audit procedures performed on supplemental information in planning and performing the attestation engagement.
This emphasis on coordination is also a key aspect of Auditing Standard No. 17,
Auditing Supplemental Information Accompanying Audited Financial Statements (the "auditing standard"), 18 which the Board is separately adopting. Auditing Standard No. 17 will apply when the auditor of the financial statements
is engaged to perform audit procedures and report on supplemental information
accompanying audited financial statements in accordance with PCAOB standards, including supporting schedules prepared pursuant to SEC Rule 17a-5. 19
The auditing standard also includes requirements for the procedures on the
supplemental information to be planned and performed in conjunction with
the audit of the financial statements, and for the audits of brokers and dealers
to be coordinated with the attestation engagements related to compliance or
exemption reports. 20
In the Board's view, the attestation standards further the public interest and
promote investor protection because they are tailored to the corresponding requirements of SEC Rule 17a-5, which are designed to provide safeguards with
respect to broker and dealer custody of customer securities and funds. For example, the specific requirements in the examination standard for evaluating
Internal Control Over Compliance 21 can help auditors to identify deficiencies
in a broker's or dealer's internal controls for safeguarding customer securities
and funds or maintaining necessary capital or reserves. Similarly, the specific
requirements in the review standard should focus auditors on whether the broker or dealer appropriately meets the exemption provisions in paragraph (k) of
SEC Rule 15c3-3.
Also, the SEC Release states that SEC enforcement actions alleging fraudulent
conduct by brokers and dealers highlight the need for enhancements to the rules
governing broker and dealer custody of customer assets, including increased
focus on compliance and internal compliance controls by brokers and dealers
and their auditors. 22 The attestation standards include requirements related to
the auditor's consideration of fraud risks, including the risk of misappropriation
of customer assets. The new standard includes requirements for testing controls
of the broker or dealer for safeguarding customer assets and funds and for
performing procedures to obtain evidence about the existence of customer funds
and securities held for customers.
Furthermore, PCAOB inspections staff in their inspections of broker and
dealer audits have identified auditing deficiencies in 57 of 60 audits that were
18
See Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited
Financial Statements, PCAOB Release No. 2013-008 (October 10, 2013).
19
See paragraph (d)(2) of SEC Rule 17a-5.
20
See the note to paragraph 3.c. of Auditing Standard No. 17.
21
Consistent with SEC Rule 17a-5, the examination standard defines "Internal Control Over
Compliance" as "internal controls that have the objective of providing the broker or dealer with reasonable assurance that non-compliance with the [financial responsibility rules], will be prevented or
detected on a timely basis." See paragraph (d)(3)(ii) of SEC Rule 17a-5.
22
See the SEC Release at 206-207.
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conducted under GAAS and the prior SEC Rule 17a-5. 23 The attestation
standards—tailored for the new audit and reporting requirements under SEC
Rule 17a-5—establish an approach specific to examining compliance reports
and reviewing exemption reports that should provide greater clarity as to the
procedures that should be used and facilitate consistent compliance for auditors
of SEC registered brokers and dealers.
The financial responsibility rules serve an important investor protection function by requiring brokers and dealers to maintain minimum levels of net capital
and take steps to safeguard customer securities and cash. 24 As described in the
SEC Release, the new requirements for engagement of accountants should result in higher levels of compliance with the financial responsibility rules by increasing the focus of carrying brokers and dealers and their independent public
accountants on specific statements made in compliance reports and increasing
the focus of non-carrying brokers and dealers and their independent public accountants regarding whether the broker or dealer meets applicable exemption
provisions. 25 Moreover, in the Board's view, the involvement of auditors, under
the attestation standards and PCAOB oversight, should enhance the quality
of the compliance information provided to the SEC and used in its regulatory
oversight, which is important to the protection of investors who entrust their
cash and securities with brokers and dealers.

A. Consideration of Comments Received
In developing the attestation standards, the Board also considered comments
received. On July 12, 2011, the Board proposed two attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers ("proposed examination standard"), and Review Engagements Regarding
Exemption Reports of Brokers and Dealers ("proposed review standard") (collectively, the "proposed attestation standards") and related amendments to
PCAOB standards. The proposed attestation standards were developed to align
the standards of the PCAOB with the SEC's 2011 proposed amendments to
SEC Rule 17a-5 ("SEC Proposed Rule 17a-5"), 26 which included requirements
for brokers and dealers to engage auditors to perform either a compliance examination engagement or review engagement, whichever would be required
pursuant to the SEC's proposed amendments.
The Board received eleven comment letters on the proposed attestation standards. Commenters generally were supportive of the Board's efforts to draft
attestation standards applicable to brokers and dealers and the Board's efforts
to align the attestation standards with the Commission's proposed amendments
to SEC Rule 17a-5. Commenters provided observations and comments on certain requirements and other specific aspects of the attestation standards and
related amendments to PCAOB standards. Many of the significant comments,
which dealt with the meaning of the term "material non-compliance" in the
context of the auditor's examination of the broker's or dealer's assertions in
the compliance report, are no longer applicable because of subsequent changes
made by the SEC in its adoption of final amendments to SEC Rule 17a-5. The
Board did, however, revise the attestation standards in response to certain of
the comments received. Also, the Board made revisions to the standards in view
23
See Second Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers, PCAOB Release No. 2013-006 (August 19, 2013) at 6.
24
See the SEC Release at 255.
25
See the SEC Release at 238.
26
See SEC Exchange Act Release No. 34-64676, Broker-Dealer Reports (June 15, 2011), 76 Federal
Register 37572 (June 27, 2011).
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of the final requirements contained in the SEC's amendments. Such changes
are intended to align the Board's attestation standards with the SEC's requirements. Section IV below summarizes the key points and changes made to the
attestation standards. Appendix 4 discusses the significant comments received
on the proposed attestation standards in greater detail, as well as the revisions
to the attestation standards.

IV. Overview of the Attestation Standards
A. Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers
The examination standard, which is presented in Appendix 1, establishes requirements for the auditor with respect to the auditor's examination regarding
a broker's or dealer's compliance report. Consistent with SEC Rule 17a-5, the
examination standard requires auditors to obtain sufficient appropriate evidence to opine on a broker's or dealer's statements in its compliance report as
to whether:

•

The Internal Control Over Compliance of the broker or dealer was
effective during the most recent fiscal year;

•

The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;

•

The broker or dealer was in compliance with the net capital rule
and 17 C.F.R. § 240.15c3-3(e) (the "reserve requirements rule") as
of the end of the most recent fiscal year; and

•

The information the broker or dealer used to state whether it
was in compliance with the net capital rule and reserve requirements rule was derived from the books and records of the broker
or dealer. 27

The examination standard provides requirements for auditors that:

•

Focus the auditor on the matters that are most important to the
auditor's conclusions regarding the broker's or dealer's assertions;

•

Incorporate consideration of fraud risks, including the risk of misappropriation of customer assets;

•

Are designed to be scalable based on the broker's or dealer's size
and complexity;

•

Coordinate the examination engagement with the audit of the financial statements and the audit procedures performed on supplemental information; and

•

Describe how to report on an examination engagement, in connection with the requirements of SEC Rule 17a-5.

The examination standard retains the requirement that the auditor obtain
reasonable assurance to support the auditor's opinion. In particular, the examination standard requires the auditor to obtain reasonable assurance in order
to opine on whether the broker's or dealer's assertions are fairly stated, in all
27
See paragraphs (d)(3)(i)(A)(2),(3),(4), and (5), (g)(2)(i), and (i)(3)(iii)(A) of SEC Rule 17a-5. The
scope of the auditor's examination does not encompass the statement as to whether the broker or
dealer has established and maintained Internal Control Over Compliance required by paragraph
(d)(3)(i)(A)(1) of SEC Rule 17a-5.

PAT §1.38

Compliance Reports of Brokers and Dealers

2049

material respects. This replaces the requirement to obtain reasonable assurance in prior SEC Rule 17a-5, which stated that "[t]he scope of the audit and
review of the accounting system, the internal control and procedures for safeguarding securities shall be sufficient to provide reasonable assurance that any
material inadequacies existing at the date of the examination in (a) the accounting system; (b) the internal accounting controls; (c) procedures for safeguarding
securities; and (d) the practices and procedures whose review is specified [in
SEC Rule 17a-5] would be disclosed." 28
The examination standard reflects changes from the proposed standard to align
with SEC Rule 17a-5 and in light of comments received. Significant revisions
include the following:

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5;

•

The requirements for auditor testing of controls over compliance
were revised to cover internal controls over compliance both as of
the end of the fiscal year and during the fiscal year, as provided
by SEC Rule 17a-5; and

•

The requirements for auditors to test for compliance were revised
in view of the changes to SEC Rule 17a-5 to focus specifically on
testing compliance with the net capital rule and reserve requirements rule.

Appendix 4 discusses further the revisions reflected in the examination standard.

B. Attestation Standard No. 2, Review Engagements Regarding
Exemption Reports of Brokers and Dealers
The review standard, which is presented in Appendix 2, establishes requirements for the auditor with respect to the auditor's review regarding the broker's or dealer's exemption report. Consistent with SEC Rule 17a-5, the review
standard establishes requirements that apply when an auditor is engaged to
perform a review of the broker's or dealer's statements in an exemption report. 29
Like the examination standard, the review standard establishes requirements
that are designed specifically for the review required by SEC Rule 17a-5. 30 The
review standard establishes requirements for making inquiries and performing
other procedures that are commensurate with the auditor's responsibility to
obtain moderate assurance 31 regarding whether one or more conditions exist
28
Prior to the amendments, SEC Rule 17a-5 provided that "[a]dditionally, as specific objectives,
the audit shall include reviews of the practices and procedures followed by the client: (i) In making the
periodic computations of aggregate indebtedness and net capital under 17 C.F.R. § 240.17a-3(a)(11)
and the reserve required by 17 C.F.R. § 240.15c3-3(e); (ii) In making the quarterly securities examinations, counts, verifications and comparisons and the recordation of differences required by 17 C.F.R. §
240.17a-13; (iii) In complying with the requirement for prompt payment for securities of section 4(c)
of Regulation T (§ 220.4(c) of chapter II of title 12) of the Board of Governors of the Federal Reserve
System; and (iv) In obtaining and maintaining physical possession or control of all fully paid and excess margin securities of customers as required by 17 C.F.R. § 240.15c3-3. Such review shall include a
determination as to the adequacy of the procedures described in the records required to be maintained
pursuant to 17 C.F.R. § 240.15c3-3(d)(4)."
29
See paragraphs (d)(4) and (g)(2)(ii) of SEC Rule 17a-5.
30
Id.
31
Obtaining moderate assurance in a review engagement is consistent with both existing PCAOB
standards and the SEC Release. AT sec. 101.55 describes a review as an attest engagement designed
to provide a moderate level of assurance. See the SEC Release at 88, which states that a "moderate
level of assurance [is] contemplated by the required review."
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that would cause one or more of the broker's or dealer's assertions not to be
fairly stated, in all material respects. The broker's or dealer's exemption report
includes the following assertions:

•

A statement that identifies the provisions in paragraph (k) of SEC
Rule15c3-3 (the "exemption provisions") under which the broker or
dealer claimed an exemption from SEC Rule 15c3-3 (the "identified
exemption provisions");

•

A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without exception or (2) met the identified exemption provisions throughout
the most recent fiscal year except as described in the exemption
report; and

•

If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature
of each exception and the approximate date(s) on which the exceptions existed. 32

The auditor's review report regarding a broker's or dealer's exemption report
replaces the statement provided by auditors under the prior SEC rules. Before
the amendments, SEC Rule 17a-5 provided that the auditor engaged by the broker or dealer must "ascertain that the conditions of the exemption were being
complied with as of the examination date and that no facts came to the independent public accountant's attention to indicate that the exemption had not been
complied with during the period since the independent public accountant's last
examination."
The procedures required by the review standard include evaluating relevant
evidence obtained from the audit of the financial statements and the audit
procedures performed on supplemental information and are designed to enable
the auditor to scale the review engagement based on the broker's or dealer's
size and complexity. The review standard also establishes requirements for the
content of the review report.
The review standard reflects changes from the proposed standard to align the
standard with SEC Rule 17a-5 and in light of comments received. Significant
revisions include the following:

•

The requirements of the standard were revised to include consideration of disclosure of exceptions to the exemption provisions, as
provided by SEC Rule 17a-5; and

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5.

V. Economic Considerations, including Audits of
Emerging Growth Companies
A. Economic Considerations
This release, and the related appendices, provide additional detail regarding the background and need for the new attestation standards; significant

32

See paragraph (d)(4) of SEC Rule 17a-5.
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comments received; and alternatives considered. As discussed below, the Board
also considered the economic consequences of the new standards. 33
As noted above, in developing the attestation standards, the Board's objective
was to consider the SEC's amendments to SEC Rule 17a-5 and evaluate whether
its standards were appropriate for the SEC's requirements for examinations of
compliance reports and reviews of exemption reports.
As part of its process, the Board also considered the SEC's economic analysis
related to its amendments to SEC Rule 17a-5. The SEC's analysis considers
the economic effects, including the benefits and costs, of the new examinations
of compliance reports and reviews of exemption reports that are now required
by the SEC to be filed by registered brokers and dealers pursuant to SEC Rule
17a-5 and includes considerations relating to efficiency, competition, and capital
formation. 34
The SEC's economic analysis considered the Board's proposed attestation standards. As described in the SEC Release, after considering the views of commenters relating to anticipated costs, including with respect to the Board's
proposed attestation standards, the SEC concluded that, while the total costs
associated with the new compliance and review requirements would depend on
the final PCAOB standards for attestation engagements, "as the PCAOB's proposed standards were tailored to the proposed amendments, nothing in those
standards causes the Commission to change its estimates of the costs associated with these requirements, or to question that the benefits will justify the
costs." 35 The Board notes that, as adopted, the new attestation standards are
aligned with SEC Rule 17a-5, and most of the differences between the proposed
standards and the attestation standards in this release result from changes to
conform to the SEC's final amendments to SEC Rule 17a-5.
In addition to considering the SEC's requirements and economic analysis, the
Board also took into account other related economic considerations as discussed
below.

1. Economic Baseline
The SEC made the determination to require brokers and dealers to include in
their annual reports either a compliance report that is examined by an auditor
or an exemption report that is reviewed by an auditor.
Therefore, the SEC Release contains a discussion of the economic baseline in
its economic analysis. Aspects of the SEC's discussion of the baseline that are
relevant to the attestation standards include:

•

Before the SEC's amendments, Rule 17a-5 required that the audit under GAAS include a "review" of the broker's or dealer's accounting system, internal accounting control, and procedures for
safeguarding securities. 36 The scope of the auditor's work was required to be sufficient to provide reasonable assurance that any

33
The Board did not specifically request comments that attempted to quantify costs related to the
attestation standards, but the Board did request comment on the appropriateness of the standards and
received comments that pertained to audit effort and related costs that it considered. The discussion
in this section reflects the Board's qualitative assessment of the standards.
34
See the SEC Release, which discusses costs and benefits of the requirements for examined
compliance reports and reviewed exemption reports at 226-245.
35
See the SEC Release at 241.
36
See the SEC Release at 70.
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material inadequacies 37 existing as of the date of the examination
would be disclosed.

•

Before the SEC's amendments, if the broker or dealer was exempt
from the reserve requirements rule, the auditor was required to
ascertain that the conditions of the exemption were being complied
with as of the examination date and that no facts came to the
auditor's attention to indicate that the exemption had not been
complied with during the period since the last examination.

Under the SEC's amendments, audits of brokers and dealers are now required
to be conducted in accordance with PCAOB standards, the material inadequacy
report has been replaced with an examination of the compliance report, and the
requirement to ascertain compliance with the exemption conditions has been
replaced with a review of the exemption report.

2. Consideration of Alternatives and Additional Considerations
In general, the Board sought to evaluate whether its attestation standards were
appropriate for performing and reporting on the newly required examinations
and reviews. The SEC is a key user of the new reports, which serve to facilitate
the SEC's compliance oversight function. Accordingly, the Board's standards
for those engagements needed to reflect a compliance focus and needed to be
aligned with the requirements in SEC Rule 17a-5.
The Board considered two principal alternatives: (1) issuing guidance on applying existing PCAOB attestation standards to the new examination and review
engagements, or (2) developing standards tailored to the requirements of SEC
Rule 17a-5. In considering the first alternative, the Board observed that auditors performing examinations of compliance reports would need to look to a
patchwork of requirements in existing attestation standards, including AT sec.
101 and AT sec. 601, and apply them to the new examination of the compliance
report and review of the exemption report. This could lead to more inconsistencies in compliance with the SEC's rule as compared to a tailored standard that
sets forth the necessary procedures for complying with the SEC's rule.
The Board preliminarily determined that a broker and dealer specific approach
to examining compliance reports and reviewing exemption reports that is tailored to the SEC's rule would promote consistent audit practices and compliance with the SEC's rule because auditors could more readily determine the
procedures necessary to meet the requirements for reasonable assurance in
the examination and moderate assurance in the review. The greater clarity
also can help facilitate more efficient use of audit resources, which can help
mitigate the associated costs. Since the Board's initial proposal, the high level
of auditing deficiencies observed by PCAOB inspections of audits of brokers
and dealers under pre-existing standards have underscored the Board's initial

37
Prior to the SEC's amendments, paragraph (g)(3) of Rule 17a-5 described a "material inadequacy" in a broker's or dealer's accounting system, internal accounting controls, procedures for safeguarding securities, and practices and procedures to include "any condition which has contributed
substantially to or, if appropriate corrective action is not taken, could reasonably be expected to: (i)
inhibit a broker-dealer from promptly completing securities transactions or promptly discharging its
responsibilities to customers, other broker-dealers or creditors; (ii) result in material financial loss;
(iii) result in material misstatements of the broker-dealer's financial statements; or (iv) result in violations of the Commission's recordkeeping or financial responsibility rules to an extent that could
reasonably be expected to result in the conditions described in [(i) through (iii)] above." See the SEC
Release at 70, footnote 287.
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concerns about the need for standards that facilitate more consistent compliance with the SEC's rule. 38
In developing the new standards, the Board took into account economic considerations, including taking note of commenters' views on the proposed attestation standards. The Board's approach is intended to focus and streamline the
auditor's work in order to promote overall audit effectiveness and avoid duplicative procedures. The Board sought to ease the transition to the new standards
and help lessen the effect of associated costs by:

•

Building on principles and concepts in existing attestation standards, such as the general requirements in AT sec. 101, and the
risk-based principles for testing controls as set forth in Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, and Auditing Standard No. 13, The Auditor's Responses to
the Risks of Material Misstatement;

•

Focusing the auditor's attention on the most important matters
related to the objective of the examination or review, as applicable, including addressing the risk of misappropriation of customer
assets;

•

Requiring coordination of the attestation standards with the audit of the financial statements and audit procedures on the supplemental information, to enhance the effectiveness of the coordinated work and avoid unnecessary duplication of work; 39 and

•

Establishing risk-based approaches for the examination and review that are scalable—that is, the required audit effort is commensurate with the broker's or dealer's size and complexity 40 —
and that facilitate consistent compliance with SEC Rule 17a-5.

The Board also considered commenters' views. Commenters on the Board's proposed attestation standards generally agreed that the proposed standards were
appropriately tailored for the SEC's proposed amendments to Rule 17a-5. Notably, when the attestation standards were proposed, the PCAOB requested
comment on whether the standards were appropriately scalable based on the
size and complexity of the broker or dealer. Some commenters specifically
agreed that the standards are scalable, and no commenters asserted that the
standards are not scalable. Additionally, several comments on the proposed
standards were no longer relevant because of changes the SEC made when it
adopted the amendments.

38
See PCAOB Release 2013-006, which reports that PCAOB inspection staff identified auditing
deficiencies in 57 of the 60 audits of brokers and dealers selected for inspection and that deficiencies
in compliance with audit requirements for brokers and dealers under the Exchange Act that were
among the most frequently noted by PCAOB inspection staff included deficiencies in audit procedures
related to net capital and customer reserve supporting schedules, compliance with the conditions of
the exemption claimed by the broker or dealer, and the accountant's supplemental report on material
inadequacies. See PCAOB Release 2013-006, Executive Summary, at ii.
39
By its terms, SEC Rule 17a-5 requires the financial statement audit and the compliance examination or review to be performed by the same auditor. See paragraph (g) of SEC Rule 17a-5.
40
This view is also analogous to the SEC's view for preparation of the compliance report discussed
in the SEC Release. In the SEC Release, the SEC observed that the controls necessary for a carrying
broker or dealer that engages in limited custodial activities generally should be less complex than the
controls necessary for a carrying broker or dealer that engages in more extensive custodial activities,
so a carrying broker or dealer with limited custodial activities should have to expend less effort to
make the statements in the compliance report regarding Internal Control Over Compliance. See the
SEC Release at 229. Similarly, the necessary audit effort related to test controls should be less for
brokers and dealers with limited custodial activities.
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Some commenters on the proposed standards expressed concerns about costs
associated with extending the requirements for engagement quality reviews to
encompass the attestation engagements covered by these standards. In light
of the importance of the attestation engagements to investor protection and
the high level of deficiencies observed by PCAOB inspection staff in areas that
would be covered by the attestation engagements, the Board believes that engagement quality reviews can enhance the consistency of compliance with the
SEC's rule. An effective engagement quality review can increase the likelihood
of identifying significant engagement deficiencies before the examination report or review report is issued. Additionally, the Board took note of the fact
that, in a February 2011 AICPA Peer Review Alert, the AICPA designated audits of carrying brokers or dealers as a "must select" for peer review, recognizing
the significant public interest in audits of such firms. 41
Regarding the incremental costs of engagement quality reviews, because engagement quality reviews are required for audits of financial statements under
PCAOB standards, the requirements for auditors to coordinate their audits
of the financial statements and attestation engagements should facilitate the
engagement quality review of the attestation engagement and help mitigate
incremental costs. Furthermore, the Board anticipates that incremental costs
for an engagement quality review of an attest engagement will vary with the
nature of the attest engagement. For example, the required effort for an engagement quality review of a review engagement generally would be less than
for an examination engagement, and the required effort for an examination of a
smaller, less complex broker or dealer generally would be less than for a larger,
more complex broker or dealer.

B. Applicability to Audits of Emerging Growth Companies
The Board is adopting the attestation standards pursuant to its authority under
the Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act"). 42
Before rules adopted by the Board can take effect, they must be approved by the
SEC. Pursuant to Section 107(b)(3) of Sarbanes-Oxley, the SEC shall approve
a proposed rule if it finds that the rule is "consistent with the requirements of
[the] Act and the securities laws, or is necessary or appropriate in the public
interest or for the protection of investors."
Additionally, Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act") 43 amended Sarbanes-Oxley to provide that any additional rules adopted
by the PCAOB after April 5, 2012 do not apply to audits of emerging growth
companies ("EGCs") 44 unless the SEC "determines that the application of such
additional requirements is necessary or appropriate in the public interest, after
considering the protection of investors, and whether the action will promote
efficiency, competition, and capital formation". 45
41

See AICPA Peer Review Alert 11-01 (February 2011).
Pub. L. 107-204, 116 Stat. 745 (2002). Under Section 101 of the Act, the mission of the PCAOB
is to oversee the audit of companies that are subject to the securities laws, and related matters,
in order to protect the interests of investors and further the public interest in the preparation of
informative, accurate, and independent audit reports. Section 103 of the Act authorizes the Board to
adopt auditing standards for use by registered public accounting firms in the preparation and issuance
of audit reports "as required by [the] Act or the rules of the Commission, or as may be necessary or
appropriate in the public interest or for the protection of investors."
43
Pub. L. No. 112-106, 126 Stat. 306 (2012).
44
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company."
45
See Section 103(a)(3)(C) of Sarbanes-Oxley (15 U.S.C. §7213(a)(3)), as amended by Section 104
of the JOBS Act, Pub. L. No. 112-106 (2012).
42
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As previously discussed, the attestation standards will apply solely in connection with audits of registered brokers and dealers pursuant to SEC Rule 17a-5.
PCAOB staff has discussed the applicability of the JOBS Act to this rulemaking with the SEC staff. The PCAOB is not aware of any EGCs that are also
registered brokers or dealers. 46 Moreover, the reporting regimes for registered
brokers and dealers under SEC Rule 17a-5 are separate and distinct from those
for companies subject to reporting requirements pursuant to Section 13 and 15
of the Exchange Act or for a Securities Act registration statement. The Board
defers to the SEC on the applicability of the JOBS Act to this rulemaking and
stands ready to assist the SEC with any additional analysis that may become
necessary.

VI. Effective Date
The attestation standards will be effective, subject to approval by the SEC, for
examination engagements and review engagements for fiscal years ending on
or after June 1, 2014. This effective date coincides with the effective date for
the corresponding amendments to SEC Rule 17a-5. 47
***
On the 10th day of October, in the year 2013, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
Appendix 1—Attestation Standard No. 1—Examination Engagements Regarding Compliance Reports of Brokers and Dealers
Appendix 2—Attestation Standard No. 2—Review Engagements Regarding Exemption Reports of Brokers and Dealers
Appendix 3—Amendments to PCAOB Standards
Appendix 4—Additional Discussion of the Attestation Standards

46
PCAOB staff has reviewed the reported industry classifications in the most recent filings of
those companies and read SEC filings of self-identified EGCs as necessary to ascertain whether any
EGCs were brokers or dealers. For those companies for which audited financial statements were
available and based on information included in the most recent audited financial statements filed as
of May 15, 2013, PCAOB staff has observed that none of the EGCs is a broker or dealer.
47
See the SEC Release at 2.
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Appendix 1

Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers
[Appendix omitted; see Attestation Standard No. 1 for the full text of the standard.]
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Appendix 2

Attestation Standard No. 2, Review Engagements
Regarding Exemption Reports of Brokers and Dealers
[Appendix omitted; see Attestation Standard No. 2 for the full text of the standard.]
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Appendix 3

Amendments to PCAOB Standards
[Appendix omitted; see appendix 3 in PCAOB Release No. 2013-007 for a full
analysis.]
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Appendix 4

Additional Discussion of the Attestation Standards
[Appendix omitted; see appendix 4 in PCAOB Release No. 2013-007 for a full
analysis.]
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Attestation Standard No. 2

Review Engagements Regarding Exemption
Reports of Brokers and Dealers
[Effective, subject to approval by the SEC, for examination engagements and review engagements for fiscal years ending on or after
June 1, 2014.]

Introduction
1. This standard establishes requirements that apply when an auditor is
engaged to perform a review 1 of the statements made by a broker 2 or dealer 3
in an exemption report ("exemption report") prepared pursuant to Securities
and Exchange Act of 1934 ("Exchange Act") Rule 17a-5, 17 C.F.R. §240.17a-5
("SEC Rule 17a-5") of the U.S. Securities and Exchange Commission ("SEC"). 4
2. SEC Rule 17a-5 requires a broker's or dealer's exemption report to contain the following statements by the broker or dealer:
a.

A statement that identifies the provisions in paragraph (k) of SEC
Rule 15c3-3 5 (the "exemption provisions") under which the broker or dealer claimed an exemption from SEC Rule 15c3-3 (the
"identified exemption provisions");

b.

A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without
exception or (2) met the identified exemption provisions throughout the most recent fiscal year except as described in the exemption report; and

c.

If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature
of each exception and the approximate date(s) on which the exception existed. 6

1
See paragraphs (d)(1)(i)(C) and (g)(2)(ii) of SEC Rule 17a-5, which require that certain brokers
or dealers file with the SEC a report prepared by an independent accountant based on a review of
the statements in the exemption report, if the broker or dealer is required to file an exemption report
with the SEC.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
See paragraph (g)(2)(ii) of SEC Rule 17a-5.
5
See 17 C.F.R. §240.15c3-3 ("SEC Rule 15c3-3").
6
See paragraph (d)(4) of SEC Rule 17a-5.

PAT §2.2.

2062

Attestation Standards

Objective
3. When performing a review of the statements (hereinafter referred to
as "assertions") made by a broker or dealer in an exemption report (a "review
engagement"), the auditor's objective is to state whether, based upon the results
of the review procedures, the auditor is aware of any material modifications that
should be made to the broker's or dealer's assertions for the assertions to be
fairly stated, in all material respects.
4. The auditor must plan and perform the review engagement to obtain
appropriate evidence that is sufficient to obtain moderate assurance 7 about
whether one or more conditions exist that would cause one or more of the broker's or dealer's assertions not to be fairly stated, in all material respects. Such
conditions include:
a.

b.

c.

The broker's or dealer's assertion that identifies the provisions
in paragraph (k) of SEC Rule 15c3-3 under which the broker or
dealer claimed an exemption for SEC Rule 15c3-3 is inaccurate;
The broker or dealer asserts that it met the identified exemption
provisions in paragraph (k) of SEC Rule 15c3-3 without exception
when the auditor is aware of exceptions in meeting the exemption
provisions; or
The broker's or dealer's assertion that identifies and describes
each exception during the most recent fiscal year in meeting the
identified exemption provisions in paragraph (k) of SEC Rule
15c3-3 is inaccurate or incomplete.

Performing the Review Engagement
General Requirements
5. An auditor who performs a review engagement must:
a.
b.

c.
d.

Have adequate technical proficiency in attestation engagements;
Obtain an understanding of the exemption conditions and other
rules and regulations that are relevant to the broker's or dealer's
assertions;
Determine the auditor's compliance with independence and ethics
requirements; and
Exercise due professional care, which includes application of professional skepticism, in planning and performing the review and
preparation of the report.
Note: Due professional care imposes a responsibility on each engagement team member to comply with this standard. The exercise of due professional care requires critical review at every
level of supervision of the work done and the judgment exercised
by those assisting in the engagement, including preparing the
report. 8

7
Moderate assurance is obtained by performing with due professional care the inquiries and
other procedures required by this standard in order to reach a conclusion about whether there is a
need to modify the broker's or dealer's assertions regarding the exemption provisions for the assertions
to be fairly stated, in all material respects. Further, this standard is consistent with the concept of
moderate assurance as described in paragraph .55 of AT sec. 101, Attest Engagements.
8
The auditor's responsibility to exercise due professional care is consistent with the description
in paragraphs .40-.41 of AT sec. 101.
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Note: AS 1215, Audit Documentation, establishes the documentation requirements for review engagements performed pursuant to this standard.

6. The engagement partner is responsible for the review engagement and
performance of the review procedures. Accordingly, the engagement partner is
responsible for proper planning of the review engagement, proper supervision
of the work of engagement team members, and compliance with the requirements of this standard. The engagement partner may seek assistance from
appropriate engagement team members in fulfilling these responsibilities.
Note: For purposes of this standard, the term "engagement partner" means the
member of the engagement team with primary responsibility for the review
engagement.
Note: Proper planning includes determining the nature, timing, and extent
of procedures necessary to obtain moderate assurance. Proper supervision includes supervising the work of engagement team members so that the work is
performed as directed and supports the conclusions reached.

Relationship Between the Review Engagement and the
Audit of Financial Statements and the Audit Procedures
Performed on Supplemental Information
7. The review engagement should be coordinated with the audit of the
financial statements and the audit procedures performed on supplemental information of the broker or dealer. 9 In planning and performing procedures for,
and evaluating the results of the procedures performed in, the review engagement, the auditor should take into account relevant evidence from the audit
of the financial statements and the procedures performed on the supplemental
information. However, the objectives of the financial statement audit and the
review engagement are not the same, so the auditor must plan and perform the
work to meet the objectives of both engagements.

Review Procedures
8. A review engagement includes the following procedures:
a.

Reading the exemption report to determine the exemption provisions under which the broker or dealer asserts its exemption and
the identified exceptions to the exemption provisions;
b. Performing inquiries and other review procedures set forth in this
standard; and
c. Evaluating whether the evidence indicates that there should be
modifications to the broker's or dealer's assertions based on the
results of the procedures performed.
9. The nature, timing, and extent of the necessary inquiries and other
review procedures depend on:
9
Under the definition of supplemental information included in AS 2701, Auditing Supplemental Information Accompanying Audited Financial Statements, supplemental information includes the
supporting schedules described in paragraph (d)(2) of SEC Rule 17a-5, which are required to be filed
by brokers and dealers with the SEC and the broker's and dealer's designated examining authority ("DEA") and the Securities Investor Protection Corporation ("SIPC"). Such supporting schedules
consist of, as applicable, a Computation of Net Capital Under Rule 15c3-1, a Computation for Determination of the Reserve Requirements under Exhibit A of SEC Rule 15c3-3, and Information Relating
to Possession or Control Requirements Under SEC Rule 15c3-3.
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a.

The following risk factors:
(1) The broker's or dealer's history of instances of noncompliance with the exemption provisions;
(2) Changes in the broker's or dealer's procedures, controls, or
the environment in which the controls operate since the
prior year;
(3) Changes in the broker's or dealer's operations that are relevant to compliance with the exemption provisions;
(4) Competence of the personnel who are responsible for compliance with the exemption provisions or who perform important controls over compliance, and whether there have
been changes in those personnel during the period of the
review;
(5) The risk of fraud, including the risk of misappropriation
of customer assets, relevant to the exemption provisions;
(6) Potential non-compliance associated with related
parties, 10 including related parties that are investment advisors or entities with which the broker or dealer
has a custodial or clearing relationship;
(7) The degree to which the broker's or dealer's processes that
relate to the exemption provisions are performed, monitored, or controlled in a centralized or decentralized environment; and
b. Evidence about the broker's or dealer's compliance with the exemption provisions or about the effectiveness of controls over compliance with the exemption provisions obtained from the audit of
the financial statements and the audit procedures performed on
supplemental information.
10. The auditor should perform procedures to identify exceptions to the
exemption provisions, including the following:
a.

b.

If the broker or dealer identified exceptions to the exemption provisions during the year under review, the auditor should read the
broker's or dealer's documentation regarding the exceptions to the
exemption provisions and compare it to the information included
in the exemption report.
Inquire of management, and, if applicable, other individuals at
the broker or dealer who have relevant knowledge regarding:
(1) Whether the broker or dealer was in compliance with the
exemption provisions throughout the year under review or
whether exceptions have been identified.
(2) Regulatory examinations and correspondence between the
SEC or the broker's or dealer's DEA and the broker or
dealer that are relevant to compliance with the exemption
provisions.
Note: If the broker or dealer has sent or received correspondence with the SEC or the broker's or dealer's DEA
that is relevant to compliance with the exemption provisions, the auditor should read such correspondence and,

10
The auditor should look to the definition in the applicable financial reporting framework with
respect to the term "related parties."
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when necessary in the circumstances, make inquiries of
the regulatory agencies.
(3) Subsequent events through the date of the auditor's review
report that might have a material effect on the broker's or
dealer's assertions.
Inquire of individuals at the broker or dealer who have relevant
knowledge of controls relevant to the broker's or dealer's compliance with the exemption provisions regarding:
(1) The controls that are in place to maintain compliance with
the exemption provisions, including the nature of the controls and their frequency of operation.
Note: The auditor should take into account procedures performed during the audit of the financial statements and the
audit procedures performed on supplemental information
in obtaining an understanding of controls or other activities relevant to the broker's or dealer's compliance with
the exemption provisions.
(2) Whether the individual is aware of:
i. Any exceptions to the exemption provisions and,
if so, the nature, frequency, timing, and cause (if
known) of the exceptions to the exemption provisions, during the year under review.
ii. Any deficiencies in controls over compliance with
the exemption provisions and, if so, the nature,
frequency, and cause (if known) of the control deficiencies during the year under review.
Inquire of individuals who are responsible for monitoring compliance with the exemption provisions or the controls over compliance regarding:
(1) The nature and frequency of the monitoring activities.
(2) The results of those monitoring activities, including the
nature, frequency, timing, and cause (if known) of any exceptions to the exemption provisions or deficiencies in controls over compliance.
(3) The nature and frequency of customer complaints that are
relevant to the broker's or dealer's compliance with the
exemption provisions.
Read reports of internal auditors, others who perform an equivalent function, compliance functions, and other auditors that are
relevant to the broker's or dealer's compliance with the exemption
provisions.
Read regulatory filings of the broker or dealer that are relevant to
the broker's or dealer's compliance with the exemption provisions.
Evaluate whether the evidence obtained and the results of the
procedures performed in the audit of the financial statements
and the audit procedures performed on supplemental information corroborate or contradict the broker's or dealer's assertions
regarding compliance with the exemption provisions.
Note: Examples of procedures performed during the audit of the
financial statements that might provide evidence relevant to the
broker's or dealer's compliance with the exemption provisions include: (i) testing related to customer trades; (ii) testing of specially
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h.

designated cash accounts; (iii) testing investment inventory or
transactions related to the broker's or dealer's trading for its own
account; and (iv) reading the clearing agreement in connection
with testing trade fee or commission revenue or expenses.
Perform other procedures as necessary in the circumstances to
obtain moderate assurance regarding whether a material modification should be made to the broker's or dealer's assertions for
the assertions to be fairly stated, in all material respects.

Evaluating the Results of the Review Procedures
11. The auditor should evaluate whether information has come to the auditor's attention that causes the auditor to believe that one or more of the
broker's or dealer's assertions are not fairly stated, in all material respects. 11
If a broker's or dealer's assertion is not fairly stated, in all material respects,
the auditor should:
a.

Modify the review report, as discussed in paragraph 19 of this
standard; and
b. Evaluate the effect of the matter on the audit of the financial
statements and the audit procedures performed on supplemental
information.
12. If information coming to the auditor's attention indicates that one or
more exceptions to the exemption provisions occurred during the year under
review or might exist at year-end, other than exceptions disclosed in the exemption report, that might cause one or more of the broker's or dealer's assertions
not to be fairly stated, in all material respects, or if the auditor has substantial doubt about one or more of the broker's or dealer's assertions, the auditor
should perform additional procedures as necessary to address the matter.

Obtaining a Representation Letter
13. The auditor should obtain written representations from management
of the broker or dealer:
a.
b.
c.

d.

Acknowledging management's responsibility for compliance with
the identified exemption provisions throughout the fiscal year;
Stating the broker's or dealer's assertions and that they are the
responsibility of management;
Stating that management has made available to the auditor all
records and other information relevant to the broker's or dealer's
assertions, including all communications from regulatory agencies, internal auditors, others who perform an equivalent function, compliance functions, and other auditors concerning possible exceptions to the exemption provisions, received through the
date of the auditor's review report; and
Stating whether there were, subsequent to the period addressed
in the broker's or dealer's assertions, any known events or other
factors that might significantly affect the broker's or dealer's compliance with the identified exemption provisions.

11
See paragraph 4 of this standard, which provides examples of conditions that would cause one
or more of the broker's or dealer's assertions not to be fairly stated, in all material respects.
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14. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the review engagement as described in paragraph 20 of this standard.

Communication Requirements
15. The auditor should communicate to management and to the audit
committee 12 any exceptions to the exemption provisions identified by the auditor and information that causes the broker's or dealer's assertions about the
exemption provisions not to be fairly stated, in all material respects.
Note: The auditor must also comply with the requirements of paragraph (h) of
SEC Rule 17a-5, which contains notification requirements that apply to auditors of brokers and dealers.

Reporting on the Review Engagement
16. The auditor's review report must include the following elements, modified as necessary in the circumstances and manner discussed in paragraphs
19-20:
A title that includes the word independent;
An identification of the exemption report and the broker's or
dealer's assertions;
c. A statement that management of the broker or dealer is responsible for compliance with the identified exemption provisions
throughout the fiscal year and for its assertions;
d. A statement that the review was conducted in accordance with
the standards of the Public Company Accounting Oversight Board
(United States) and, accordingly, included inquiries and other required procedures to obtain evidence about the broker's or dealer's
compliance with the exemption provisions;
e. A statement that a review is substantially less in scope than an
examination, the objective of which is the expression of an opinion
on management's assertions, and accordingly, no such opinion is
expressed;
f. A statement about whether the auditor is aware of any material
modifications that should be made to the assertions for them to
be fairly stated, in all material respects;
g. The manual signature of the auditor's firm;
h. The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's review report has been issued;
and
i. The date of the review report.
17. The following example report illustrates the report elements described
in this section.
a.
b.

Report of Independent Registered Public Accounting Firm
[Introductory paragraph—no exceptions to the exemption provisions included
in the broker's or dealer's assertion]
12
For purposes of this standard, the term "audit committee" has the same definition as that in
AS 1301, Communications with Audit Committees.
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We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following
provisions of 17 C.F.R. §15c3-3(k) under which Z Broker claimed an exemption
from 17 C.F.R. §240.15c3-3: ([fill in which exemption provision—(1), (2)(i), (2)(ii),
or (3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker
met the identified exemption provisions throughout the most recent fiscal year
without exception. Z Broker's management is responsible for compliance with
the exemption provisions and its statements.
[Introductory paragraph—exceptions to the exemption provisions included in
the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following provisions of 17 C.F.R. §15c3-3(k) under which Z Broker claimed an exemption from
17 C.F.R. §240.15c3-3: ([fill in which exemption provision—(1), (2)(i), (2)(ii), or
(3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker met the
identified exemption provisions throughout the most recent fiscal year except
as described in its exemption report. Z Broker's management is responsible for
compliance with the exemption provisions and its statements.
[Scope paragraph]
Our review was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States) and, accordingly, included
inquiries and other required procedures to obtain evidence about Z Broker's
compliance with the exemption provisions. A review is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management's statements. Accordingly, we do not express such an opinion.
[Review results paragraph]
Based on our review, we are not aware of any material modifications that should
be made to management's statements referred to above for them to be fairly
stated, in all material respects, based on the provisions set forth in paragraph
(k)([fill-in which exemption provision—(1), (2)(i), (2)(ii), or (3)]) of Rule 15c3-3
under the Securities Exchange Act of 1934.
[Signature]
[City and State or Country]
[Date]

Review Report Date
18. The auditor should date the review report no earlier than the date on
which the auditor has completed his or her review procedures.
Note: Because of the coordination between the review engagement and the
audit of the financial statements and the audit procedures performed on supplemental information, the date of the review report should not be earlier than
the date of the auditor's report on the financial statements and supplemental
information.

Modifications of the Report
19. If one or more of the broker's or dealer's assertions are not fairly stated,
in all material respects, the auditor must modify the review report to describe
the reasons the assertions are not fairly stated, in all material respects. If
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a broker's or dealer's assertion is not fairly stated, in all material respects,
because of one or more omitted exceptions, the auditor's review report should
disclose each omitted exception.
20. Scope Limitations. If the auditor cannot perform the procedures required by this standard or other procedures that the auditor deems necessary
in the circumstances, the review is incomplete because of the scope limitation.
An incomplete review is not a sufficient basis for stating a conclusion regarding
the broker's or dealer's assertions. In those circumstances, the auditor should
withdraw from the engagement or should modify the review report to:
a.

b.
c.

Describe the scope limitation and any review procedures deemed
necessary by the auditor that have been omitted and the reason
for their omission;
State that the auditor does not express any form of assurance on
the broker's or dealer's assertions; and, if applicable,
Describe any circumstances that cause one or more of the broker's or dealer's assertions not to be fairly stated, in all material
respects.
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Attachment
PCAOB Release No. 2013-007
October 10, 2013
PCAOB Rulemaking
Docket Matter No. 035

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or the "Board") is adopting two new attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, and
Review Engagements Regarding Exemption Reports of Brokers and Dealers. The
Board is also adopting related amendments to certain PCAOB standards. The
attestation standards and related amendments will be applicable to all registered firms conducting attestation engagements related to broker and dealer
compliance or exemption reports required by the U.S. Securities and Exchange
Commission ("SEC" or "Commission").

Board Contacts
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org), Barbara Vanich, Associate Chief Auditor (202/207-9363, vanichb@pcaobus.org),
and Nicholas Grillo, Assistant Chief Auditor (202/207-9104, grillon@pcaobus.
org).
*****

I. Introduction
On July 30, 2013, the SEC adopted amendments to Rule 17a-5 1 under the
Securities Exchange Act of 1934 ("Exchange Act") to strengthen and clarify
broker and dealer annual financial reporting requirements and also facilitate
the ability of the PCAOB to implement the oversight of independent public
accountants of brokers 2 and dealers 3 provided by Section 982 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act"). 4
The Board is adopting two attestation standards, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers (the "examination standard") and Review Engagements Regarding Exemption Reports of Brokers and
Dealers (the "review standard") (collectively, the "attestation standards"). These
1
See Rule 17a-5, 17 C.F.R. §240.17a-5 ("SEC Rule 17a-5") and SEC Exchange Act Release No.
34-70073, Broker-Dealer Reports (July 30, 2013), 78 Federal Register 51910 (August 21, 2013) ("SEC
Release"), available at http://www.sec.gov/rules/final/2013/34-70073.pdf.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
Pub. L. No. 111-203, 124 Stat. 1376 (2010).
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attestation standards will apply to examination engagements regarding compliance reports of brokers and dealers ("examination engagements") and review engagements regarding exemption reports of brokers and dealers ("review engagements"), pursuant to requirements contained in SEC Rule 17a-5. 5
Pursuant to SEC Rule 17a-5, the audits of brokers and dealers, including the
attestation engagements covered by this release, are required to be performed
under PCAOB standards. 6 Before these amendments to SEC Rule 17a-5, audits
of brokers and dealers were required to be performed under generally accepted
auditing standards ("GAAS") established by the American Institute of Certified Public Accountants ("AICPA"). The attestation standards will be effective,
subject to approval by the SEC, for examination engagements and review engagements for fiscal years ending on or after June 1, 2014. This effective date
would coincide with the effective date for the corresponding amendments to
SEC Rule 17a-5.

II. Background
Sections 17(a) and (e) of the Exchange Act and SEC Rule 17a-5 together generally require a broker or dealer to, among other things, file an annual report 7
with the SEC and the broker's or dealer's designated examining authority
("DEA"). 8 SEC Rule 17a-5 requires the annual report to contain, among other
things:
a.
b.

A financial report consisting of audited financial statements and
supporting schedules; 9 and
A compliance report or an exemption report. 10

The requirements for the compliance report and the exemption report are new
requirements that are the result of the Commission's amendments to SEC Rule
17a-5. According to the SEC, these reports contain information regarding broker and dealer compliance with key SEC financial responsibility rules 11 that
enhance the ability of the SEC to oversee the financial responsibility practices
of registered brokers and dealers and, in particular, the safekeeping of customer
assets.

5

See paragraphs (g)(2)(i) and (ii) of SEC Rule 17a-5.
See paragraph (g) of SEC Rule 17a-5.
7
Paragraph (d) of SEC Rule 17a-5 contains general requirements for annual reports to be filed by
SEC-registered brokers and dealers. Paragraphs (d)(1)(iii) and (iv) of SEC Rule 17a-5 provide certain
limited exceptions to the requirement to file an annual report.
8
Under SEC Rule 17d-1, 17 C.F.R. § 240. 17d-1, a registered broker or dealer that is a member
of more than one securities self-regulatory organization may be assigned a "designated examining
authority" or "DEA" that is responsible for examining the broker or dealer for compliance with SEC
financial responsibility rules. An example of a securities self-regulatory organization that is a designated examining authority is the Financial Industry Regulatory Authority.
9
See paragraph (d)(2) of SEC Rule 17a-5. Auditing Standard No. 17, Auditing Supplemental
Information Accompanying Audited Financial Statements (PCAOB Release No. 2013-008) (October
10, 2013), applies to the audit procedures performed and the audit report on supporting schedules.
10
See paragraphs (d)(3) and (4) of SEC Rule 17a-5. The attestation standard in Appendix 1 of
this release applies to an examination of certain statements made by the broker or dealer in the
compliance report. The attestation standard in Appendix 2 of this release applies to a review of the
statements made by the broker or dealer in the exemption report.
11
The SEC Release used the term "financial responsibility rules" to refer to: 17 C.F.R. § 240.15c31 ("SEC Rule 15c3-1" or the "net capital rule"); 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3"); 17 C.F.R. §
240.17a-13 ("SEC Rule 17a-13"); and any rule of the DEA of the broker or dealer that requires account
statements to be sent to the customers of the broker or dealer (an "account statement rule"). See the
SEC Release at 8-9. The terms "financial responsibility rules" and "account statement rule" have the
same meaning in these standards as they have in the SEC Release.
6
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Generally, SEC Rule 17a-5 provides that brokers or dealers that did not claim
an exemption from SEC Rule 15c3-3 throughout the most recent fiscal year
must prepare and file the compliance report. A broker or dealer must prepare
and file the exemption report if the broker or dealer did claim that it was exempt
from SEC Rule 15c3-3 throughout the most recent fiscal year.
Brokers and dealers also must generally file reports prepared by a PCAOB
registered independent public accountant covering the financial report and the
compliance report or exemption report, as applicable. 12
The auditor's examination report or review report would replace the prior requirement in SEC Rule 17a-5 that the auditor report on material inadequacies
identified in the broker's or dealer's accounting system, internal accounting
controls, procedures of the broker or dealer for safeguarding securities, and
certain practices and procedures related to customer protection and securities.

III. Considerations in Adopting the Attestation Standards
The Board is adopting the attestation standards to establish requirements
aligned with the auditor's responsibilities under SEC Rule 17a-5. 13 Specifically,
the attestation standards establish requirements for examining certain statements in a broker's or dealer's compliance report and reviewing a broker's or
dealer's statements in an exemption report. The Board is also adopting related
amendments to certain PCAOB standards, including amendments regarding
documentation and amendments to require engagement quality reviews of the
examination and the review engagements. 14
The attestation standards for the examination and review engagements, included in appendices 1 and 2 of this release, represent stand-alone standards that are based on existing concepts and principles in the existing attestation standards but are tailored for the specific requirements under SEC
Rule 17a-5. 15
In general, both standards set forth a framework of specific procedures that are
required for auditors to opine or conclude on a broker's or dealer's statements—
referred to in the standards as "assertions" 16 —in compliance reports and exemption reports required by SEC Rule 17a-5, respectively. 17

12

See paragraph (d)(1)(i)(C) of SEC Rule 17a-5.
See paragraphs (g) and (h) of SEC Rule 17a-5.
14
In addition, on February 28, 2012, the Board proposed to update certain of its rules to conform
to the Dodd-Frank Act amendments to the Sarbanes-Oxley Act of 2002. See Proposed Amendments
to Conform the Board's Rules and Forms to the Dodd-Frank Act and Make Certain Updates and
Clarifications, PCAOB Release No. 2012-002 (February 28, 2012). Among other things, these proposed
amendments would amend the Board's rules to require that registered firms comply with the Board's
interim standards in broker or dealer engagements. See proposed amendments to Rule 1001(a)(v),
Rule 1001(a)(vi), Rule 3200T, and Rule 3300T, Rule 3400T, Rule 3500T, and Rule 3600T. The Board
expects to act on these proposed amendments in a separate rulemaking in the near future.
15
The requirements in the examination standard are generally consistent with the requirements
of AT sec. 101, Attest Engagements, and AT sec. 601, Compliance Attestation. Similarly, the requirements in the review standard are generally consistent with AT sec. 101. However, when an auditor
performs an engagement pursuant to the examination standard or a review pursuant to the review
standard, AT sec. 101 and AT sec. 601 would not apply.
16
These standards use the term "assertion" to refer to the broker's or dealer's individual statements that are covered by the examination and review. In the examination standard, the term "assertion" also distinguishes the portion of the statements in the broker's or dealer's compliance report
that are covered by the examination.
17
See paragraphs (i)(3)(iii)(A) and (B) of SEC Rule 17a-5 for the specific requirement for an
opinion or conclusion to be expressed in the auditor's report.
13
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Furthermore, both of the attestation standards emphasize coordination between the examination engagement or review engagement, the audit of the
broker's or dealer's financial statements and audit procedures performed on
the supporting schedules (referred to in this release as "supplemental information"). This emphasis on coordination, when properly executed, can promote
overall audit effectiveness and avoid redundancy in the work performed. For
example, auditors can take into account, when appropriate, evidence obtained
while planning and performing the audit of the financial statements and the
audit procedures performed on supplemental information in planning and performing the attestation engagement.
This emphasis on coordination is also a key aspect of Auditing Standard No. 17,
Auditing Supplemental Information Accompanying Audited Financial Statements (the "auditing standard"), 18 which the Board is separately adopting. Auditing Standard No. 17 will apply when the auditor of the financial statements
is engaged to perform audit procedures and report on supplemental information
accompanying audited financial statements in accordance with PCAOB standards, including supporting schedules prepared pursuant to SEC Rule 17a-5. 19
The auditing standard also includes requirements for the procedures on the
supplemental information to be planned and performed in conjunction with
the audit of the financial statements, and for the audits of brokers and dealers
to be coordinated with the attestation engagements related to compliance or
exemption reports. 20
In the Board's view, the attestation standards further the public interest and
promote investor protection because they are tailored to the corresponding requirements of SEC Rule 17a-5, which are designed to provide safeguards with
respect to broker and dealer custody of customer securities and funds. For example, the specific requirements in the examination standard for evaluating
Internal Control Over Compliance 21 can help auditors to identify deficiencies
in a broker's or dealer's internal controls for safeguarding customer securities
and funds or maintaining necessary capital or reserves. Similarly, the specific
requirements in the review standard should focus auditors on whether the broker or dealer appropriately meets the exemption provisions in paragraph (k) of
SEC Rule 15c3-3.
Also, the SEC Release states that SEC enforcement actions alleging fraudulent
conduct by brokers and dealers highlight the need for enhancements to the rules
governing broker and dealer custody of customer assets, including increased
focus on compliance and internal compliance controls by brokers and dealers
and their auditors. 22 The attestation standards include requirements related to
the auditor's consideration of fraud risks, including the risk of misappropriation
of customer assets. The new standard includes requirements for testing controls
of the broker or dealer for safeguarding customer assets and funds and for
performing procedures to obtain evidence about the existence of customer funds
and securities held for customers.
Furthermore, PCAOB inspections staff in their inspections of broker and
dealer audits have identified auditing deficiencies in 57 of 60 audits that
18
See Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited
Financial Statements, PCAOB Release No. 2013-008 (October 10, 2013).
19
See paragraph (d)(2) of SEC Rule 17a-5.
20
See the note to paragraph 3.c. of Auditing Standard No. 17.
21
Consistent with SEC Rule 17a-5, the examination standard defines "Internal Control Over
Compliance" as "internal controls that have the objective of providing the broker or dealer with reasonable assurance that non-compliance with the [financial responsibility rules], will be prevented or
detected on a timely basis." See paragraph (d)(3)(ii) of SEC Rule 17a-5.
22
See the SEC Release at 206-207.
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were conducted under GAAS and the prior SEC Rule 17a-5. 23 The attestation standards—tailored for the new audit and reporting requirements under
SEC Rule 17a-5—establish an approach specific to examining compliance reports and reviewing exemption reports that should provide greater clarity as
to the procedures that should be used and facilitate consistent compliance for
auditors of SEC registered brokers and dealers.
The financial responsibility rules serve an important investor protection function by requiring brokers and dealers to maintain minimum levels of net capital
and take steps to safeguard customer securities and cash. 24 As described in the
SEC Release, the new requirements for engagement of accountants should result in higher levels of compliance with the financial responsibility rules by increasing the focus of carrying brokers and dealers and their independent public
accountants on specific statements made in compliance reports and increasing
the focus of non-carrying brokers and dealers and their independent public accountants regarding whether the broker or dealer meets applicable exemption
provisions. 25 Moreover, in the Board's view, the involvement of auditors, under
the attestation standards and PCAOB oversight, should enhance the quality
of the compliance information provided to the SEC and used in its regulatory
oversight, which is important to the protection of investors who entrust their
cash and securities with brokers and dealers.

A. Consideration of Comments Received
In developing the attestation standards, the Board also considered comments
received. On July 12, 2011, the Board proposed two attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers ("proposed examination standard"), and Review Engagements Regarding
Exemption Reports of Brokers and Dealers ("proposed review standard") (collectively, the "proposed attestation standards") and related amendments to
PCAOB standards. The proposed attestation standards were developed to align
the standards of the PCAOB with the SEC's 2011 proposed amendments to
SEC Rule 17a-5 ("SEC Proposed Rule 17a-5"), 26 which included requirements
for brokers and dealers to engage auditors to perform either a compliance examination engagement or review engagement, whichever would be required
pursuant to the SEC's proposed amendments.
The Board received eleven comment letters on the proposed attestation standards. Commenters generally were supportive of the Board's efforts to draft
attestation standards applicable to brokers and dealers and the Board's efforts
to align the attestation standards with the Commission's proposed amendments
to SEC Rule 17a-5. Commenters provided observations and comments on certain requirements and other specific aspects of the attestation standards and
related amendments to PCAOB standards. Many of the significant comments,
which dealt with the meaning of the term "material non-compliance" in the
context of the auditor's examination of the broker's or dealer's assertions in
the compliance report, are no longer applicable because of subsequent changes
made by the SEC in its adoption of final amendments to SEC Rule 17a-5. The
Board did, however, revise the attestation standards in response to certain of

23
See Second Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers, PCAOB Release No. 2013-006 (August 19, 2013) at 6.
24
See the SEC Release at 255.
25
See the SEC Release at 238.
26
See SEC Exchange Act Release No. 34-64676, Broker-Dealer Reports (June 15, 2011), 76 Federal
Register 37572 (June 27, 2011).
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the comments received. Also, the Board made revisions to the standards in view
of the final requirements contained in the SEC's amendments. Such changes
are intended to align the Board's attestation standards with the SEC's requirements. Section IV below summarizes the key points and changes made to the
attestation standards. Appendix 4 discusses the significant comments received
on the proposed attestation standards in greater detail, as well as the revisions
to the attestation standards.

IV. Overview of the Attestation Standards
A. Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers
The examination standard, which is presented in Appendix 1, establishes requirements for the auditor with respect to the auditor's examination regarding
a broker's or dealer's compliance report. Consistent with SEC Rule 17a-5, the
examination standard requires auditors to obtain sufficient appropriate evidence to opine on a broker's or dealer's statements in its compliance report as
to whether:

•

The Internal Control Over Compliance of the broker or dealer was
effective during the most recent fiscal year;

•

The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;

•

The broker or dealer was in compliance with the net capital rule
and 17 C.F.R. § 240.15c3-3(e) (the "reserve requirements rule") as
of the end of the most recent fiscal year; and

•

The information the broker or dealer used to state whether it
was in compliance with the net capital rule and reserve requirements rule was derived from the books and records of the broker
or dealer. 27

The examination standard provides requirements for auditors that:

•

Focus the auditor on the matters that are most important to the
auditor's conclusions regarding the broker's or dealer's assertions;

•

Incorporate consideration of fraud risks, including the risk of misappropriation of customer assets;

•

Are designed to be scalable based on the broker's or dealer's size
and complexity;

•

Coordinate the examination engagement with the audit of the financial statements and the audit procedures performed on supplemental information; and

•

Describe how to report on an examination engagement, in connection with the requirements of SEC Rule 17a-5.

The examination standard retains the requirement that the auditor obtain reasonable assurance to support the auditor's opinion. In particular, the examination standard requires the auditor to obtain reasonable assurance in order to
27
See paragraphs (d)(3)(i)(A)(2),(3),(4), and (5), (g)(2)(i), and (i)(3)(iii)(A) of SEC Rule 17a-5. The
scope of the auditor's examination does not encompass the statement as to whether the broker or
dealer has established and maintained Internal Control Over Compliance required by paragraph
(d)(3)(i)(A)(1) of SEC Rule 17a-5.
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opine on whether the broker's or dealer's assertions are fairly stated, in all material respects. This replaces the requirement to obtain reasonable assurance
in prior SEC Rule 17a-5, which stated that "[t]he scope of the audit and review
of the accounting system, the internal control and procedures for safeguarding
securities shall be sufficient to provide reasonable assurance that any material inadequacies existing at the date of the examination in (a) the accounting
system; (b) the internal accounting controls; (c) procedures for safeguarding
securities; and (d) the practices and procedures whose review is specified [in
SEC Rule 17a-5] would be disclosed." 28
The examination standard reflects changes from the proposed standard to align
with SEC Rule 17a-5 and in light of comments received. Significant revisions
include the following:

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5;

•

The requirements for auditor testing of controls over compliance
were revised to cover internal controls over compliance both as of
the end of the fiscal year and during the fiscal year, as provided
by SEC Rule 17a-5; and

•

The requirements for auditors to test for compliance were revised
in view of the changes to SEC Rule 17a-5 to focus specifically on
testing compliance with the net capital rule and reserve requirements rule.

Appendix 4 discusses further the revisions reflected in the examination standard.

B. Attestation Standard No. 2, Review Engagements Regarding
Exemption Reports of Brokers and Dealers
The review standard, which is presented in Appendix 2, establishes requirements for the auditor with respect to the auditor's review regarding the broker's or dealer's exemption report. Consistent with SEC Rule 17a-5, the review
standard establishes requirements that apply when an auditor is engaged to
perform a review of the broker's or dealer's statements in an exemption report. 29
Like the examination standard, the review standard establishes requirements
that are designed specifically for the review required by SEC Rule 17a-5. 30 The
review standard establishes requirements for making inquiries and performing
other procedures that are commensurate with the auditor's responsibility to
obtain moderate assurance 31 regarding whether one or more conditions exist
28
Prior to the amendments, SEC Rule 17a-5 provided that "[a]dditionally, as specific objectives,
the audit shall include reviews of the practices and procedures followed by the client: (i) In making the
periodic computations of aggregate indebtedness and net capital under 17 C.F.R. § 240.17a-3(a)(11)
and the reserve required by 17 C.F.R. § 240.15c3-3(e); (ii) In making the quarterly securities examinations, counts, verifications and comparisons and the recordation of differences required by 17 C.F.R. §
240.17a-13; (iii) In complying with the requirement for prompt payment for securities of section 4(c)
of Regulation T (§ 220.4(c) of chapter II of title 12) of the Board of Governors of the Federal Reserve
System; and (iv) In obtaining and maintaining physical possession or control of all fully paid and excess margin securities of customers as required by 17 C.F.R. § 240.15c3-3. Such review shall include a
determination as to the adequacy of the procedures described in the records required to be maintained
pursuant to 17 C.F.R. § 240.15c3-3(d)(4)."
29
See paragraphs (d)(4) and (g)(2)(ii) of SEC Rule 17a-5.
30
Id.
31
Obtaining moderate assurance in a review engagement is consistent with both existing PCAOB
standards and the SEC Release. AT sec. 101.55 describes a review as an attest engagement designed
to provide a moderate level of assurance. See the SEC Release at 88, which states that a "moderate
level of assurance [is] contemplated by the required review."
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that would cause one or more of the broker's or dealer's assertions not to be
fairly stated, in all material respects. The broker's or dealer's exemption report
includes the following assertions:

•

A statement that identifies the provisions in paragraph (k) of SEC
Rule15c3-3 (the "exemption provisions") under which the broker or
dealer claimed an exemption from SEC Rule 15c3-3 (the "identified
exemption provisions");

•

A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without exception or (2) met the identified exemption provisions throughout
the most recent fiscal year except as described in the exemption
report; and

•

If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature
of each exception and the approximate date(s) on which the exceptions existed. 32

The auditor's review report regarding a broker's or dealer's exemption report
replaces the statement provided by auditors under the prior SEC rules. Before
the amendments, SEC Rule 17a-5 provided that the auditor engaged by the broker or dealer must "ascertain that the conditions of the exemption were being
complied with as of the examination date and that no facts came to the independent public accountant's attention to indicate that the exemption had not been
complied with during the period since the independent public accountant's last
examination."
The procedures required by the review standard include evaluating relevant
evidence obtained from the audit of the financial statements and the audit
procedures performed on supplemental information and are designed to enable
the auditor to scale the review engagement based on the broker's or dealer's
size and complexity. The review standard also establishes requirements for the
content of the review report.
The review standard reflects changes from the proposed standard to align the
standard with SEC Rule 17a-5 and in light of comments received. Significant
revisions include the following:

•

The requirements of the standard were revised to include consideration of disclosure of exceptions to the exemption provisions, as
provided by SEC Rule 17a-5; and

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5.

V. Economic Considerations, including Audits of
Emerging Growth Companies
A. Economic Considerations
This release, and the related appendices, provide additional detail regarding the background and need for the new attestation standards; significant

32

See paragraph (d)(4) of SEC Rule 17a-5.
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comments received; and alternatives considered. As discussed below, the Board
also considered the economic consequences of the new standards. 33
As noted above, in developing the attestation standards, the Board's objective
was to consider the SEC's amendments to SEC Rule 17a-5 and evaluate whether
its standards were appropriate for the SEC's requirements for examinations of
compliance reports and reviews of exemption reports.
As part of its process, the Board also considered the SEC's economic analysis
related to its amendments to SEC Rule 17a-5. The SEC's analysis considers
the economic effects, including the benefits and costs, of the new examinations
of compliance reports and reviews of exemption reports that are now required
by the SEC to be filed by registered brokers and dealers pursuant to SEC Rule
17a-5 and includes considerations relating to efficiency, competition, and capital
formation. 34
The SEC's economic analysis considered the Board's proposed attestation standards. As described in the SEC Release, after considering the views of commenters relating to anticipated costs, including with respect to the Board's
proposed attestation standards, the SEC concluded that, while the total costs
associated with the new compliance and review requirements would depend on
the final PCAOB standards for attestation engagements, "as the PCAOB's proposed standards were tailored to the proposed amendments, nothing in those
standards causes the Commission to change its estimates of the costs associated with these requirements, or to question that the benefits will justify the
costs." 35 The Board notes that, as adopted, the new attestation standards are
aligned with SEC Rule 17a-5, and most of the differences between the proposed
standards and the attestation standards in this release result from changes to
conform to the SEC's final amendments to SEC Rule 17a-5.
In addition to considering the SEC's requirements and economic analysis, the
Board also took into account other related economic considerations as discussed
below.

1. Economic Baseline
The SEC made the determination to require brokers and dealers to include in
their annual reports either a compliance report that is examined by an auditor
or an exemption report that is reviewed by an auditor.
Therefore, the SEC Release contains a discussion of the economic baseline in
its economic analysis. Aspects of the SEC's discussion of the baseline that are
relevant to the attestation standards include:

•

Before the SEC's amendments, Rule 17a-5 required that the audit under GAAS include a "review" of the broker's or dealer's accounting system, internal accounting control, and procedures for
safeguarding securities. 36 The scope of the auditor's work was required to be sufficient to provide reasonable assurance that any

33
The Board did not specifically request comments that attempted to quantify costs related to the
attestation standards, but the Board did request comment on the appropriateness of the standards and
received comments that pertained to audit effort and related costs that it considered. The discussion
in this section reflects the Board's qualitative assessment of the standards.
34
See the SEC Release, which discusses costs and benefits of the requirements for examined
compliance reports and reviewed exemption reports at 226-245.
35
See the SEC Release at 241.
36
See the SEC Release at 70.
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material inadequacies 37 existing as of the date of the examination
would be disclosed.

•

Before the SEC's amendments, if the broker or dealer was exempt
from the reserve requirements rule, the auditor was required to
ascertain that the conditions of the exemption were being complied
with as of the examination date and that no facts came to the
auditor's attention to indicate that the exemption had not been
complied with during the period since the last examination.

Under the SEC's amendments, audits of brokers and dealers are now required
to be conducted in accordance with PCAOB standards, the material inadequacy
report has been replaced with an examination of the compliance report, and the
requirement to ascertain compliance with the exemption conditions has been
replaced with a review of the exemption report.

2. Consideration of Alternatives and Additional Considerations
In general, the Board sought to evaluate whether its attestation standards were
appropriate for performing and reporting on the newly required examinations
and reviews. The SEC is a key user of the new reports, which serve to facilitate
the SEC's compliance oversight function. Accordingly, the Board's standards
for those engagements needed to reflect a compliance focus and needed to be
aligned with the requirements in SEC Rule 17a-5.
The Board considered two principal alternatives: (1) issuing guidance on applying existing PCAOB attestation standards to the new examination and review
engagements, or (2) developing standards tailored to the requirements of SEC
Rule 17a-5. In considering the first alternative, the Board observed that auditors performing examinations of compliance reports would need to look to a
patchwork of requirements in existing attestation standards, including AT sec.
101 and AT sec. 601, and apply them to the new examination of the compliance
report and review of the exemption report. This could lead to more inconsistencies in compliance with the SEC's rule as compared to a tailored standard that
sets forth the necessary procedures for complying with the SEC's rule.
The Board preliminarily determined that a broker and dealer specific approach
to examining compliance reports and reviewing exemption reports that is tailored to the SEC's rule would promote consistent audit practices and compliance with the SEC's rule because auditors could more readily determine the
procedures necessary to meet the requirements for reasonable assurance in
the examination and moderate assurance in the review. The greater clarity
also can help facilitate more efficient use of audit resources, which can help
mitigate the associated costs. Since the Board's initial proposal, the high level
of auditing deficiencies observed by PCAOB inspections of audits of brokers
and dealers under pre-existing standards have underscored the Board's initial

37
Prior to the SEC's amendments, paragraph (g)(3) of Rule 17a-5 described a "material inadequacy" in a broker's or dealer's accounting system, internal accounting controls, procedures for safeguarding securities, and practices and procedures to include "any condition which has contributed
substantially to or, if appropriate corrective action is not taken, could reasonably be expected to: (i)
inhibit a broker-dealer from promptly completing securities transactions or promptly discharging its
responsibilities to customers, other broker-dealers or creditors; (ii) result in material financial loss;
(iii) result in material misstatements of the broker-dealer's financial statements; or (iv) result in violations of the Commission's recordkeeping or financial responsibility rules to an extent that could
reasonably be expected to result in the conditions described in [(i) through (iii)] above." See the SEC
Release at 70, footnote 287.
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concerns about the need for standards that facilitate more consistent compliance with the SEC's rule. 38
In developing the new standards, the Board took into account economic considerations, including taking note of commenters' views on the proposed attestation standards. The Board's approach is intended to focus and streamline the
auditor's work in order to promote overall audit effectiveness and avoid duplicative procedures. The Board sought to ease the transition to the new standards
and help lessen the effect of associated costs by:

•

Building on principles and concepts in existing attestation standards, such as the general requirements in AT sec. 101, and the
risk-based principles for testing controls as set forth in Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, and Auditing Standard No. 13, The Auditor's Responses to
the Risks of Material Misstatement;

•

Focusing the auditor's attention on the most important matters
related to the objective of the examination or review, as applicable, including addressing the risk of misappropriation of customer
assets;

•

Requiring coordination of the attestation standards with the audit of the financial statements and audit procedures on the supplemental information, to enhance the effectiveness of the coordinated work and avoid unnecessary duplication of work; 39 and

•

Establishing risk-based approaches for the examination and review that are scalable—that is, the required audit effort is commensurate with the broker's or dealer's size and complexity 40 —
and that facilitate consistent compliance with SEC Rule 17a-5.

The Board also considered commenters' views. Commenters on the Board's proposed attestation standards generally agreed that the proposed standards were
appropriately tailored for the SEC's proposed amendments to Rule 17a-5. Notably, when the attestation standards were proposed, the PCAOB requested
comment on whether the standards were appropriately scalable based on the
size and complexity of the broker or dealer. Some commenters specifically
agreed that the standards are scalable, and no commenters asserted that the
standards are not scalable. Additionally, several comments on the proposed
standards were no longer relevant because of changes the SEC made when it
adopted the amendments.

38
See PCAOB Release 2013-006, which reports that PCAOB inspection staff identified auditing
deficiencies in 57 of the 60 audits of brokers and dealers selected for inspection and that deficiencies
in compliance with audit requirements for brokers and dealers under the Exchange Act that were
among the most frequently noted by PCAOB inspection staff included deficiencies in audit procedures
related to net capital and customer reserve supporting schedules, compliance with the conditions of
the exemption claimed by the broker or dealer, and the accountant's supplemental report on material
inadequacies. See PCAOB Release 2013-006, Executive Summary, at ii.
39
By its terms, SEC Rule 17a-5 requires the financial statement audit and the compliance examination or review to be performed by the same auditor. See paragraph (g) of SEC Rule 17a-5.
40
This view is also analogous to the SEC's view for preparation of the compliance report discussed
in the SEC Release. In the SEC Release, the SEC observed that the controls necessary for a carrying
broker or dealer that engages in limited custodial activities generally should be less complex than the
controls necessary for a carrying broker or dealer that engages in more extensive custodial activities,
so a carrying broker or dealer with limited custodial activities should have to expend less effort to
make the statements in the compliance report regarding Internal Control Over Compliance. See the
SEC Release at 229. Similarly, the necessary audit effort related to test controls should be less for
brokers and dealers with limited custodial activities.

PAT §2.20.

2081

Exemption Reports of Brokers and Dealers

Some commenters on the proposed standards expressed concerns about costs
associated with extending the requirements for engagement quality reviews to
encompass the attestation engagements covered by these standards. In light
of the importance of the attestation engagements to investor protection and
the high level of deficiencies observed by PCAOB inspection staff in areas that
would be covered by the attestation engagements, the Board believes that engagement quality reviews can enhance the consistency of compliance with the
SEC's rule. An effective engagement quality review can increase the likelihood
of identifying significant engagement deficiencies before the examination report or review report is issued. Additionally, the Board took note of the fact
that, in a February 2011 AICPA Peer Review Alert, the AICPA designated audits of carrying brokers or dealers as a "must select" for peer review, recognizing
the significant public interest in audits of such firms. 41
Regarding the incremental costs of engagement quality reviews, because engagement quality reviews are required for audits of financial statements under
PCAOB standards, the requirements for auditors to coordinate their audits
of the financial statements and attestation engagements should facilitate the
engagement quality review of the attestation engagement and help mitigate
incremental costs. Furthermore, the Board anticipates that incremental costs
for an engagement quality review of an attest engagement will vary with the
nature of the attest engagement. For example, the required effort for an engagement quality review of a review engagement generally would be less than
for an examination engagement, and the required effort for an examination of a
smaller, less complex broker or dealer generally would be less than for a larger,
more complex broker or dealer.

B. Applicability to Audits of Emerging Growth Companies
The Board is adopting the attestation standards pursuant to its authority under
the Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act"). 42
Before rules adopted by the Board can take effect, they must be approved by the
SEC. Pursuant to Section 107(b)(3) of Sarbanes-Oxley, the SEC shall approve
a proposed rule if it finds that the rule is "consistent with the requirements of
[the] Act and the securities laws, or is necessary or appropriate in the public
interest or for the protection of investors."
Additionally, Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act") 43 amended Sarbanes-Oxley to provide that any additional rules adopted
by the PCAOB after April 5, 2012 do not apply to audits of emerging growth
companies ("EGCs") 44 unless the SEC "determines that the application of such
additional requirements is necessary or appropriate in the public interest, after
considering the protection of investors, and whether the action will promote
efficiency, competition, and capital formation". 45
41

See AICPA Peer Review Alert 11-01 (February 2011).
Pub. L. 107-204, 116 Stat. 745 (2002). Under Section 101 of the Act, the mission of the PCAOB
is to oversee the audit of companies that are subject to the securities laws, and related matters,
in order to protect the interests of investors and further the public interest in the preparation of
informative, accurate, and independent audit reports. Section 103 of the Act authorizes the Board to
adopt auditing standards for use by registered public accounting firms in the preparation and issuance
of audit reports "as required by [the] Act or the rules of the Commission, or as may be necessary or
appropriate in the public interest or for the protection of investors."
43
Pub. L. No. 112-106, 126 Stat. 306 (2012).
44
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company."
45
See Section 103(a)(3)(C) of Sarbanes-Oxley (15 U.S.C. §7213(a)(3)), as amended by Section 104
of the JOBS Act, Pub. L. No. 112-106 (2012).
42
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As previously discussed, the attestation standards will apply solely in connection with audits of registered brokers and dealers pursuant to SEC Rule 17a-5.
PCAOB staff has discussed the applicability of the JOBS Act to this rulemaking with the SEC staff. The PCAOB is not aware of any EGCs that are also
registered brokers or dealers. 46 Moreover, the reporting regimes for registered
brokers and dealers under SEC Rule 17a-5 are separate and distinct from those
for companies subject to reporting requirements pursuant to Section 13 and 15
of the Exchange Act or for a Securities Act registration statement. The Board
defers to the SEC on the applicability of the JOBS Act to this rulemaking and
stands ready to assist the SEC with any additional analysis that may become
necessary.

VI. Effective Date
The attestation standards will be effective, subject to approval by the SEC, for
examination engagements and review engagements for fiscal years ending on
or after June 1, 2014. This effective date coincides with the effective date for
the corresponding amendments to SEC Rule 17a-5. 47
***
On the 10th day of October, in the year 2013, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
Appendix 1—Attestation Standard No. 1—Examination Engagements Regarding Compliance Reports of Brokers and Dealers
Appendix 2—Attestation Standard No. 2—Review Engagements Regarding Exemption Reports of Brokers and Dealers
Appendix 3—Amendments to PCAOB Standards
Appendix 4—Additional Discussion of the Attestation Standards

46
PCAOB staff has reviewed the reported industry classifications in the most recent filings of
those companies and read SEC filings of self-identified EGCs as necessary to ascertain whether any
EGCs were brokers or dealers. For those companies for which audited financial statements were
available and based on information included in the most recent audited financial statements filed as
of May 15, 2013, PCAOB staff has observed that none of the EGCs is a broker or dealer.
47
See the SEC Release at 2.
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Appendix 1

Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers
[Appendix omitted; see Attestation Standard No. 1 for the full text of the standard.]

PAT §2.20.

2084

Attestation Standards

Appendix 2

Attestation Standard No. 2, Review Engagements
Regarding Exemption Reports of Brokers and Dealers
[Appendix omitted; see Attestation Standard No. 2 for the full text of the standard.]
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Appendix 3

Amendments to PCAOB Standards
[Appendix omitted; see appendix 3 in PCAOB Release No. 2013-007 for a full
analysis.]
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Appendix 4

Additional Discussion of the Attestation Standards
[Appendix omitted; see appendix 4 in PCAOB Release No. 2013-007 for a full
analysis.]
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STATEMENTS ON STANDARDS FOR
ATTESTATION ENGAGEMENTS
Introduction
The accompanying "attestation standards" provide guidance and establish a
broad framework for a variety of attest services increasingly demanded of the
accounting profession. The standards and related interpretive commentary are
designed to provide professional guidelines that will enhance both consistency
and quality in the performance of such services.
For years, attest services generally were limited to expressing a positive opinion on historical financial statements on the basis of an audit in accordance
with generally accepted auditing standards (GAAS). However, certified public
accountants increasingly have been requested to provide, and have been providing, assurance on representations other than historical financial statements
and in forms other than the positive opinion. In responding to these needs, certified public accountants have been able to generally apply the basic concepts
underlying GAAS to these attest services. As the range of attest services has
grown, however, it has become increasingly difficult to do so.
Consequently, the main objective of adopting these attestation standards and
the related interpretive commentary is to provide a general framework for and
set reasonable boundaries around the attest function. As such, the standards
and commentary (a) provide useful and necessary guidance to certified public
accountants engaged to perform new and evolving attest services and (b) guide
AICPA standard-setting bodies in establishing, if deemed necessary, interpretive standards for such services.
The attestation standards are a natural extension of the ten generally accepted
auditing standards. Like the auditing standards, the attestation standards deal
with the need for technical competence, independence in mental attitude, due
professional care, adequate planning and supervision, sufficient evidence, and
appropriate reporting; however, they are much broader in scope. (The eleven attestation standards are listed below.) Such standards apply to a growing array
of attest services. These services include, for example, reports on descriptions
of systems of internal control; on descriptions of computer software; on compliance with statutory, regulatory, and contractual requirements; on investment
performance statistics; and on information supplementary to financial statements. Thus, the standards have been developed to be responsive to a changing
environment and the demands of society.
These attestation standards apply only to attest services rendered by a certified
public accountant in the practice of public accounting—that is, a practitioner
as defined in footnote 1 of paragraph .01.
The attestation standards do not supersede any of the existing standards
in Statements on Auditing Standards (SASs), Statements on Standards for
Accounting and Review Services (SSARSs), and Statement on Standards for Accountants' Services on Prospective Financial Information. Therefore, the practitioner who is engaged to perform an engagement subject to these existing
standards should follow such standards.
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Attestation Standards
General Standards
1.
2.
3.

4.
5.

The engagement shall be performed by a practitioner having adequate
technical training and proficiency in the attest function.
The engagement shall be performed by a practitioner having adequate
knowledge of the subject matter.
The practitioner shall perform the engagement only if he or she has
reason to believe that the subject matter is capable of evaluation
against criteria that are suitable and available to users.
In all matters relating to the engagement, an independence in mental
attitude shall be maintained by the practitioner.
Due professional care shall be exercised in the planning and performance of the engagement.

Standards of Fieldwork
1.
2.

The work shall be adequately planned and assistants, if any, shall be
properly supervised.
Sufficient evidence shall be obtained to provide a reasonable basis for
the conclusion that is expressed in the report.

Standards of Reporting
1.
2.

3.

4.

The report shall identify the subject matter or the assertion being
reported on and state the character of the engagement.
The report shall state the practitioner's conclusion about the subject
matter or the assertion in relation to the criteria against which the
subject matter was evaluated.
The report shall state all of the practitioner's significant reservations
about the engagement, the subject matter, and, if applicable, the assertion related thereto.
The report shall state that the use of the report is restricted to specified
parties under the following circumstances:

•

When the criteria used to evaluate the subject matter are determined by the practitioner to be appropriate only for a limited number of parties who either participated in their establishment or can
be presumed to have an adequate understanding of the criteria

•

When the criteria used to evaluate the subject matter are available
only to specified parties

•

When reporting on subject matter and a written assertion has not
been provided by the responsible party

•

When the report is on an attest engagement to apply agreed-upon
procedures to the subject matter.

[As amended, effective for attest reports issued on or after June 30, 1999, by
Statement on Standards for Attestation Engagements No. 9. As amended, effective when the subject matter or assertion is as of or for a period ending on
or after June 1, 2001, by Statement on Standards for Attestation Engagements
No. 10.]
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AT Section 101

Attest Engagements
Source: SSAE No. 10; SSAE No. 11; SSAE No. 12; Auditing Standard
No. 4.
See section 9101 for interpretations of this section.
Effective when the subject matter or assertion is as of or for a period
ending on or after June 1, 2001, unless otherwise indicated.

Applicability
.01 This section applies to engagements, except for those services discussed
in paragraph .04, in which a certified public accountant in the practice of public
accounting 1 (hereinafter referred to as a practitioner) is engaged to issue or does
issue an examination, a review, or an agreed-upon procedures report on subject
matter, or an assertion about the subject matter (hereafter referred to as the
assertion), that is the responsibility of another party. 2
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A
practitioner must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has been issued.
.02 This section establishes a framework for attest 3 engagements performed by practitioners and for the ongoing development of related standards.
For certain subject matter, specific attestation standards have been developed
to provide additional requirements for engagement performance and reporting.
.03 When a practitioner undertakes an attest engagement for the benefit of a government body or agency and agrees to follow specified government
standards, guides, procedures, statutes, rules, and regulations, the practitioner
is obliged to follow those governmental requirements as well as the applicable
attestation standards.
.04 Professional services provided by practitioners that are not covered by
this SSAE include the following:
a.
b.

Services performed in accordance with Statements on Auditing
Standards (SASs)
Services performed in accordance with Statements on Standards
for Accounting and Review Services (SSARSs)

1

For a definition of the term practice of public accounting, see Definitions [ET section 92.25].
See section 301, Financial Forecasts and Projections, paragraph .02, for additional guidance on
applicability when engaged to provide an attest service on a financial forecast or projection.
3
The term attest and its variants, such as attesting and attestation, are used in a number of
state accountancy laws, and in regulations issued by state boards of accountancy under such laws,
for different purposes and with different meanings from those intended by this section. Consequently,
the definition of attest engagements set out in paragraph .01, and the attendant meaning of attest
and attestation as used throughout the section, should not be understood as defining these terms and
similar terms, as they are used in any law or regulation, nor as embodying a common understanding
of the terms which may also be reflected in such laws or regulations.
2

AT §101.04
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c.

Services performed in accordance with the Statement on Standards for Consulting Services (SSCS), such as engagements in
which the practitioner's role is solely to assist the client (for example, acting as the company accountant in preparing information other than financial statements), or engagements in which a
practitioner is engaged to testify as an expert witness in accounting, auditing, taxation, or other matters, given certain stipulated
facts

d.

Engagements in which the practitioner is engaged to advocate a
client's position—for example, tax matters being reviewed by the
Internal Revenue Service

e.

Tax engagements in which a practitioner is engaged to prepare
tax returns or provide tax advice
[The following item f is added effective February 6, 2006 due to issuance of PCAOB Auditing Standard No. 4, Reporting on Whether
a Previously Recorded Material Weakness Continues to Exist. See
PCAOB Release No. 2005-015.]

f.

Engagements in which the practitioner is engaged to report on
whether a material weakness in internal control over financial
reporting continues to exist for any purpose other than the company's internal use. Such engagements must be conducted pursuant to AS 6115, Reporting on Whether a Previously Reported
Material Weakness Continues to Exist.

g.

Engagements in which a practitioner is engaged to perform an examination of certain statements of a broker or dealer in a compliance report that is prepared pursuant to SEC Rule 17a-5. Such engagements must be conducted pursuant to Attestation Standard
No. 1, Examination Engagements Regarding Compliance Reports
of Brokers and Dealers.

h.

Engagements in which a practitioner is engaged to perform a review of statements of a broker or dealer in an exemption report
that is prepared pursuant to SEC Rule 17a-5. Such engagements
must be conducted pursuant to Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and
Dealers.

.05 An attest engagement may be part of a larger engagement, for example, a feasibility study or business acquisition study may also include an
examination of prospective financial information. In such circumstances, these
standards apply only to the attest portion of the engagement.
.06 Any professional service resulting in the expression of assurance must
be performed under AICPA professional standards that provide for the expression of such assurance. Reports issued by a practitioner in connection with other
professional standards should be written to be clearly distinguishable from and
not to be confused with attest reports. For example, a practitioner performing
an engagement which is intended solely to assist an organization in improving
its controls over the privacy of client data should not issue a report as a result
of that engagement expressing assurance as to the effectiveness of such controls. Additionally, a report that merely excludes the words, " ...was conducted
in accordance with attestation standards established by the American Institute
of Certified Public Accountants..." but is otherwise similar to an examination,
a review or an agreed-upon procedures attest report may be inferred to be an
attest report.
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Definitions and Underlying Concepts
Subject Matter
.07 The subject matter of an attest engagement may take many forms,
including the following:
a.

Historical or prospective performance or condition (for example,
historical or prospective financial information, performance measurements, and backlog data)
b. Physical characteristics (for example, narrative descriptions,
square footage of facilities)
c. Historical events (for example, the price of a market basket of
goods on a certain date)
d. Analyses (for example, break-even analyses)
e. Systems and processes (for example, internal control)
f. Behavior (for example, corporate governance, compliance with
laws and regulations, and human resource practices)
The subject matter may be as of a point in time or for a period of time.

Assertion
.08 An assertion is any declaration or set of declarations about whether
the subject matter is based on or in conformity with the criteria selected.
.09 A practitioner may report on a written assertion or may report directly
on the subject matter. In either case, the practitioner should ordinarily obtain
a written assertion in an examination or a review engagement. A written assertion may be presented to a practitioner in a number of ways, such as in
a narrative description, within a schedule, or as part of a representation letter appropriately identifying what is being presented and the point in time or
period of time covered.
.10 When a written assertion has not been obtained, a practitioner may
still report on the subject matter; however, the form of the report will vary depending on the circumstances and its use should be restricted. 4 In this section,
see paragraphs .58 and .60 on gathering sufficient evidence and paragraphs .73
to .75 and .78 to .80 for reporting guidance.

Responsible Party
.11 The responsible party is defined as the person or persons, either as
individuals or representatives of the entity, responsible for the subject matter.
If the nature of the subject matter is such that no such party exists, a party who
has a reasonable basis for making a written assertion about the subject matter
may provide such an assertion (hereinafter referred to as the responsible party).
.12 The practitioner may be engaged to gather information to enable the
responsible party to evaluate the subject matter in connection with providing a
written assertion. Regardless of the procedures performed by the practitioner,
4
When the practitioner is unable to perform the inquiry and analytical or other procedures that
he or she considers necessary to achieve the limited assurance contemplated by a review, or when
the client is the responsible party and does not provide the practitioner with a written assertion, the
review will be incomplete. A review that is incomplete is not an adequate basis for issuing a review
report and, accordingly, the practitioner should withdraw from the engagement.
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the responsible party must accept responsibility for its assertion and the subject
matter and must not base its assertion solely on the practitioner's procedures. 5
.13 Because the practitioner's role in an attest engagement is that of an
attester, the practitioner should not take on the role of the responsible party
in an attest engagement. Therefore, the need to clearly identify a responsible
party is a prerequisite for an attest engagement. A practitioner may accept an
engagement to perform an examination, a review or an agreed-upon procedures
engagement on subject matter or an assertion related thereto provided that one
of the following conditions is met.
a.

The party wishing to engage the practitioner is responsible for the
subject matter, or has a reasonable basis for providing a written
assertion about the subject matter if the nature of the subject
matter is such that a responsible party does not otherwise exist.

b.

The party wishing to engage the practitioner is not responsible for
the subject matter but is able to provide the practitioner, or have
a third party who is responsible for the subject matter provide the
practitioner, with evidence of the third party's responsibility for
the subject matter.

.14 The practitioner should obtain written acknowledgment or other evidence of the responsible party's responsibility for the subject matter, or the written assertion, as it relates to the objective of the engagement. The responsible
party can acknowledge that responsibility in a number of ways, for example, in
an engagement letter, a representation letter, or the presentation of the subject
matter, including the notes thereto, or the written assertion. If the practitioner
is not able to directly obtain written acknowledgment, the practitioner should
obtain other evidence of the responsible party's responsibility for the subject
matter (for example, by reference to legislation, a regulation, or a contract).

Applicability to Agreed-Upon Procedures Engagements
.15 An agreed-upon procedures attest engagement is one in which a practitioner is engaged to issue a report of findings based on specific procedures performed on subject matter. The general, fieldwork, and reporting standards for
attest engagements set forth in this section are applicable to agreed-upon procedures engagements. Because the application of these standards to agreed-upon
procedures engagements is discussed in section 201, Agreed-Upon Procedures
Engagements, such engagements are not discussed further in this section.

The Relationship of Attestation Standards to Quality
Control Standards
.16 The practitioner is responsible for compliance with the American Institute of Certified Public Accountants' (AICPA's) Statements on Standards for
Attestation Engagements (SSAEs) in an attest engagement. Rule 202, Compliance With Standards, of the Code of Professional Conduct [ET section 202.01],
requires members to comply with such standards when conducting professional
services.

5
See paragraph .112 regarding the practitioner's assistance in developing subject matter or
criteria.
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.17 A firm of practitioners has a responsibility to adopt a system of quality
control in the conduct of a firm's attest practice. 6 Thus, a firm should establish
quality control policies and procedures to provide it with reasonable assurance
that its personnel comply with the attestation standards in its attest engagements. The nature and extent of a firm's quality control policies and procedures
depend on factors such as its size, the degree of operating autonomy allowed
its personnel and its practice offices, the nature of its practice, its organization,
and appropriate cost-benefit considerations. [As amended, effective September
2002, by Statement on Standards for Attestation Engagements No. 12.]
.18 Attestation standards relate to the conduct of individual attest engagements; quality control standards relate to the conduct of a firm's attest practice
as a whole. Thus, attestation standards and quality control standards are related and the quality control policies and procedures that a firm adopts may
affect both the conduct of individual attest engagements and the conduct of a
firm's attest practice as a whole. However, deficiencies in or instances of noncompliance with a firm's quality control policies and procedures do not, in and
of themselves, indicate that a particular engagement was not performed in accordance with attestation standards. [As amended, effective September 2002,
by Statement on Standards for Attestation Engagements No. 12.]

General Standards
Training and Proficiency
.19 The first general standard is—The engagement shall be performed by
a practitioner having adequate technical training and proficiency in the attest
function.
.20 Performing attest services is different from preparing and presenting subject matter or an assertion. The latter involves collecting, classifying,
summarizing, and communicating information; this usually entails reducing a
mass of detailed data to a manageable and understandable form. On the other
hand, performing attest services involves gathering evidence to support the
subject matter or the assertion and objectively assessing the measurements
and communications of the responsible party. Thus, attest services are analytical, critical, investigative, and are concerned with the basis and support for the
subject matter or the assertion.

Adequate Knowledge of Subject Matter
.21 The second general standard is—The engagement shall be performed
by a practitioner having adequate knowledge of the subject matter.
.22 A practitioner may obtain adequate knowledge of the subject matter
through formal or continuing education, including self-study, or through practical experience. However, this standard does not necessarily require a practitioner to personally acquire all of the necessary knowledge in the subject matter to be qualified to express a conclusion. This knowledge requirement may be
met, in part, through the use of one or more specialists on a particular attest
6
The elements of quality control are identified in Statement on Quality Control Standards
(SQCS) No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice [QC
section 20]. A system of quality control is broadly defined as a process to provide the firm with reasonable assurance that its personnel comply with applicable professional standards and the firm's
standards of quality. [As amended, effective September 2002, by Statement on Standards for Attestation Engagements No. 12.]
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engagement if the practitioner has sufficient knowledge of the subject matter
(a) to communicate to the specialist the objectives of the work and (b) to evaluate
the specialist's work to determine if the objectives were achieved.

Suitability and Availability of Criteria
.23 The third general standard is—The practitioner shall perform the engagement only if he or she has reason to believe that the subject matter is capable
of evaluation against criteria that are suitable and available to users.

Suitability of Criteria
.24 Criteria are the standards or benchmarks used to measure and present
the subject matter and against which the practitioner evaluates the subject
matter.∗ Suitable criteria must have each of the following attributes:

•
•

Objectivity—Criteria should be free from bias.

•

Completeness—Criteria should be sufficiently complete so that
those relevant factors that would alter a conclusion about subject
matter are not omitted.

•

Relevance—Criteria should be relevant to the subject matter.

Measurability—Criteria should permit reasonably consistent
measurements, qualitative or quantitative, of subject matter.

.25 Criteria that are established or developed by groups composed of experts that follow due process procedures, including exposure of the proposed
criteria for public comment, ordinarily should be considered suitable. Criteria promulgated by a body designated by the AICPA Governing Council under
the AICPA Code of Professional Conduct are, by definition, considered to be
suitable.
.26 Criteria may be established or developed by the client, the responsible
party, industry associations, or other groups that do not follow due process
procedures or do not as clearly represent the public interest. To determine
whether these criteria are suitable, the practitioner should evaluate them based
on the attributes described in paragraph .24.
.27 Regardless of who establishes or develops the criteria, the responsible
party or the client is responsible for selecting the criteria and the client is
responsible for determining that such criteria are appropriate for its purposes.
.28 The use of suitable criteria does not presume that all persons or groups
would be expected to select the same criteria in evaluating the same subject
matter. There may be more than one set of suitable criteria for a given subject
matter. For example, in an engagement to express assurance about customer
satisfaction, a responsible party may select as a criterion for customer satisfaction that all customer complaints are resolved to the satisfaction of the
customer. In other cases, another responsible party may select a different criterion, such as the number of repeat purchases in the three months following
the initial purchase.

∗
An example of suitable criteria are the Trust Services criteria (includes WebTrust and SysTrust)
developed by the AICPA's Assurance Services Executive Committee. These criteria may be used when
the subject matter of the engagement is the security, availability, processing integrity, online privacy,
or confidentiality of a system. The Trust Services criteria are presented in sections 100 and 200 of the
AICPA's Technical Practice Aids. [Footnote added by the Assurance Services Executive Committee,
January 2003.]
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.29 In evaluating the measurability attribute as described in paragraph
.24, the practitioner should consider whether the criteria are sufficiently precise to permit people having competence in and using the same measurement
criterion to be able to ordinarily obtain materially similar measurements. Consequently, practitioners should not perform an engagement when the criteria
are so subjective or vague that reasonably consistent measurements, qualitative or quantitative, of subject matter cannot ordinarily be obtained. However,
practitioners will not always reach the same conclusion because such evaluations often require the exercise of considerable professional judgment.
.30 For the purpose of assessing whether the use of particular criteria
can be expected to yield reasonably consistent measurement and evaluation,
consideration should be given to the nature of the subject matter. For example,
soft information, such as forecasts or projections, would be expected to have
a wider range of reasonable estimates than hard data, such as the calculated
investment performance of a defined portfolio of managed investment products.
.31 Some criteria may be appropriate for only a limited number of parties
who either participated in their establishment or can be presumed to have an
adequate understanding of the criteria. For instance, criteria set forth in a
lease agreement for override payments may be appropriate only for reporting
to the parties to the agreement because of the likelihood that such criteria
would be misunderstood or misinterpreted by parties other than those who have
specifically agreed to the criteria. Such criteria can be agreed upon directly by
the parties or through a designated representative. If a practitioner determines
that such criteria are appropriate only for a limited number of parties, the use of
the report should be restricted to those specified parties who either participated
in their establishment or can be presumed to have an adequate understanding
of the criteria.
.32 The third general standard in paragraph .23 applies equally regardless
of the level of the attest service to be provided. Consequently, it is inappropriate
to perform a review engagement if the practitioner concludes that an examination cannot be performed because competent persons using the same criteria
would not be able to obtain materially similar evaluations.

Availability of Criteria
.33 The criteria should be available to users in one or more of the following
ways:
a.

Available publicly

b.

Available to all users through inclusion in a clear manner in the
presentation of the subject matter or in the assertion

c.

Available to all users through inclusion in a clear manner in the
practitioner's report

d.

Well understood by most users, although not formally available
(for example, "The distance between points A and B is twenty
feet;" the criterion of distance measured in feet is considered to
be well understood)

e.

Available only to specified parties; for example, terms of a contract
or criteria issued by an industry association that are available
only to those in the industry

.34 If criteria are only available to specified parties, the practitioner's report should be restricted to those parties who have access to the criteria as
described in paragraphs .78 and .80.
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Independence
.35 The fourth general standard is—In all matters relating to the engagement, an independence in mental attitude shall be maintained by the
practitioner. 7
.36 The practitioner should maintain the intellectual honesty and impartiality necessary to reach an unbiased conclusion about the subject matter or
the assertion. This is a cornerstone of the attest function.
.37 In the final analysis, independence in mental attitude means objective
consideration of facts, unbiased judgments, and honest neutrality on the part
of the practitioner in forming and expressing conclusions. It implies not the
attitude of an advocate or an adversary but an impartiality that recognizes an
obligation for fairness. Independence in mental attitude presumes an undeviating concern for an unbiased conclusion about the subject matter or an assertion
no matter what the subject matter or the assertion may be.
.38 The profession has established, through the AICPA's Code of Professional Conduct, precepts to guard against the presumption of loss of independence. Presumption is stressed because the possession of intrinsic independence
is a matter of personal quality rather than of rules that formulate certain objective tests. Insofar as these precepts have been incorporated in the profession's
code, they have the force of professional law for the independent practitioner.

Due Professional Care
.39 The fifth general standard is—Due professional care shall be exercised
in the planning and performance of the engagement.
.40 Due professional care imposes a responsibility on each practitioner
involved with the engagement to observe each of the attestation standards.
Exercise of due professional care requires critical review at every level of supervision of the work done and the judgment exercised by those assisting in the
engagement, including the preparation of the report.
.41 Cooley on Torts, a legal treatise, describes the obligation for due care
as follows:
Every man who offers his services to another and is employed assumes the
duty to exercise in the employment such skill as he possesses with reasonable
care and diligence. In all these employments where peculiar skill is requisite,
if one offers his services, he is understood as holding himself out to the public
as possessing the degree of skill commonly possessed by others in the same
employment, and if his pretentions are unfounded, he commits a species of
fraud upon every man who employs him in reliance on his public profession.
But no man, whether skilled or unskilled, undertakes that the task he assumes
shall be performed successfully, and without fault or error; he undertakes for
good faith and integrity, but not for infallibility, and he is liable to his employer
for negligence, bad faith, or dishonesty, but not for losses consequent upon mere
errors of judgment. 8

7
The practitioner performing an attest engagement should be independent pursuant to Rule
101, Independence, of the Code of Professional Conduct [ET section 101.01]. Interpretation No. 11,
"Independence and the Performance of Professional Services Under the Statements on Standards
for Attestation Engagements and Statement on Auditing Standards No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement," [ET
section 101.13], to rule 101 [ET section 101.01] provides guidance about its application to certain
attest engagements.
8
D. Haggard, Cooley on Torts, 472 (4th ed., 1932).
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Standards of Fieldwork
Planning and Supervision
.42 The first standard of fieldwork is—The work shall be adequately
planned and assistants, if any, shall be properly supervised.
.43 Proper planning and supervision contribute to the effectiveness of attest procedures. Proper planning directly influences the selection of appropriate
procedures and the timeliness of their application, and proper supervision helps
ensure that planned procedures are appropriately applied.
.44 Planning an attest engagement involves developing an overall strategy for the expected conduct and scope of the engagement. To develop such
a strategy, practitioners need to have sufficient knowledge to enable them to
understand adequately the events, transactions, and practices that, in their
judgment, have a significant effect on the subject matter or the assertion.
.45 Factors to be considered by the practitioner in planning an attest engagement include the following:
a.
b.

The criteria to be used
Preliminary judgments about attestation risk 9 and materiality
for attest purposes
c. The nature of the subject matter or the items within the assertion
that are likely to require revision or adjustment
d. Conditions that may require extension or modification of attest
procedures
e. The nature of the report expected to be issued
.46 The practitioner should establish an understanding with the client
regarding the services to be performed for each engagement. 10 Such an understanding reduces the risk that either the practitioner or the client may
misinterpret the needs or expectations of the other party. For example, it reduces the risk that the client may inappropriately rely on the practitioner to
protect the entity against certain risks or to perform certain functions that
are the client's responsibility. The understanding should include the objectives
of the engagement, management's responsibilities, the practitioner's responsibilities, and limitations of the engagement. The practitioner should document
the understanding in the working papers, preferably through a written communication with the client. If the practitioner believes an understanding with the
client has not been established, he or she should decline to accept or perform
the engagement.
.47 The nature, extent, and timing of planning will vary with the nature
and complexity of the subject matter or the assertion and the practitioner's prior
experience with management. As part of the planning process, the practitioner
should consider the nature, extent, and timing of the work to be performed to
accomplish the objectives of the attest engagement. Nevertheless, as the attest
engagement progresses, changed conditions may make it necessary to modify
planned procedures.
9
Attestation risk is the risk that the practitioner may unknowingly fail to appropriately modify
his or her attest report on the subject matter or an assertion that is materially misstated. It consists of
(a) the risk (consisting of inherent risk and control risk) that the subject matter or assertion contains
deviations or misstatements that could be material and (b) the risk that the practitioner will not
detect such deviations or misstatements (detection risk).
10
See SQCS No. 2, paragraph 16 [QC section 20.16].
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.48 Supervision involves directing the efforts of assistants who participate in accomplishing the objectives of the attest engagement and determining
whether those objectives were accomplished. Elements of supervision include
instructing assistants, staying informed of significant problems encountered,
reviewing the work performed, and dealing with differences of opinion among
personnel. The extent of supervision appropriate in a given instance depends
on many factors, including the nature and complexity of the subject matter and
the qualifications of the persons performing the work.
.49 Assistants should be informed of their responsibilities, including the
objectives of the procedures that they are to perform and matters that may
affect the nature, extent, and timing of such procedures. The practitioner with
final responsibility for the engagement should direct assistants to bring to his
or her attention significant questions raised during the attest engagement so
that their significance may be assessed.
.50 The work performed by each assistant should be reviewed to determine
whether it was adequately performed and to evaluate whether the results are
consistent with the conclusion to be presented in the practitioner's report.

Obtaining Sufficient Evidence
.51 The second standard of fieldwork is—Sufficient evidence shall be obtained to provide a reasonable basis for the conclusion that is expressed in the
report.
.52 Selecting and applying procedures that will accumulate evidence that
is sufficient in the circumstances to provide a reasonable basis for the level of
assurance to be expressed in the attest report requires the careful exercise of
professional judgment. A broad array of available procedures may be applied
in an attest engagement. In establishing a proper combination of procedures
to appropriately restrict attestation risk, the practitioner should consider the
following presumptions, bearing in mind that they are not mutually exclusive
and may be subject to important exceptions.
a.

Evidence obtained from independent sources outside an entity
provides greater assurance about the subject matter or the assertion than evidence secured solely from within the entity.
b. Information obtained from the independent attester's direct personal knowledge (such as through physical examination, observation, computation, operating tests, or inspection) is more persuasive than information obtained indirectly.
c. The more effective the controls over the subject matter, the more
assurance they provide about the subject matter or the assertion.
.53 Thus, in the hierarchy of available attest procedures, those that involve
search and verification (for example, inspection, confirmation, or observation),
particularly when using independent sources outside the entity, are generally
more effective in restricting attestation risk than those involving internal inquiries and comparisons of internal information (for example, analytical procedures and discussions with individuals responsible for the subject matter or
the assertion). On the other hand, the latter are generally less costly to apply.
.54 In an attest engagement designed to provide a high level of assurance
(referred to as an examination), the practitioner's objective is to accumulate sufficient evidence to restrict attestation risk to a level that is, in the practitioner's
professional judgment, appropriately low for the high level of assurance that
may be imparted by his or her report. In such an engagement, a practitioner
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should select from all available procedures—that is, procedures that assess inherent and control risk and restrict detection risk—any combination that can
restrict attestation risk to such an appropriately low level.
.55 In an attest engagement designed to provide a moderate level of assurance (referred to as a review), the objective is to accumulate sufficient evidence
to restrict attestation risk to a moderate level. To accomplish this, the types of
procedures performed generally are limited to inquiries and analytical procedures (rather than also including search and verification procedures).
.56 Nevertheless, there will be circumstances in which inquiry and analytical procedures (a) cannot be performed, (b) are deemed less efficient than
other procedures, or (c) yield evidence indicating that the subject matter or
the assertion may be incomplete or inaccurate. In the first circumstance, the
practitioner should perform other procedures that he or she believes can provide him or her with a level of assurance equivalent to that which inquiries
and analytical procedures would have provided. In the second circumstance,
the practitioner may perform other procedures that he or she believes would
be more efficient to provide him or her with a level of assurance equivalent
to that which inquiries and analytical procedures would provide. In the third
circumstance, the practitioner should perform additional procedures.
.57 The extent to which attestation procedures will be performed should
be based on the level of assurance to be provided and the practitioner's consideration of (a) the nature and materiality of the information to be tested to the
subject matter or the assertion taken as a whole, (b) the likelihood of misstatements, (c) knowledge obtained during current and previous engagements, (d)
the responsible party's competence in the subject matter, (e) the extent to which
the information is affected by the asserter's judgment, and (f) inadequacies in
the responsible party's underlying data.
.58 As part of the attestation procedures, the practitioner considers the
written assertion ordinarily provided by the responsible party. If a written assertion cannot be obtained from the responsible party, the practitioner should
consider the effects on his or her ability to obtain sufficient evidence to form
a conclusion about the subject matter. When the practitioner's client is the
responsible party, a failure to obtain a written assertion should result in the
practitioner concluding that a scope limitation exists. 11 When the practitioner's
client is not the responsible party and a written assertion is not provided, the
practitioner may be able to conclude that he or she has sufficient evidence to
form a conclusion about the subject matter.

Representation Letter
.59 During an attest engagement, the responsible party makes many representations to the practitioner, both oral and written, in response to specific
inquiries or through the presentation of subject matter or an assertion. Such
representations from the responsible party are part of the evidential matter
the practitioner obtains.
.60 Written representations from the responsible party ordinarily confirm
representations explicitly or implicitly given to the practitioner, indicate and
11
When the client is the responsible party, it is presumed that the client will be capable of
providing the practitioner with a written assertion regarding the subject matter. Failure to provide
the written assertion in this circumstance is a client-imposed limitation on the practitioner's evidencegathering efforts. In an examination, the practitioner should modify the report for the scope limitation.
In a review engagement, such a scope limitation results in an incomplete review and the practitioner
should withdraw from the engagement.
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document the continuing appropriateness of such representations, and reduce
the possibility of misunderstanding concerning the matters that are the subject of the representations. Accordingly, in an examination or a review engagement, a practitioner should consider obtaining a representation letter from the
responsible party. Examples of matters that might appear in such a representation letter include the following: 12
a.

A statement acknowledging responsibility for the subject matter
and, when applicable, the assertion
b. A statement acknowledging responsibility for selecting the criteria, where applicable
c. A statement acknowledging responsibility for determining that
such criteria are appropriate for its purposes, where the responsible party is the client
d. The assertion about the subject matter based on the criteria
selected
e. A statement that all known matters contradicting the assertion
and any communication from regulatory agencies affecting the
subject matter or the assertion have been disclosed to the practitioner
f. Availability of all records relevant to the subject matter
g. A statement that any known events subsequent to the period (or
point in time) of the subject matter being reported on that would
have a material effect on the subject matter (or, if applicable, the
assertion) have been disclosed to the practitioner
h. Other matters as the practitioner deems appropriate
.61 When the client is not the responsible party, the practitioner should
consider obtaining a letter of written representations from the client as part
of the attest engagement. Examples of matters that might appear in such a
representation letter include the following:
a.

A statement that any known events subsequent to the period (or
point in time) of the subject matter being reported on that would
have a material effect on the subject matter (or, if applicable, the
assertion) have been disclosed to the practitioner
b. A statement acknowledging the client's responsibility for selecting the criteria, where applicable
c. A statement acknowledging the client's responsibility for determining that such criteria are appropriate for its purposes
d. Other matters as the practitioner deems appropriate
.62 If the responsible party or the client refuses to furnish all written representations that the practitioner deems necessary, the practitioner should consider the effects of such a refusal on his or her ability to issue a conclusion about
the subject matter. If the practitioner believes that the representation letter is
necessary to obtain sufficient evidence to issue a report, the responsible party's
or the client's refusal to furnish such evidence in the form of written representations constitutes a limitation on the scope of an examination sufficient to

12
Specific written representations will depend on the circumstances of the engagement (for example, whether the client is the responsible party) and the nature of the subject matter and the
criteria. For example, when the client is not the responsible party but has selected the criteria, the
practitioner might obtain the representation regarding responsibility for selection of the criteria from
the client rather than the responsible party (see paragraph .61).
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preclude an unqualified opinion and is ordinarily sufficient to cause the practitioner to disclaim an opinion or withdraw from an examination engagement.
However, based on the nature of the representations not obtained or the circumstances of the refusal, the practitioner may conclude, in an examination
engagement, that a qualified opinion is appropriate. Further, the practitioner
should consider the effects of the refusal on his or her ability to rely on other
representations. When a scope limitation exists in a review engagement, the
practitioner should withdraw from the engagement. (See paragraph .75.)

Standards of Reporting
.63 The first standard of reporting is—The report shall identify the subject
matter or the assertion being reported on and state the character of the engagement.
.64 The practitioner who accepts an attest engagement should issue a report on the subject matter or the assertion or withdraw from the attest engagement. If the practitioner is reporting on the assertion, the assertion should be
bound with or accompany the practitioner's report or the assertion should be
clearly stated in the practitioner's report. 13
.65 The statement of the character of an attest engagement includes the
following two elements: (a) a description of the nature and scope of the work performed and (b) a reference to the professional standards governing the engagement. The terms examination and review should be used to describe engagements to provide, respectively, a high level and a moderate level of assurance.
The reference to professional standards should be accomplished by referring to
"attestation standards established by the American Institute of Certified Public
Accountants."
.66 The second standard of reporting is—The report shall state the practitioner's conclusion about the subject matter or the assertion in relation to the
criteria against which the subject matter was evaluated. However, if conditions exist that, individually or in combination, result in one or more material
misstatements or deviations from the criteria, the practitioner should modify
the report and, to most effectively communicate with the reader of the report,
should ordinarily express his or her conclusion directly on the subject matter, 14
not on the assertion.
.67 The practitioner should consider the concept of materiality in applying
this standard. In expressing a conclusion, the practitioner should consider an
omission or a misstatement to be material if the omission or misstatement—
individually or when aggregated with others—is such that a reasonable person
would be influenced by the omission or misstatement. The practitioner should
consider both qualitative and quantitative aspects of omissions and misstatements.
.68 The term general use applies to attest reports that are not restricted
to specified parties. General-use attest reports should be limited to two levels
of assurance: one based on a restriction of attestation risk to an appropriately
low level (an examination) and the other based on a restriction of attestation
13
The use of a "hot link" within the practitioner's report to management's assertion, such as
might be used in a WebTrustSM report, would meet this requirement.
14
Specific standards may require that the practitioner express his or her conclusion directly on
the subject matter. For example, if management states in its assertion that a material weakness exists
in the entity's internal control over financial reporting, the practitioner should state his or her opinion
directly on the effectiveness of internal control, not on management's assertion related thereto.
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risk to a moderate level (a review). In an engagement to achieve a high level of
assurance (an examination), the practitioner's conclusion should be expressed
in the form of an opinion. When attestation risk has been restricted only to a
moderate level (a review), the conclusion should be expressed in the form of
negative assurance.
.69 A practitioner may report on subject matter or an assertion at multiple dates or covering multiple periods during which criteria have changed
(for example, a report on comparative information). In those circumstances,
the practitioner should determine whether the criteria are clearly stated or
described for each of the dates or periods, and whether the changes have been
adequately disclosed.
.70 If the criteria used for the subject matter for the current date or period
differ from those criteria used for the subject matter for a preceding date or
period and the subject matter for the prior date or period is not presented,
the practitioner should consider whether the changes in criteria are likely to
be significant to users of the report. If so, the practitioner should determine
whether the criteria are clearly stated or described and the fact that the criteria
have changed is disclosed. (See paragraphs .76 and .77.)
.71 The third standard of reporting is—The report shall state all of the
practitioner's significant reservations about the engagement, the subject matter,
and, if applicable, the assertion related thereto.
.72 Reservations about the engagement refers to any unresolved problem
that the practitioner had in complying with these attestation standards, interpretive standards, or the specific procedures agreed to by the specified parties.
The practitioner should not express an unqualified conclusion unless the engagement has been conducted in accordance with the attestation standards.
Such standards will not have been complied with if the practitioner has been
unable to apply all the procedures that he or she considers necessary in the
circumstances.
.73 Restrictions on the scope of an engagement, whether imposed by the
client or by such other circumstances as the timing of the work or the inability to
obtain sufficient evidence, may require the practitioner to qualify the assurance
provided, to disclaim any assurance, or to withdraw from the engagement. For
example, if the practitioner's client is the responsible party, a failure to obtain
a written assertion should result in the practitioner concluding that a scope
limitation exists. (See paragraph .58.)
.74 The practitioner's decision to provide a qualified opinion, to disclaim
an opinion, or to withdraw because of a scope limitation in an examination
engagement depends on an assessment of the effect of the omitted procedure(s)
on his or her ability to express assurance. This assessment will be affected by the
nature and magnitude of the potential effects of the matters in question, and by
their significance to the subject matter or the assertion. If the potential effects
are pervasive to the subject matter or the assertion, a disclaimer or withdrawal
is more likely to be appropriate. When restrictions that significantly limit the
scope of the engagement are imposed by the client or the responsible party,
the practitioner generally should disclaim an opinion or withdraw from the
engagement. The reasons for a qualification or disclaimer should be described
in the practitioner's report.
.75 In a review engagement, when the practitioner is unable to perform
the inquiry and analytical or other procedures he or she considers necessary
to achieve the limited assurance contemplated by a review, or when the client
is the responsible party and does not provide the practitioner with a written
assertion, the review will be incomplete. A review that is incomplete is not an
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adequate basis for issuing a review report and, accordingly, the practitioner
should withdraw from the engagement.
.76 Reservations about the subject matter or the assertion refers to any unresolved reservation about the assertion or about the conformity of the subject
matter with the criteria, including the adequacy of the disclosure of material
matters. They can result in either a qualified or an adverse opinion, depending
on the materiality of the departure from the criteria against which the subject
matter or the assertion was evaluated, or a modified conclusion in a review
engagement.
.77 Reservations about the subject matter or the assertion may relate to
the measurement, form, arrangement, content, or underlying judgments and
assumptions applicable to the subject matter or the assertion and its appended
notes, including, for example, the terminology used, the amount of detail given,
the classification of items, and the bases of amounts set forth. The practitioner
considers whether a particular reservation should affect the report given the
circumstances and facts of which he or she is aware at the time.
.78 The fourth standard of reporting is—The report shall state that the use
of the report is restricted to specified parties under the following circumstances:

•

When the criteria used to evaluate the subject matter are determined by the practitioner to be appropriate only for a limited number of parties who either participated in their establishment or can
be presumed to have an adequate understanding of the criteria

•

When the criteria used to evaluate the subject matter are available
only to specified parties

•

When reporting on subject matter and a written assertion has not
been provided by the responsible party

•

When the report is on an attest engagement to apply agreed-upon
procedures to the subject matter

.79 The need for restriction on the use of a report may result from a number of circumstances, including the purpose of the report, the criteria used in
preparation of the subject matter, the extent to which the procedures performed
are known or understood, and the potential for the report to be misunderstood
when taken out of the context in which it was intended to be used. A practitioner should consider informing his or her client that restricted-use reports
are not intended for distribution to nonspecified parties, regardless of whether
they are included in a document containing a separate general-use report. 15,16
However, a practitioner is not responsible for controlling a client's distribution
of restricted-use reports. Accordingly, a restricted-use report should alert readers to the restriction on the use of the report by indicating that the report is
not intended to be and should not be used by anyone other than the specified
parties.
.80 An attest report that is restricted as to use should contain a separate
paragraph at the end of the report that includes the following elements:

15
In some cases, restricted-use reports filed with regulatory agencies are required by law or
regulation to be made available to the public as a matter of public record. Also, a regulatory agency as
part of its oversight responsibility for an entity may require access to restricted-use reports in which
they are not named as a specified party.
16
This section does not preclude the practitioner, in connection with establishing the terms of
the engagement, from reaching an understanding with the client that the intended use of the report
will be restricted, and from obtaining the client's agreement that the client and the specified parties
will not distribute the report to parties other than those identified in the report.
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a.

A statement indicating that the report is intended solely for the
information and use of the specified parties
b. An identification of the specified parties to whom use is restricted
c. A statement that the report is not intended to be and should not
be used by anyone other than the specified parties
An example of such a paragraph is the following.
This report is intended solely for the information and use of [the specified parties] and is not intended to be and should not be used by anyone other than
these specified parties.

.81 Other attestation standards may specify situations that require restricted reports such as the following:
a.
b.

A review report on management's discussion and analysis
A report on prospective financial information when the report is
intended for use by the responsible party alone, or by the responsible party and third parties with whom the responsible party is
negotiating directly, as described in section 301, Financial Forecasts and Projections, paragraph .10.

Furthermore, nothing in this section precludes a practitioner from restricting
the use of any report.
.82 If a practitioner issues a single combined report covering both (a) subject matter or presentations that require a restriction on use to specified parties
and (b) subject matter or presentations that ordinarily do not require such a
restriction, the use of such a single combined report should be restricted to the
specified parties.
.83 In some instances, a separate restricted-use report may be included in
a document that also contains a general-use report. The inclusion of a separate
restricted-use report in a document that contains a general-use report does
not affect the intended use of either report. The restricted-use report remains
restricted as to use, and the general-use report continues to be for general use.

Examination Reports
.84 When expressing an opinion, the practitioner should clearly state
whether, in his or her opinion, (a) the subject matter is based on (or in conformity
with) the criteria in all material respects or (b) the assertion is presented (or
fairly stated), in all material respects, based on the criteria. Reports expressing
an opinion may be qualified or modified for some aspect of the subject matter,
the assertion or the engagement (see the third reporting standard). However, as
stated in paragraph .66, if conditions exist that, individually or in combination,
result in one or more material misstatements or deviations from the criteria,
the practitioner should modify the report and, to most effectively communicate
with the reader of the report, should ordinarily express his or her conclusion
directly on the subject matter, not on the assertion. In addition, such reports
may emphasize certain matters relating to the attest engagement, the subject
matter, or the assertion. The form of the practitioner's report will depend on
whether the practitioner opines on the subject matter or the assertion.
.85 The practitioner's examination report on subject matter should include
the following:
a.
b.
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c.

A statement that the subject matter is the responsibility of the
responsible party
d. A statement that the practitioner's responsibility is to express an
opinion on the subject matter based on his or her examination
e. A statement that the examination was conducted in accordance
with attestation standards established by the American Institute
of Certified Public Accountants, and, accordingly, included procedures that the practitioner considered necessary in the circumstances
f. A statement that the practitioner believes the examination provides a reasonable basis for his or her opinion
g. The practitioner's opinion on whether the subject matter is based
on (or in conformity with) the criteria in all material respects
h. A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are
determined by the practitioner to be appropriate only for a
limited number of parties who either participated in their
establishment or can be presumed to have an adequate
understanding of the criteria
(2) When the criteria used to evaluate the subject matter are
available only to the specified parties
(3) When a written assertion has not been provided by the
responsible party (The practitioner should also include a
statement to that effect in the introductory paragraph of
the report.)
i. The manual or printed signature of the practitioner's firm
j. The date of the examination report
Appendix A [paragraph .114], "Examination Reports," includes a standard examination report on subject matter. (See Example 1.)
.86 The practitioner's examination report on an assertion should include
the following:
a.
b.

c.
d.
e.

f.
g.

A title that includes the word independent
An identification of the assertion and the responsible party (When
the assertion does not accompany the practitioner's report, the
first paragraph of the report should also contain a statement of
the assertion.)
A statement that the assertion is the responsibility of the responsible party
A statement that the practitioner's responsibility is to express an
opinion on the assertion based on his or her examination
A statement that the examination was conducted in accordance
with attestation standards established by the American Institute
of Certified Public Accountants, and, accordingly, included procedures that the practitioner considered necessary in the circumstances
A statement that the practitioner believes the examination provides a reasonable basis for his or her opinion
The practitioner's opinion on whether the assertion is presented
(or fairly stated), in all material respects, based on the criteria
(However, see paragraph .66.)
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h.

i.
j.

A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are
determined by the practitioner to be appropriate only for a
limited number of parties who either participated in their
establishment or can be presumed to have an adequate
understanding of the criteria
(2) When the criteria used to evaluate the subject matter are
available only to the specified parties
The manual or printed signature of the practitioner's firm
The date of the examination report

Appendix A [paragraph .114] includes a standard examination report on an
assertion. (See Example 2.)
.87 Nothing precludes the practitioner from examining an assertion but
opining directly on the subject matter. (See Appendix A [paragraph .114], Example 3.)

Review Reports
.88 In a review report, the practitioner's conclusion should state whether
any information came to the practitioner's attention on the basis of the work
performed that indicates that (a) the subject matter is not based on (or in
conformity with) the criteria or (b) the assertion is not presented (or fairly
stated) in all material respects based on the criteria. (As discussed more fully
in the commentary to the third reporting standard, if the subject matter or
the assertion is not modified to correct for any such information that comes
to the practitioner's attention, such information should be described in the
practitioner's report.)
.89 The practitioner's review report on subject matter should include the
following:
a.
b.
c.
d.

e.

f.

g.
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A title that includes the word independent
An identification of the subject matter and the responsible party
A statement that the subject matter is the responsibility of the
responsible party
A statement that the review was conducted in accordance with
attestation standards established by the American Institute of
Certified Public Accountants
A statement that a review is substantially less in scope than an
examination, the objective of which is an expression of opinion on
the subject matter, and accordingly, no such opinion is expressed
A statement about whether the practitioner is aware of any material modifications that should be made to the subject matter in
order for it to be based on (or in conformity with), in all material respects, the criteria, other than those modifications, if any,
indicated in his or her report
A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are
determined by the practitioner to be appropriate only for a
limited number of parties who either participated in their
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establishment or can be presumed to have an adequate
understanding of the criteria
(2) When the criteria used to evaluate the subject matter are
available only to the specified parties
(3) When a written assertion has not been provided by the responsible party and the responsible party is not the client
(The practitioner should also include a statement to that
effect in the introductory paragraph of the report.)
h. The manual or printed signature of the practitioner's firm
i. The date of the review report
Appendix B [paragraph .115] "Review Reports," includes a standard review
report on subject matter. (See Example 1.) Appendix B [paragraph .115] also
includes a review report on subject matter that is the responsibility of a party
other than client; the report is restricted as to use because a written assertion
has not been provided by the responsible party. (See Example 2.)
.90 The practitioner's review report on an assertion should include the
following:
a.
b.

c.
d.

e.

f.

g.

h.
i.

A title that includes the word independent
An identification of the assertion and the responsible party (When
the assertion does not accompany the practitioner's report, the
first paragraph of the report should also contain a statement of
the assertion.)
A statement that the assertion is the responsibility of the responsible party
A statement that the review was conducted in accordance with
attestation standards established by the American Institute of
Certified Public Accountants
A statement that a review is substantially less in scope than an
examination, the objective of which is an expression of opinion on
the assertion, and accordingly, no such opinion is expressed
A statement about whether the practitioner is aware of any material modifications that should be made to the assertion in order
for it to be presented (or fairly stated), in all material respects,
based on (or in conformity with) the criteria, other than those
modifications, if any, indicated in his or her report (However, see
paragraph .66.)
A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are
determined by the practitioner to be appropriate only for a
limited number of parties who either participated in their
establishment or can be presumed to have an adequate
understanding of the criteria
(2) When the criteria used to evaluate the subject matter are
available only to the specified parties
The manual or printed signature of the practitioner's firm
The date of the review report

Appendix B [paragraph .115] includes a review report on an assertion that
is restricted as to use because the criteria are available only to the specified
parties. (See Example 3.)
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Other Information in a Client-Prepared Document
Containing the Practitioner’s Attest Report 17
.91 A client may publish various documents that contain information
(hereinafter referred to as other information) in addition to the practitioner's
attest report on subject matter (or on an assertion related thereto). Paragraphs
.92 to .94 provide guidance to the practitioner when the other information is
contained in (a) annual reports to holders of securities or beneficial interests,
annual reports of organizations for charitable or philanthropic purposes distributed to the public, and annual reports filed with regulatory authorities
under the Securities Exchange Act of 1934 or (b) other documents to which
the practitioner, at the client's request, devotes attention. These paragraphs
are not applicable when an attest report appears in a registration statement
filed under the Securities Act of 1933. (See AS 6101, Letters for Underwriters
and Certain Other Requesting Parties, and AS 4101, Responsibilities Regarding
Filings Under Federal Securities Statutes.) Also, these paragraphs are not applicable to other information on which the practitioner or another practitioner
is engaged to issue an opinion.
.92 The practitioner's responsibility with respect to other information in
such a document does not extend beyond the information identified in his or
her report, and the practitioner has no obligation to perform any procedures
to corroborate any other information contained in the document. However, the
practitioner should read the other information not covered by the practitioner's
report or by the report of the other practitioner and consider whether it, or
the manner of its presentation, is materially inconsistent with the information appearing in the practitioner's report. If the practitioner believes that the
other information is inconsistent with the information appearing in the practitioner's report, he or she should consider whether the practitioner's report
requires revision. If the practitioner concludes that the report does not require
revision, he or she should request the client to revise the other information. If
the other information is not revised to eliminate the material inconsistency, the
practitioner should consider other actions, such as revising his or her report to
include an explanatory paragraph describing the material inconsistency, withholding the use of his or her report in the document, or withdrawing from the
engagement.
.93 If, while reading the other information for the reasons set forth in
paragraph .92, the practitioner becomes aware of information that he or she
believes is a material misstatement of fact that is not a material inconsistency
as described in paragraph .92, he or she should discuss the matter with the
client. In connection with this discussion, the practitioner should consider that
he or she may not have the expertise to assess the validity of the statement, that
there may be no standards by which to assess its presentation, and that there
may be valid differences of judgment or opinion. If the practitioner concludes
he or she has a valid basis for concern, the practitioner should propose that the
client consult with some other party whose advice may be useful, such as the
entity's legal counsel.

17
Such guidance pertains only to other information in a client-prepared document. The practitioner has no responsibility to read information contained in documents of nonclients. Further, the
practitioner is not required to read information contained in electronic sites, or to consider the consistency of other information in electronic sites with the original documents since electronic sites are
a means of distributing information and are not "documents" as that term is used in this section.
Practitioners may be asked by their clients to render attest services with respect to information in
electronic sites, in which case, other attest standards may apply to those services.
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.94 If, after discussing the matter, the practitioner concludes that a material misstatement of fact remains, the action taken will depend on his or her
judgment in the circumstances. The practitioner should consider steps such as
notifying the client's management and audit committee in writing of his or her
views concerning the information and consulting his or her legal counsel about
further action appropriate in the circumstances. 18

Consideration of Subsequent Events in an
Attest Engagement
.95 Events or transactions sometimes occur subsequent to the point in
time or period of time of the subject matter being tested but prior to the date of
the practitioner's report that have a material effect on the subject matter and
therefore require adjustment or disclosure in the presentation of the subject
matter or assertion. These occurrences are referred to as subsequent events.
In performing an attest engagement, a practitioner should consider information about subsequent events that comes to his or her attention. Two types of
subsequent events require consideration by the practitioner.
.96 The first type consists of events that provide additional information
with respect to conditions that existed at the point in time or during the period
of time of the subject matter being tested. This information should be used
by the practitioner in considering whether the subject matter is presented in
conformity with the criteria and may affect the presentation of the subject
matter, the assertion, or the practitioner's report.
.97 The second type consists of those events that provide information with
respect to conditions that arose subsequent to the point in time or period of time
of the subject matter being tested that are of such a nature and significance that
their disclosure is necessary to keep the subject matter from being misleading.
This type of information will not normally affect the practitioner's report if the
information is appropriately disclosed.
.98 While the practitioner has no responsibility to detect subsequent
events, the practitioner should inquire of the responsible party (and his or her
client if the client is not the responsible party) as to whether they are aware of
any subsequent events, through the date of the practitioner's report, that would
have a material effect on the subject matter or assertion. 19 If the practitioner
has decided to obtain a representation letter, the letter ordinarily would include
a representation concerning subsequent events. (See paragraphs .60 and .61.)
.99 The practitioner has no responsibility to keep informed of events subsequent to the date of his or her report; however, the practitioner may later become aware of conditions that existed at that date that might have affected the
practitioner's report had he or she been aware of them. In such circumstances,
the practitioner may wish to consider the guidance in AS 2905, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report.
18
If the client does not have an audit committee, the practitioner should communicate with
individuals whose authority and responsibility are equivalent to those of an audit committee, such
as the board of directors, the board of trustees, an owner in a owner-managed entity, or those who
engaged the practitioner.
19
For certain subject matter, specific subsequent event standards have been developed to provide additional requirements for engagement performance and reporting. Additionally, a practitioner
engaged to examine the design or effectiveness of internal control over items not covered by section
501, Reporting on an Entity's Internal Control Over Financial Reporting, or section 601, Compliance
Attestation, should consider the subsequent events guidance set forth in sections 501.65–.68 and
601.50–.52.
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Attest Documentation 20
.100 The practitioner should prepare and maintain attest documentation,
the form and content of which should be designed to meet the circumstances
of the particular attest engagement.[21] Attest documentation is the principal
record of attest procedures applied, information obtained, and conclusions or
findings reached by the practitioner in the engagement. The quantity, type, and
content of attest documentation are matters of the practitioner's professional
judgment. [As amended, effective for attest engagements when the subject matter or assertion is as of or for a period ending on or after December 15, 2002, by
Statement on Standards for Attestation Engagements No. 11.]
.101 Attest documentation serves mainly to:
a.

Provide the principal support for the practitioner's report, including the representation regarding observance of the standards of
fieldwork, which is implicit in the reference in the report to attestation standards. 22
b. Aid the practitioner in the conduct and supervision of the attest
engagement.
For examinations of prospective financial statements, attest documentation
ordinarily should indicate that the process by which the entity develops its
prospective financial statements was considered in determining the scope of
the examination. [Paragraph added, effective for attest engagements when the
subject matter or assertion is as of or for a period ending on or after December
15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.102 Examples of attest documentation are work programs, analyses,
memoranda, letters of confirmation and representation, abstracts or copies of
entity documents, and schedules or commentaries prepared or obtained by the
practitioner. Attest documentation may be in paper form, electronic form, or
other media. [Paragraph renumbered and amended, effective for attest engagements when the subject matter or assertion is as of or for a period ending on or
after December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.103 Attest documentation should be sufficient to (a) enable members of
the engagement team with supervision and review responsibilities to understand the nature, timing, extent, and results of attest procedures performed,
and the information obtained 23 and (b) indicate the engagement team member(s) who performed and reviewed the work. [Paragraph added, effective for
20
Attest documentation also may be referred to as working papers. [Footnote added, effective for
attest engagements when the subject matter or assertion is as of or for a period ending on or after
December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
[21]
[Footnote renumbered and deleted by the issuance of Statement on Standards for Attestation
Engagements No. 11, January 2002.]
22
However, there is no intention to imply that the practitioner would be precluded from supporting his or her report by other means in addition to attest documentation. [Footnote added, effective
for attest engagements when the subject matter or assertion is as of or for a period ending on or after
December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
23
A firm of practitioners has a responsibility to adopt a system of quality control policies and
procedures to provide the firm with reasonable assurance that its personnel comply with applicable professional standards, including attestation standards, and the firm's standards of quality in
conducting individual attest engagements. Review of attest documentation and discussions with engagement team members are among the procedures a firm performs when monitoring compliance
with the quality control policies and procedures that it has established. (Also, see paragraphs .17
and .18.) [Footnote added, effective for attest engagements when the subject matter or assertion is as
of or for a period ending on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
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attest engagements when the subject matter or assertion is as of or for a period
ending on or after December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.104 Attest documentation is the property of the practitioner, and some
states recognize this right of ownership in their statutes. The practitioner
should adopt reasonable procedures to retain attest documentation for a period of time sufficient to meet the needs of his or her practice and to satisfy any
applicable legal or regulatory requirements for records retention. 24,[25] [Paragraph renumbered and amended, effective for attest engagements when the
subject matter or assertion is as of or for a period ending on or after December
15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.105 The practitioner has an ethical, and in some situations a legal, obligation to maintain the confidentiality of client information or information of the
responsible party. 26 Because attest documentation often contains confidential
information, the practitioner should adopt reasonable procedures to maintain
the confidentiality of that information. † [Paragraph added, effective for attest
engagements when the subject matter or assertion is as of or for a period ending on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
.106 The practitioner also should adopt reasonable procedures to prevent
unauthorized access to attest documentation. [Paragraph added, effective for
attest engagements when the subject matter or assertion is as of or for a period
ending on or after December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.107 Certain attest documentation may sometimes serve as a useful reference source for the client, but it should not be regarded as a part of, or a
substitute for, the client's records. [Paragraph renumbered and amended, effective for attest engagements when the subject matter or assertion is as of or
for a period ending on or after December 15, 2002, by Statement on Standards
for Attestation Engagements No. 11.]
[.108] [Paragraph renumbered and deleted by the issuance of Statement
on Standards for Attestation Engagements No. 11, January 2002.]

Attest Services Related to Consulting
Service Engagements
Attest Services as Part of a Consulting Service Engagement
.109 When a practitioner provides an attest service (as defined in this section) as part of a consulting service engagement, this SSAE applies only to the
24
The procedures should enable the practitioner to access electronic attest documentation
throughout the retention period. [Footnote added, effective for attest engagements when the subject matter or assertion is as of or for a period ending on or after December 15, 2002, by Statement on
Standards for Attestation Engagements No. 11.]
[25]
[Footnote renumbered and deleted by the issuance of Statement on Standards for Attestation
Engagements No. 11, January 2002.]
26
Also, see Rule 301, Confidential Client Information, of the AICPA's Code of Professional Conduct. [Footnote added, effective for attest engagements when the subject matter or assertion is as
of or for a period ending on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
†
Note: See the Attest Interpretation, "Providing Access to or Copies of Attest Documentation to
a Regulator" (section 9101.43–.46).

AT §101.109

2122

Statements on Standards for Attestation Engagements

attest service. The SSCS applies to the balance of the consulting service engagement. [Paragraph renumbered by the issuance of Statement on Standards
for Attestation Engagements No. 11, January 2002.]
.110 When the practitioner determines that an attest service is to be provided as part of a consulting service engagement, the practitioner should inform the client of the relevant differences between the two types of services
and obtain concurrence that the attest service is to be performed in accordance
with the appropriate professional requirements. The practitioner should take
such actions because the professional requirements for an attest service differ
from those for a consulting service engagement. [Paragraph renumbered by
the issuance of Statement on Standards for Attestation Engagements No. 11,
January 2002.]
.111 The practitioner should issue separate reports on the attest engagement and the consulting service engagement and, if presented in a common
binder, the report on the attest engagement or service should be clearly identified and segregated from the report on the consulting service engagement.
[Paragraph renumbered by the issuance of Statement on Standards for Attestation Engagements No. 11, January 2002.]

Subject Matter, Assertions, Criteria, and Evidence
.112 An attest service may involve subject matter, an assertion, criteria,
or evidential matter developed during a concurrent or prior consulting service
engagement. Subject matter or an assertion developed with the practitioner's
advice and assistance as the result of such consulting services engagement
may be the subject of an attest engagement, provided the responsible party
accepts and acknowledges responsibility for the subject matter or assertion.
(See paragraph .12.) Criteria developed with the practitioner's assistance may
be used to evaluate subject matter in an attest engagement, provided such
criteria meet the requirements of this section. Relevant information obtained
in the course of a concurrent or prior consulting service engagement may be used
as evidential matter in an attest engagement, provided the information satisfies
the requirements of this section. [Paragraph renumbered by the issuance of
Statement on Standards for Attestation Engagements No. 11, January 2002.]

Effective Date
.113 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted. [Paragraph renumbered by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]
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Appendix A
Examination Reports
Example 1
This is a standard examination report on subject matter for general use. This
report pertains to subject matter for which suitable criteria exist and are available to all users through inclusion in a clear manner in the presentation of the
subject matter. (See paragraphs .78 to .83 for guidance on restricting the use of
the report when criteria are available only to specified parties; see Example 4
for an illustration of such a report.) A written assertion has been obtained from
the responsible party.
Independent Accountant's Report
We have examined the [identify the subject matter—for example, the accompanying schedule of investment returns of XYZ Company for the year ended
December 31, 20XX]. XYZ Company's management is responsible for the schedule of investment returns. Our responsibility is to express an opinion based on
our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting [identify the
subject matter—for example, XYZ Company's schedule of investment returns]
and performing such other procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for
our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
In our opinion, the schedule referred to above presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Company for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].
[Signature]
[Date]

Example 2
This report is a standard examination report on an assertion for general use.
The report pertains to subject matter for which suitable criteria exist and are
available to all users through inclusion in a clear manner in the presentation
of the subject matter. (See paragraphs .78 to .83 for guidance on restricting the
use of the report when criteria are available only to specified parties.) A written
assertion has been obtained from the responsible party.
Independent Accountant's Report
We have examined management's assertion that [identify the assertion—for
example, the accompanying schedule of investment returns of XYZ Company
for the year ended December 31, 20XX is presented in accordance with ABC
criteria set forth in Note 1]. XYZ Company's management is responsible for the
assertion. Our responsibility is to express an opinion on the assertion based on
our examination.
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Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting management's
assertion and performing such other procedures as we considered necessary
in the circumstances. We believe that our examination provides a reasonable
basis for our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]
In our opinion, management's assertion referred to above is fairly stated, in all
material respects, based on [identify established or stated criteria—for example,
the ABC criteria set forth in Note 1].
[Signature]
[Date]

Example 3
This is an examination report for general use; the introductory paragraph states
the practitioner has examined management's assertion but the practitioner
opines directly on the subject matter (see paragraph .87). The report pertains
to subject matter for which suitable criteria exist and are available to all users
through inclusion in a clear manner in the presentation of the subject matter.
(See paragraphs .78 to .83 for guidance on restricting the use of the report
when criteria are available only to specified parties.) A written assertion has
been obtained from the responsible party.
Independent Accountant's Report
We have examined management's assertion that [identify the assertion—for
example, the accompanying schedule of investment returns of XYZ Company for
the year ended December 31, 20XX is presented in accordance with the ABC
criteria set forth in Note 1]. XYZ Company's management is responsible for the
assertion. Our responsibility is to express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting [identify the
subject matter—for example, XYZ Company's schedule of investment returns]
and performing such other procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for
our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]
In our opinion, the schedule referred to above, presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Company for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].
[Signature]
[Date]

Example 4
This is an examination report on subject matter. Although suitable criteria
exist, use of the report is restricted because the criteria are available only to
specified parties. (See paragraph .34.) A written assertion has been obtained
from the responsible party.
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Independent Accountant's Report
We have examined the accompanying schedule of investment returns of XYZ
Company for the year ended December 31, 20XX. XYZ Company's management
is responsible for the schedule of investment returns. Our responsibility is to
express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting [identify the
subject matter—for example, XYZ Company's schedule of investment returns]
and performing such other procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for
our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]
In our opinion, the schedule referred to above, presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Company for the year ended December 31, 20XX] based on the ABC criteria referred
to in the investment management agreement between XYZ Company and DEF
Investment Managers, Ltd., dated November 15, 20X1.
This report is intended solely for the information and use of XYZ Company and
[identify other specified parties—for example, DEF Investment Managers, Ltd.]
and is not intended to be and should not be used by anyone other than these
specified parties.
[Signature]
[Date]

Example 5
This is an examination report with a qualified opinion because conditions exist
that, individually or in combination, result in one or more material misstatements or deviations from the criteria; the report is for general use. The report
pertains to subject matter for which suitable criteria exist and are available to
all users through inclusion in a clear manner in the presentation of the subject
matter. (See paragraphs .78 to .83 for guidance on restricting the use of the
report when criteria are available only to specified parties.) A written assertion
has been obtained from the responsible party.
Independent Accountant's Report
We have examined the accompanying schedule of investment returns of XYZ
Company for the year ended December 31, 20XX. XYZ Company's management
is responsible for the schedule of investment returns. Our responsibility is to
express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting [identify the
subject matter—for example, XYZ Company's schedule of investment returns]
and performing such other procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for
our opinion.
Our examination disclosed the following [describe condition(s) that, individually or in the aggregate, resulted in a material misstatement or deviation from
the criteria].
In our opinion, except for the material misstatement [or deviation from the
criteria] described in the preceding paragraph, the schedule referred to above,

AT §101.114

2126

Statements on Standards for Attestation Engagements

presents, in all material respects, [identify the subject matter—for example, the
investment returns of XYZ Company for the year ended December 31, 20XX]
based on [identify criteria—for example, the ABC criteria set forth in Note 1].
[Signature]
[Date]

Example 6
This is an examination report that contains a disclaimer of opinion because of
a scope restriction. (See paragraph .74 for reporting guidance when there is
a scope restriction.) The report pertains to subject matter for which suitable
criteria exist and are available to all users through inclusion in a clear manner
in the presentation of the subject matter.
Independent Accountant's Report
We were engaged to examine the accompanying schedule of investment returns
of XYZ Company for the year ended December 31, 20XX. XYZ Company's management is responsible for the schedule of investment returns.
[Scope paragraph should be omitted.]
[Include paragraph to describe scope restrictions.]
Because of the restriction on the scope of our examination discussed in the
preceding paragraph, the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion on whether the schedule referred
to above presents, in all material respects, [identify the subject matter—for example, the investment returns of XYZ Company for the year ended December
31, 20XX] based on [identify criteria—for example, the ABC criteria set forth in
Note 1].
[Signature]
[Date]

Example 7
This is an examination report on subject matter that is the responsibility of a
party other than the client. The report is restricted as to use since a written
assertion has not been provided by the responsible party. (See paragraph .78.)
The subject matter pertains to criteria that are suitable and are available to
the client.
Independent Accountant's Report
To the Board of Directors
DEF Company:
We have examined the [identify the subject matter—for example, the accompanying schedule of investment returns of XYZ Company for the year ended December 31, 20XX]. XYZ Company's management is responsible for the schedule
of investment returns. XYZ management did not provide us a written assertion
about their schedule of investment returns for the year ended December 31,
20XX. Our responsibility is to express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence supporting [identify the
subject matter—for example, XYZ Company's schedule of investment returns]
and performing such other procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for
our opinion.
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[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
In our opinion, the schedule referred to above presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Company for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].
This report is intended solely for the information and use of the management
and board of directors of DEF Company and is not intended to be and should
not be used by anyone other than these specified parties.
[Signature]
[Date]
[Paragraph renumbered by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]
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Appendix B
Review Reports
Example 1
This is a standard review report on subject matter for general use. The report
pertains to subject matter for which suitable criteria exist and are available to
all users through inclusion in a clear manner in the presentation of the subject
matter. (See paragraphs .78 to .83 for guidance on restricting the use of the
report when criteria are available only to specified parties.) A written assertion
has been obtained from the responsible party.
Independent Accountant's Report
We have reviewed the [identify the subject matter—for example, the accompanying schedule of investment returns of XYZ Company for the year ended December
31, 20XX]. XYZ Company's management is responsible for the schedule of investment returns.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substantially less in scope than an examination, the objective of which is the expression of an opinion on [identify the subject matter—for example, XYZ Company's
schedule of investment returns]. Accordingly, we do not express such an opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
Based on our review, nothing came to our attention that caused us to believe
that the [identify the subject matter—for example, schedule of investment returns
of XYZ Company for the year ended December 31, 20XX] is not presented, in
all material respects, in conformity with [identify the criteria—for example, the
ABC criteria set forth in Note 1].
[Signature]
[Date]

Example 2
This is a review report on subject matter that is the responsibility of a party
other than the client. This review report is restricted as to use since a written
assertion has not been provided by the responsible party. (See paragraph .78.)
The subject matter pertains to criteria that are suitable and are available to
the client.
Independent Accountant's Report
To the Board of Directors
DEF Company:
We have reviewed [identify the subject matter—for example, the accompanying
schedule of investment returns of XYZ Company for the year ended December
31, 20XX]. XYZ Company's management is responsible for the schedule of investment returns. XYZ Company's management did not provide us a written
assertion about their schedule of investment returns for the year ended December 31, 20XX.
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Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substantially less in scope than an examination, the objective of which is the expression of an opinion on [identify the subject matter—for example, XYZ Company's
schedule of investment returns]. Accordingly, we do not express such an opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
Based on our review, nothing came to our attention that caused us to believe
that [identify the subject matter—for example, the schedule of investment returns
of XYZ Company for the year ended December 31, 20XX] is not presented, in
all material respects, in conformity with [identify the criteria—for example, the
ABC criteria set forth in Note 1].
This report is intended solely for the information and use of the management
and board of directors of DEF Company and is not intended to be and should
not be used by anyone other than these specified parties.
[Signature]
[Date]

Example 3
This is a review report on an assertion. Although suitable criteria exist for the
subject matter, the report is restricted as to use since the criteria are available
only to specified parties; if the criteria are available as described in paragraph
.33 (a) to (d), the paragraph restricting the use of the report would be omitted.
A written assertion has been obtained from the responsible party.
Independent Accountant's Report
We have reviewed management's assertion that [identify the assertion—for example, the accompanying schedule of investment returns of XYZ Company for
the year ended December 31, 20XX is presented in accordance with the ABC
criteria referred to in Note 1]. XYZ Company's management is responsible for
the assertion.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substantially less in scope than an examination, the objective of which is the expression
of an opinion on management's assertion. Accordingly, we do not express such
an opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]
Based on our review, nothing came to our attention that caused us to believe that
management's assertion referred to above is not fairly stated, in all material
respects, based on [identify the criteria—for example, the ABC criteria referred
to in the investment management agreement between XYZ Company and DEF
Investment Managers, Ltd., dated November 15, 20X1].
This report is intended solely for the information and use of XYZ Company and
[identify other specified parties—for example, DEF Investment Managers, Ltd.]
and is not intended to be and should not be used by anyone other than these
specified parties.
[Signature]
[Date]
[Paragraph renumbered by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]
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AT Section 9101

Attest Engagements: Attest Engagements
Interpretations of Section 101
1. Defense Industry Questionnaire on Business Ethics and Conduct 1
.01 Question—Certain defense contractors have made a commitment to
adopt and implement six principles of business ethics and conduct contained in
the Defense Industry Initiatives on Business Ethics and Conduct (Initiatives).
One of those principles concerns defense contractors' public accountability for
their commitment to the Initiatives. That public accountability begins by the
contractor completing an annual Public Accountability Questionnaire (Questionnaire).
.02 Each of the participating signatory companies (signatories) completes a
questionnaire concerning certain policies, procedures and programs which were
to have been in place during the reporting period. The public accountability
process requires signatories to perform internal audits and to provide officer
certifications as to whether the responses to the Questionnaire are current and
accurate.
.03 Alternatively, a defense contractor may request its independent public
accountant (practitioner) to examine or review its responses to the Questionnaire for the purpose of expressing a conclusion about the appropriateness of
those responses in a report. Would such an engagement be an attest engagement under section 101, Attest Engagements?
.04 Interpretation—Section 101 states that the attestation standards apply when a certified public accountant in the practice of public accounting is
engaged to issue or does issue an examination, a review, or an agreed-upon
procedures report on subject matter, or an assertion about the subject matter
that is the responsibility of another party. When a practitioner is engaged by
a defense contractor to provide an examination or a review report on the contractor's written responses to the questionnaire, such an engagement involves
subject matter that is the responsibility of the defense contractor. Consequently,
section 101 applies to such engagements.
.05 Question—Section 101.23 specifies that "the practitioner shall perform
the engagement only if he or she has reason to believe that the subject matter is
capable of evaluation against criteria that are suitable and available to users."
What are the criteria against which such subject matter is to be evaluated and
are such criteria suitable and available?
.06 Interpretation—The criteria for evaluating the defense contractor's
responses are set forth primarily in the Questionnaire and the instructions
thereto. The suitability of those criteria should be evaluated by assessing
whether the criteria meet the characteristics discussed in section 101.24.
.07 The criteria set forth in the Questionnaire and its instructions will,
when properly followed, be suitable. Although these should provide suitable
1
Information regarding the Defense Industry Initiative on Business Ethics and Conduct (DII)
is available at DII's website http://www.dii.org.
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criteria, the Questionnaire and its instructions are not generally available.
Therefore, the practitioner's report should normally be restricted. The availability requirement can be met if the defense contractor attaches the criteria
to the presentation.
.08 Question—What is the nature of the procedures that should be applied
to the Questionnaire responses?
.09 Interpretation—The objective of the procedures performed in either an
examination or a review engagement is to obtain evidential matter that the defense contractor has designed and placed in operation policies and programs in
a manner that supports the signatory's responses to each of the questions on the
Questionnaire and that the policies and programs operated during the period
covered by the Questionnaire. The objective does not include providing assurance about whether the defense contractor's policies and programs operated
effectively to ensure compliance with the defense contractor's code of business
ethics and conduct on the part of individual employees or about whether the
defense contractor and its employees have complied with federal procurement
laws. In an examination, the evidential matter should be sufficient to limit
attestation risk to a level that is appropriately low for the high degree of assurance imparted by an examination report. In a review, this evidential matter
should be sufficient to limit attestation risk to a moderate level.
.10 Examination procedures include obtaining evidential matter by reading relevant policies and programs, making inquiries of appropriate defense
contractor personnel, inspecting documents and records, confirming defense
contractor assertions with its employees or others, and observing activities.
In an examination it will be necessary for a practitioner's procedures to go
beyond simply reading relevant policies and programs and making inquiries
of appropriate defense contractor personnel. Alternatively, review procedures
are generally limited to reading relevant policies and procedures and making
inquiries of appropriate defense contractor personnel. When applying examination or review procedures, the practitioner should assess the appropriateness
(including the comprehensiveness) of the policies and programs supporting the
signatory's responses to each of the questions on the Questionnaire.
.11 A particular defense contractor's policies and programs may vary from
those of other defense contractors. As a result, evidential matter obtained from
the procedures performed cannot be evaluated solely on a quantitative basis.
Consequently, it is not practicable to establish only quantitative guidelines for
determining the nature or extent of the evidential matter that is necessary
to provide the assurance required in either an examination or a review. The
qualitative aspects should also be considered.
.12 In determining the nature, timing, and extent of examination or review procedures, the practitioner should consider information obtained in the
performance of other services for the defense contractor, for example, the audit of the defense contractor's financial statements. For multi-location defense
contractors, whether policies and programs operated during the period should
be evaluated for both the defense contractor's headquarters and for selected defense contracting locations. The practitioner may consider using the work of the
defense contractor's internal auditors. The guidance in AS 2605, Consideration
of the Internal Audit Function, may be useful in that consideration.
.13 Examination procedures, and in some instances review procedures,
may require access to information involving specific instances of actual or alleged noncompliance with laws. An inability to obtain access to such information
because of restrictions imposed by a defense contractor (for example, to protect attorney-client privilege) may constitute a scope limitation. Section 101.73
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through .75 provides guidance in such situations. The practitioner should assess the effect of the inability to obtain access to such information on his or her
ability to form a conclusion about whether the related policy or program operated during the period. If the defense contractor's reasons for not permitting
access to the information are reasonable (for example, the information is the
subject of litigation or a governmental investigation) and have been approved
by an executive officer of the defense contractor, the occurrences of restricted
access to information are few in number, and the practitioner has access to
other information about that specific instance or about other instances that is
sufficient to permit a conclusion to be formed about whether the related policy or program operated during the period, the practitioner ordinarily would
conclude that it is not necessary to disclaim assurance.
.14 If the practitioner's scope of work has been restricted with respect to
one or more questions, the practitioner should consider the implications of that
restriction on the practitioner's ability to form a conclusion about other questions. In addition, as the nature or number of questions on which the defense
contractor has imposed scope limitations increases in significance, the practitioner should consider whether to withdraw from the engagement.
.15 Question—What is the form of report that should be issued to meet the
requirements of section 101?
.16 Interpretation—The standards of reporting in section 101 provide guidance about report content and wording and the circumstances that may require
report modification. Appendix A and Appendix B [paragraphs .21 and .22] provide illustrative reports appropriate for various circumstances. Section 101.66
permits the practitioner to report directly on the subject matter or on management's assertion. In either case, the practitioner should ordinarily obtain a
written assertion. An illustrative defense contractor assertion is also presented
in Appendix A and Appendix B [paragraphs .21 and .22].
.17 The engagements addressed in this Interpretation do not include providing assurance about whether the defense contractor's policies and programs
operated effectively to ensure compliance with the defense contractor's code
of business ethics and conduct on the part of individual employees or about
whether the defense contractor and its employees have complied with federal
procurement laws. The practitioner's report should explicitly disclaim an opinion on the extent of such compliance.
.18 Because variations in individual performance and interpretation will
affect the operation of the defense contractor's policies and programs during the
period, adherence to all such policies and programs in every case may not be
possible. In determining whether a reservation about a response in the Questionnaire is sufficiently significant to result in an opinion modified for an exception to that response, the practitioner should consider the nature, causes,
patterns, and pervasiveness of the instances in which the policies and programs did not operate as designed and their implications for that response in
the Questionnaire.
.19 When scope limitations have precluded the practitioner from forming
an opinion on the responses to one or more questions, the practitioner's report
should describe all such scope restrictions. If the defense contractor imposed
such a scope limitation after the practitioner had begun performing procedures,
that fact should be stated in the report.
.20 A defense contractor may request the practitioner to communicate to
management, the board of directors, or one of its committees, either orally or in
writing, conditions noted that do not constitute significant reservations about
the answers to the Questionnaire but that might nevertheless be of value to
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management. Agreed-upon arrangements between the practitioner and the defense contractor to communicate conditions noted may include, for example,
the reporting of matters of less significance than those contemplated by the
criteria, the existence of conditions specified by the defense contractor, the results of further investigation of matters noted to identify underlying causes, or
suggestions for improvements in various policies or programs. Under these arrangements, the practitioner may be requested to visit specific locations, assess
the effectiveness of specific policies or programs, or undertake specific procedures not otherwise planned. In addition, the practitioner is not precluded from
communicating matters believed to be of value, even if no specific request has
been made.
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.21

Appendix A
Illustrative Defense Contractor Assertions and
Examination Reports
Defense Industry Questionnaire on Business Ethics
and Conduct
Illustration 1: Unqualified Opinion Unrestricted With Criteria Attached to the Presentation
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to ___________ are based on policies and programs in operation for that
period and are appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire.
Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Instructions and Questionnaire on Business Ethics and Conduct with Responses by the XYZ Company for the period from ___________ to ___________.

Examination Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
We have examined the XYZ Company's Statement of Responses to the Defense
Industry Questionnaire on Business Ethics and Conduct for the period from
___________to ___________, and the Questionnaire and responses attached thereto. XYZ
Company's management is responsible for its responses to the Questionnaire.
Our responsibility is to express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence as to whether XYZ Company
had policies and programs in operation during that period that support the affirmative responses to the Questionnaire and performing such other procedures
as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for our opinion. Our examination procedures
were not designed, however, to evaluate whether the aforementioned policies
and programs operated effectively to ensure compliance with the Company's
Code of Business Ethics and Conduct on the part of individual employees or to
evaluate the extent to which the Company or its employees have complied with
federal procurement laws, and we do not express an opinion or any other form
of assurance thereon.
In our opinion, the affirmative responses in the Questionnaire accompanying
the Statement of Responses to the Defense Industry Questionnaire on Business
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Ethics and Conduct for the period from ___________ to ___________ referred to above
are appropriately presented in conformity with the criteria set forth in the
Defense Industry Initiatives on Business Ethics and Conduct, including the
Questionnaire.
Illustration 2: Unqualified Opinion; Report Modified for Negative Responses to Defense Contractor Assertion; Use of the Report is Restricted Because Criteria Are Available Only to Specified Parties
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to ___________ are based on policies and programs in operation for that
period and are appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire. Negative responses indicate that the Company did not have
policies and programs in operation during that period with respect to those
areas.
Attachments: None
(The responses could include an explanation of negative responses if the defense
contractor so desired.)

Examination Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
We have examined the XYZ Company's Statement of Responses to the Defense
Industry Questionnaire on Business Ethics and Conduct for the period from
___________ to ___________. XYZ Company's management is responsible for its responses to the Questionnaire. Our responsibility is to express an opinion based
on our examination.
[Standard Scope Paragraph]
In our opinion, the affirmative responses in the Questionnaire referred to above
are appropriately presented in conformity with the criteria set forth in the
Defense Industry Initiatives on Business Ethics and Conduct, including the
Questionnaire. The negative responses to Questions ___________and ___________in the
Questionnaire indicate that the Company did not have policies and programs
in operation during the period with respect to those areas.
This report is intended solely for the information and use of the XYZ Company
and [identify other specified parties—for example, the Defense Industry Initiative] and is not intended to be and should not be used by anyone other than
these specified parties.
Illustration 3: Opinion Modified for Exception on Certain Response
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to __________, are based on policies and programs in operation for that
period and are appropriately presented in conformity with the criteria set forth
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in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire.
Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from ___________ to ___________ .

Examination Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
[Standard Introductory and Scope Paragraphs]
Management believes that an appropriate mechanism exists for informing employees of the results of any follow-up into their charges of violations of the
Company's Code of Business Ethics and Conduct, and has accordingly answered Question 12 in the affirmative. That mechanism consists principally
of distributing newspaper articles and press releases of violations of federal
procurement laws that have been voluntarily reported to the appropriate governmental agencies. We do not believe that such a mechanism is sufficient,
inasmuch as it does not provide follow-up information on violations reported
by employees that are not deemed reportable to a governmental agency. Consequently, in our opinion, the affirmative response to Question 12 in the Questionnaire is not appropriately presented in conformity with the criteria set forth in
the Defense Industry Initiatives on Business Ethics and Conduct, including the
Questionnaire.
In our opinion, except for the response to Question 12 as discussed in the preceding paragraph, the affirmative responses in the Questionnaire accompanying
the Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________to ___________referred to above are
appropriately presented in conformity with the criteria set forth in the Defense
Industry Initiatives on Business Ethics and Conduct, including the Questionnaire.
Illustration 4: Opinion Modified for Exception on a Certain Response;
Report also Modified for Negative Responses
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to __________ are based on policies and programs in operation for that
period and are appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire. Negative responses indicate that the Company did not have
policies and programs in operation during that period with respect to those
areas.
Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from ___________ to ___________ .
(The responses could include an explanation of negative responses if the defense
contractor so desired.)
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Examination Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
[Standard Introductory and Scope Paragraphs]
Management believes that an appropriate mechanism exists for letting employees know of the results of any follow-up into their charges of violations
of the Company's Code of Business Ethics and Conduct, and has accordingly
answered Question 12 in the affirmative. That mechanism consists principally
of distributing newspaper articles and press releases of violations of federal
procurement laws that have been voluntarily reported to the appropriate governmental agencies. We do not believe that such a mechanism is sufficient,
inasmuch as it does not provide follow-up information on violations reported
by employees that are not deemed reportable to a governmental agency. Consequently, in our opinion, the affirmative response to Question 12 in the Questionnaire is not appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire.
In our opinion, except for the response to Question 12 as discussed in the preceding paragraph, the affirmative responses in the Questionnaire accompanying
the Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________to ___________referred to above are
appropriately presented in conformity with the criteria set forth in the Defense
Industry Initiatives on Business Ethics and Conduct, including the Questionnaire. The negative responses to Questions ___________ and ___________ in the Questionnaire indicate that the Company did not have policies and programs in
operation during the period with respect to those areas.
Illustration 5: Opinion Disclaimed on Certain Responses Because of
Scope Restrictions Imposed by Client
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to ___________ are based on policies and programs in operation for that
period and are appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire.
Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from ___________ to ___________ .

Examination Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
[Standard Introductory Paragraph]
Except as described below, our examination was conducted in accordance with
attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence
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as to whether XYZ Company had policies and programs in operation during
that period that support the affirmative responses to the Questionnaire. We
believe that our examination provides a reasonable basis for our opinion. Our
examination procedures were not designed, however, to evaluate whether the
aforementioned policies and programs operated effectively to ensure compliance with the Company's Code of Business Ethics and Conduct on the part of
individual employees or to evaluate the extent to which the Company or its employees have complied with federal procurement laws, and we do not express
an opinion or any other form of assurance thereon.
We were not permitted to read relevant documents and files or interview appropriate employees to determine that the affirmative answers to Questions
6, 7, and 8 are appropriate. The nature of those questions precluded us from
satisfying ourselves as to the appropriateness of those answers by means of
other examination procedures.
In our opinion, the affirmative responses to Questions 1 through 5 and 9 through
17 in the Questionnaire accompanying the Statement of Responses to the Defense
Industry Questionnaire on Business Ethics and Conduct for the period from
___________to ___________referred to above are appropriately presented in conformity
with the criteria set forth in the Defense Industry Initiatives on Business Ethics
and Conduct, including the Questionnaire. Because of the matters discussed in
the preceding paragraph, the scope of our work was not sufficient to express,
and we do not express, an opinion on the appropriateness of the affirmative
responses to Questions 6, 7, and 8 in the Questionnaire.
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Appendix B
Illustrative Defense Contractor Assertion and Review
Report Restricted Because Criteria Are Available Only To
Specified Parties
Defense Industry Questionnaire on Business Ethics
and Conduct
Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from ___________ to ___________.
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________to ___________are based on policies and programs in operation during that
period and are appropriately presented in conformity with the criteria set forth
in the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire.
Attachments: None

Review Report
Independent Accountant's Report
To the Board of Directors of the XYZ Company
We have reviewed the XYZ Company's Statement of Responses to the Defense
Industry Questionnaire on Business Ethics and Conduct for the period from
___________ to __________. XYZ Company's management is responsible for the Statement of Responses to the Defense Industry Questionnaire on Business Ethics.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substantially less in scope than an examination, the objective of which is the expression
of an opinion on the affirmative responses in the Questionnaire. Accordingly,
we do not express such an opinion. Additionally, our review was not designed
to evaluate whether the aforementioned policies and programs operated effectively to ensure compliance with the Company's Code of Business Ethics and
Conduct on the part of individual employees or to evaluate the extent to which
the Company or its employees have complied with federal procurement laws
and we do not express an opinion or any other form of assurance thereon.
Based on our review, nothing came to our attention that caused us to believe
that the affirmative responses in the Questionnaire referred to above are not
appropriately presented in conformity with the criteria set forth in the Defense
Industry Initiatives on Business Ethics and Conduct, including the Questionnaire.
This report is intended solely for the information and use of the XYZ Company
and [identify other specified parties—for example, the Defense Industry Initiative] and is not intended to be and should not be used by anyone other than
these specified parties.
[Issue Date: August, 1987; Amended: February, 1989; Modified: May, 1989;
Revised: January, 2001.]
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2. Responding to Requests for Reports on Matters Relating to Solvency
.23 Question—Lenders, as a requisite to the closing of certain secured financings in connection with leveraged buyouts (LBOs), recapitalizations and
certain other financial transactions, have sometimes requested written assurance from an accountant regarding the prospective borrower's solvency and related matters. 2 The lender is concerned that such financings not be considered
to include a fraudulent conveyance or transfer under the Federal Bankruptcy
Code 3 or the relevant state fraudulent conveyance or transfer statute. 4 If the
financing is subsequently determined to have included a fraudulent conveyance
or transfer, repayment obligations and security interests may be set aside or
subordinated to the claims of other creditors.
.24 May a practitioner provide assurance concerning "matters relating to
solvency" as hereinafter defined?
.25 Interpretation—No. For reasons set forth below, a practitioner should
not provide any form of assurance, through examination, review or agreed-upon
procedures engagements, that an entity

•

Is not insolvent at the time the debt is incurred or would not be
rendered insolvent thereby.

•
•

Does not have unreasonably small capital.
Has the ability to pay its debts as they mature.

In the context of particular transactions other terms are sometimes used or defined by the parties as equivalents of or substitutes for the terms listed above
(e.g., fair salable value of assets exceeds liabilities). These terms, and those matters listed above, are hereinafter referred to as "matters relating to solvency."
The prohibition extends to providing assurance concerning all such terms.
.26 The third general attestation standard states that the practitioner
shall perform the engagement only if he or she has reason to believe that the

2
While this interpretation describes requests from secured lenders and summarizes the potential
effects of fraudulent conveyance or transfer laws upon such lenders, the interpretation is not limited
to requests from lenders. All requests for assurance on matters relating to solvency are governed by
this interpretation.
3
Section 548 of the Federal Bankruptcy Code defines fraudulent transfers and obligations as
follows:

"The trustee may avoid any transfer of an interest of the debtor in property or any obligation
incurred by the debtor, that was made or incurred on or within one year before the date of the
filing of the petition, if the debtor voluntarily or involuntarily—
(1) made such transfer or incurred such obligation with actual intent to hinder, delay, or
defraud any entity to which the debtor was or became, on or after the date that such transfer
occurred or such obligation was incurred, indebted; or
"(2)(A) received less than a reasonably equivalent value in exchange for such transfer or
obligation; and
"(2)(B)(i) was insolvent on the date that such transfer was made or such obligation was
incurred, or became insolvent as a result of such transfer or obligation;
"(2)(B)(ii) was engaged in business or a transaction, or was about to engage in business or a
transaction, for which any property remaining with the debtor was an unreasonably small
capital; or
"(2)(B)(iii) intended to incur, or believed that the debtor would incur, debts that would be
beyond the debtor's ability to pay as such debts matured." (Bankruptcy Law Reporter, 3 vols.
[Chicago: Commerce Clearing House, 1986], vol. 1, 1339).
4
State fraudulent conveyance or transfer statutes such as the Uniform Fraudulent Conveyance
Act and the Uniform Fraudulent Transfer Act reflect substantially similar provisions. These state
laws may be employed absent a declaration of bankruptcy or by a bankruptcy trustee under section
544(1) of the Federal Bankruptcy Code. While the statute of limitations varies from state to state, in
some states financing transactions may be vulnerable to challenge for up to six years from closing.
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subject matter is capable of evaluation against criteria that are suitable and
available to users. Suitable criteria must have each of the following attributes:

•
•

Objectivity—Criteria should be free from bias.

•

Completeness—Criteria should be sufficiently complete so those
relevant factors that would alter a conclusion about subject matter
are not omitted.

•

Relevance—Criteria should be relevant to the subject matter.

Measurability—Criteria should permit reasonably consistent
measurements, qualitative or quantitative, of subject matter.

In addition, the second general attestation standard states that the engagement shall be performed by a practitioner or practitioners having adequate
knowledge of the subject matter.
.27 The matters relating to solvency mentioned in paragraph .23 above are
subject to legal interpretation under, and varying legal definition in, the Federal Bankruptcy Code and various state fraudulent conveyance and transfer
statutes. Because these matters are not clearly defined in an accounting sense,
and are therefore subject to varying interpretations, they do not provide the
practitioner with suitable criteria required to evaluate the subject matter or
an assertion under the third general attestation standard. In addition, lenders
are concerned with legal issues on matters relating to solvency and the practitioner is generally unable to evaluate or provide assurance on these matters
of legal interpretation. Therefore, practitioners are precluded from giving any
form of assurance on matters relating to solvency or any financial presentation
of matters relating to solvency.
.28 Under existing AICPA standards, the practitioner may provide a client
with various professional services that may be useful to the client in connection
with a financing. These services include:

•
•

Audit of historical financial statements.

•

Examination or review of pro forma financial information (section
401, Reporting on Pro Forma Financial Information).

•

Examination or compilation of prospective financial information
(section 301, Financial Forecasts and Projections).

Review of historical financial information (a review in accordance
with AS 4105, Reviews of Interim Financial Information, of interim financial information or in accordance with AR section 100,
Compilation and Review of Financial Statements).

.29 In addition, under existing AICPA attestation standards (section 201),
the practitioner can provide the client and lender with an agreed-upon procedures report. In such an engagement, a client and lender may request that
specified procedures be applied to various financial presentations, such as historical financial information, pro forma financial information and prospective
financial information, which can be useful to a client or lender in connection
with a financing.
.30 The practitioner should be aware that certain of the services described
in paragraph .28 require that the practitioner have an appropriate level of
knowledge of the entity's accounting and financial reporting practices and its
internal control. This has ordinarily been obtained by the practitioner auditing
historical financial statements of the entity for the most recent annual period
or by otherwise obtaining an equivalent knowledge base. When considering
acceptance of an engagement relating to a financing, the practitioner should
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consider whether he or she can perform these services without an equivalent
knowledge base.
.31 A report on agreed-upon procedures should not provide any assurances
on matters relating to solvency or any financial presentation of matters relating to solvency (e.g., fair salable value of assets less liabilities or fair salable
value of assets less liabilities, contingent liabilities and other commitments). A
practitioner's report on the results of applying agreed-upon procedures should
contain the report elements set forth in section 201.31 (or section 301.55 if
applying agreed upon procedures to prospective financial information). The
practitioner's report on the results of applying agreed-upon procedures should:

•

State that the service has been requested in connection with a
financing (no reference should be made to any solvency provisions
in the financing agreement).

•

State that no representations are provided regarding questions of
legal interpretation.

•

State that no assurance is provided concerning the borrower's (1)
solvency, (2) adequacy of capital or (3) ability to pay its debts.

•

State that the procedures should not be taken to supplant any
additional inquiries and procedures that the lender should undertake in its consideration of the proposed financing.

•

Where applicable, state that an audit of recent historical financial
statements has previously been performed and that no audit of
any historical financial statements for a subsequent period has
been performed. In addition, if any services have been performed
pursuant to paragraph .28, they may be referred to.

.32 The report ordinarily is dated at or shortly before the closing date. The
financing agreement ordinarily specifies the date, often referred to as the cutoff
date, to which the report is to relate (for example, a date three business days
before the date of the report). The report should state that the inquiries and
other procedures carried out in connection with the report did not cover the
period from the cutoff date to the date of the report.
.33 The practitioner might consider furnishing the client with a draft of the
agreed-upon procedures report. The draft report should deal with all matters
expected to be covered in the terms expected to be used in the final report.
The draft report should be identified as a draft in order to avoid giving the
impression that the procedures described therein have been performed. This
practice of furnishing a draft report at an early point permits the practitioner
to make clear to the client and lender what they may expect the accountant to
furnish and gives them an opportunity to change the financing agreement or
the agreed-upon procedures if they so desire.
[Issue Date: May, 1988; Amended: February, 1993; Revised: January, 2001.]

3. Applicability of Attestation Standards to Litigation Services
.34 Question—Section 101, Attest Engagements, paragraph .04, provides
an example of a litigation service provided by practitioners that would not be
considered an attest engagement as defined by section 101. When does section
101 not apply to litigation service engagements?
.35 Interpretation—Section 101 does not apply to litigation services that
involve pending or potential formal legal or regulatory proceedings before a
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"trier of fact" 5 in connection with the resolution of a dispute between two or
more parties in any of the following circumstances when the:
a.

Practitioner has not been engaged to issue and does not issue an
examination, a review, or an agreed-upon procedures report on
subject matter, or an assertion about the subject matter that is
the responsibility of another party.

b.

Service comprises being an expert witness.

c.

Service comprises being a trier of fact or acting on behalf of one.

d.

Practitioner's work under the rules of the proceedings is subject
to detailed analysis and challenge by each party to the dispute.

e.

Practitioner is engaged by an attorney to do work that will be
protected by the attorney's work product privilege and such work
is not intended to be used for other purposes.

When performing such litigation services, the practitioner should comply with
Rule 201, General Standards, of the AICPA Code of Professional Conduct [ET
section 201.01].
.36 Question—When does section 101 apply to litigation service engagements?
.37 Interpretation—Section 101 applies to litigation service engagements
only when the practitioner is engaged to issue or does issue an examination, a
review, or an agreed-upon procedures report on subject matter, or an assertion
about the subject matter, that is the responsibility of another party.
.38 Question—Section 101.04c provides the following example of litigation
service engagements that are not considered attest engagements:
Services performed in accordance with the Statement on Standards for Consulting Services, such as. . . . engagements in which a practitioner is engaged to
testify as an expert witness in accounting, auditing, taxation, or other matters,
given certain stipulated facts.

What does the term "stipulated facts" as used in section 101.04c mean?
.39 Interpretation—The term "stipulated facts" as used in section 101.04c
means facts or assumptions that are specified by one or more parties to a dispute
to serve as the basis for the development of an expert opinion. It is not used in
its typical legal sense of facts agreed to by all parties involved in a dispute.
.40 Question—Does Attest Engagements Interpretation No. 2, Responding
to Requests for Reports on Matters Relating to Solvency (paragraphs .23 through
.33), prohibit a practitioner from providing expert testimony, as described in
section 101.04c before a "trier of fact" on matters relating to solvency?
.41 Interpretation—No. Matters relating to solvency mentioned in paragraph .25 are subject to legal interpretation under, and varying legal definition
in, the Federal Bankruptcy Code and various state fraudulent conveyance and
transfer statutes. Because these matters are not clearly defined in an accounting sense, and therefore subject to varying interpretations, they do not provide
the practitioner with the suitable criteria required to evaluate the assertion.
Thus, Attest Engagements Interpretation No. 2, Responding to Requests for Reports on Matters Relating to Solvency (paragraphs .23 through .33), prohibits a

5
A "trier of fact" in this section means a court, regulatory body, or government authority; their
agents; a grand jury; or an arbitrator or mediator of the dispute.

AT §9101.36

Attest Engagements

2145

practitioner from providing any form of assurance in reporting upon examination, review or agreed-upon procedures engagements about matters relating to
solvency (as defined in paragraph .25).
.42 However, a practitioner who is involved with pending or potential formal legal or regulatory proceedings before a "trier of fact" in connection with
the resolution of a dispute between two or more parties may provide an expert
opinion or consulting advice about matters relating to solvency. The prohibition
in paragraphs .23 through .33 does not apply in such engagements because as
part of the legal or regulatory proceedings, each party to the dispute has the opportunity to analyze and challenge the legal definition and interpretation of the
matters relating to solvency and the criteria the practitioner uses to evaluate
matters related to solvency. Such services are not intended to be used by others
who do not have the opportunity to analyze and challenge such definitions and
interpretations.
[Issue Date: July, 1990; Revised: January, 2001.]

4. Providing Access to or Copies of Attest Documentation to a Regulator
[.43] [Paragraph deleted.]
.44 Illustrative letters in response to a regulatory request for access to
or copies of the attest documentation related to an examination engagement
performed in accordance with section 601, Compliance Attestation, and an
agreed-upon procedures engagement performed in accordance with section 201,
Agreed-Upon Procedures Engagements, follow.
.45 Illustrative letter for examination engagement:
Illustrative Letter to Regulator 6
[Date]
[Name and Address of Regulatory Agency]
Your representatives have requested access to our attest documentation in connection with our engagement to examine (identify the subject matter examined
or restate management's assertion). It is our understanding that the purpose
of your request is (state purpose: for example, "to facilitate your regulatory
examination"). 7
Our examination was conducted in accordance with attestation standards 8 established by the American Institute of Certified Public Accountants, the objective of which is to form an opinion as to whether the subject matter (or management's assertion) is fairly stated, in all material respects, based on (identify
criteria). Under these standards, we have the responsibility to plan and perform
our examination to provide a reasonable basis for our opinion and to exercise
due professional care in the performance of our examination. Our examination
is subject to the inherent risk that material noncompliance, if it exists, would
not be detected. In addition, our examination does not address the possibility
6
The practitioner should appropriately modify this letter when the engagement has been conducted in accordance with Statements on Standards for Attestation Engagements and also in accordance with additional attest requirements specified by a regulatory agency (for example, the requirements specified in Government Auditing Standards issued by the Comptroller General of the United
States).
7
If the practitioner is not required by law, regulation, or engagement contract to provide a
regulator access to the attest documentation but otherwise intends to provide such access, the letter
should include a statement that: "Management of (name of entity) has authorized us to provide you
access to our attest documentation for (state purpose)."
8
Refer to footnote 6.

AT §9101.45

2146

Statements on Standards for Attestation Engagements

that material noncompliance may occur in the future. Also, our use of professional judgment and the assessments of attestation risk and materiality for the
purpose of our examination means that matters may have existed that would
have been assessed differently by you. Our examination does not provide a legal
determination on (name of entity)'s compliance with specified requirements.
The attest documentation was prepared for the purpose of providing the principal support for our opinion on (name of entity)'s compliance and to aid in the
performance and supervision of our examination. The attest documentation is
the principal record of attest procedures performed, information obtained, and
conclusions reached in the examination. The procedures that we performed
were limited to those we considered necessary under attestation standards 9
established by the American Institute of Certified Public Accountants to provide us with reasonable basis for our opinion. Accordingly, we make no representation as to the sufficiency or appropriateness, for your purposes, of either
the procedures or information in our attest documentation. In addition, any
notations, comments, and individual conclusions appearing on any of the attest
documentation do not stand alone and should not be read as an opinion on any
part of management's assertion or the related subject matter.
Our examination was conducted for the purpose stated above and was not
planned or performed in contemplation of your (state purpose: for example,
"regulatory examination"). Therefore, items of possible interest to you may not
have been specifically addressed. Accordingly, our examination, and the attest
documentation prepared in connection therewith, should not supplant other
inquiries and procedures that should be undertaken by the (name of regulatory
agency) for the purpose of monitoring and regulating (name of entity). In addition, we have not performed any procedures since the date of our report with
respect to the subject matter (or management's assertion related thereto), and
significant events or circumstances may have occurred since that date.
The attest documentation constitutes and reflects work performed or information obtained by us in the course of our examination. The documents contain
trade secrets and confidential commercial and financial information of our firm
and (name of entity) that is privileged and confidential, and we expressly reserve
all rights with respect to disclosures to third parties. Accordingly, we request
confidential treatment under the Freedom of Information Act or similar laws
and regulations when requests are made for the attest documentation or information contained therein or any documents created by the (name of regulatory
agency) containing information derived there from. We further request that
written notice be given to our firm before distribution of the information in the
attest documentation (or copies thereof) to others, including other governmental agencies, except when such distribution is required by law or regulation. 10
[If it is expected that copies will be requested, add the following:
Any copies of our attest documentation we agree to provide you will contain
a legend "Confidential Treatment Requested by (name of practitioner, address,
telephone number)."]
[Firm signature]

9

Refer to footnote 6.
This illustrative paragraph may not in and of itself be sufficient to gain confidential treatment under the rules and regulations of certain regulatory agencies. The practitioner should consider
tailoring this paragraph to the circumstances after consulting the regulations of each applicable regulatory agency and, if necessary, consult with legal counsel regarding the specific procedures and
requirements necessary to gain confidential treatment.
10
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.46 Example letter for agreed-upon procedures engagements:
Illustrative Letter to Regulator 11
[Date]
[Name and Address of Regulatory Agency]
Your representatives have requested access to our attest documentation in connection with our engagement to perform agreed-upon procedures on (identify
the subject matter or management's assertion). It is our understanding that
the purpose of your request is (state purpose: for example, "to facilitate your
regulatory examinations"). 12
Our agreed-upon procedures engagement was conducted in accordance with attestation standards 13 established by the American Institute of Certified Public
Accountants. Under these standards, we have the responsibility to perform the
agreed-upon procedures to provide a reasonable basis for the findings expressed
in our report. We were not engaged to, and did not, perform an examination,
the objective of which would be to form an opinion on (identify the subject matter or management's assertion). Our engagement is subject to the inherent risk
that material misstatement of (identify the subject matter or management's
assertion), if it exists, would not be detected. (The practitioner may add the
following: "In addition, our engagement does not address the possibility that
material misstatement of (identify the subject matter or management's assertion) may occur in the future.") The procedures that we performed were limited
to those agreed to by the specified users, and the sufficiency of these procedures is solely the responsibility of the specified users of the report. Further,
our engagement does not provide a legal determination on (name of entity)'s
compliance with specified requirements.
The attest documentation was prepared to document agreed-upon procedures
applied, information obtained, and findings reached in the engagement. Accordingly, we make no representation, for your purposes, as to the sufficiency
or appropriateness of the information in our attest documentation. In addition,
any notations, comments, and individual findings appearing on any of the attest
documentation should not be read as an opinion on management's assertion or
the related subject matter, or any part thereof.
Our engagement was performed for the purpose stated above and was not performed in contemplation of your (state purpose: for example, "regulatory examination"). Therefore, items of possible interest to you may not have been
specifically addressed. Accordingly, our engagement, and the attest documentation prepared in connection therewith, should not supplant other inquiries
and procedures that should be undertaken by the (name of regulatory agency)
for the purpose of monitoring and regulating (name of client). In addition, we
have not performed any procedures since the date of our report with respect to
the subject matter or management's assertion related thereto, and significant
events or circumstances may have occurred since that date.

11
The practitioner should appropriately modify this letter when the engagement has been conducted in accordance with Statements on Standards for Attestation Engagements and also in accordance with additional attest requirements specified by a regulatory agency (for example, the requirements specified in Government Auditing Standards issued by the Comptroller General of the United
States).
12
If the practitioner is not required by law, regulation or engagement contract to provide a
regulator access to the attest documentation but otherwise intends to provide such access, the letter
should include a statement that: "Management of (name of entity) has authorized us to provide you
access to our attest documentation for (state purpose)."
13
Refer to footnote 6.
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The attest documentation constitutes and reflects procedures performed or information obtained by us in the course of our engagement. The documents
contain trade secrets and confidential commercial and financial information
of our firm and (name of client) that is privileged and confidential, and we
expressly reserve all rights with respect to disclosures to third parties. Accordingly, we request confidential treatment under the Freedom of Information Act
or similar laws and regulations when requests are made for the attest documentation or information contained therein or any documents created by the
(name of regulatory agency) containing information derived therefrom. We further request that written notice be given to our firm before distribution of the
information in the attest documentation (or copies thereof) to others, including
other governmental agencies, except when such distribution is required by law
or regulation. 14
[If it is expected that copies will be requested, add the following:
Any copies of our attest documentation we agree to provide you will contain
a legend "Confidential Treatment Requested by (name of practitioner, address,
telephone number)."]
[Firm signature]
[Issue Date: May, 1996; Revised: January, 2001; Revised: January, 2002.]

14
This illustrative paragraph may not in and of itself be sufficient to gain confidential treatment under the rules and regulations of certain regulatory agencies. The practitioner should consider
tailoring this paragraph to the circumstances after consulting the regulations of each applicable regulatory agency and, if necessary, consult with legal counsel regarding the specific procedures and
requirements necessary to gain confidential treatment.

AT §9101.46

Agreed-Upon Procedures Engagements

2149

AT Section 201

Agreed-Upon Procedures Engagements
Source: SSAE No. 10; SSAE No. 11.
Effective when the subject matter or assertion is as of or for a period
ending on or after June 1, 2001, unless otherwise indicated.

Introduction and Applicability
.01 This section sets forth attestation standards and provides guidance to
a practitioner concerning performance and reporting in all agreed-upon procedures engagements, except as noted in paragraph .02. A practitioner also should
refer to the following sections of this Statement on Standards for Attestation
Engagements (SSAE), which provide additional guidance for certain types of
agreed-upon procedures engagements:
a. Section 301, Financial Forecasts and Projections
b. Section 601, Compliance Attestation
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A
practitioner must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has been issued.
.02 This section does not apply to the following: 1
a.

b.

c.

d.

Situations in which an auditor reports on specified compliance
requirements based solely on an audit of financial statements, as
addressed in AS 3305, Special Reports, paragraphs .19–.21
Engagements for which the objective is to report in accordance
with AS 6110, Compliance Auditing Considerations in Audits
of Recipients of Governmental Financial Assistance, unless the
terms of the engagement specify that the engagement be performed pursuant to SSAEs
Circumstances covered by paragraph .58 of AS 2601, Consideration of an Entity's Use of a Service Organization, when the service auditor is requested to apply substantive procedures to user
transactions or assets at the service organization, and he or she
makes specific reference in his or her service auditor's report to
having carried out designated procedures (However, this section
applies when the service auditor provides a separate report on
the performance of agreed-upon procedures in an attestation engagement.)
Engagements covered by AS 6101, Letters for Underwriters and
Certain Other Requesting Parties

1
The Attest Interpretation, "Responding to Requests for Reports on Matters Relating to Solvency" (section 9101.23–.33), prohibits the performance of any attest engagements concerning matters
of solvency or insolvency.
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e.

Certain professional services that would not be considered as
falling under this section as described in section 101, Attest Engagements, paragraph .04.

Agreed-Upon Procedures Engagements
.03 An agreed-upon procedures engagement is one in which a practitioner
is engaged by a client to issue a report of findings based on specific procedures
performed on subject matter. The client engages the practitioner to assist specified parties in evaluating subject matter or an assertion as a result of a need
or needs of the specified parties. 2 Because the specified parties require that
findings be independently derived, the services of a practitioner are obtained
to perform procedures and report his or her findings. The specified parties and
the practitioner agree upon the procedures to be performed by the practitioner
that the specified parties believe are appropriate. Because the needs of the
specified parties may vary widely, the nature, timing, and extent of the agreedupon procedures may vary as well; consequently, the specified parties assume
responsibility for the sufficiency of the procedures since they best understand
their own needs. In an engagement performed under this section, the practitioner does not perform an examination or a review, as discussed in section 101,
and does not provide an opinion or negative assurance. 3 (See paragraph .24.)
Instead, the practitioner's report on agreed-upon procedures should be in the
form of procedures and findings. (See paragraph .31.)
.04 As a consequence of the role of the specified parties in agreeing upon
the procedures performed or to be performed, a practitioner's report on such
engagements should clearly indicate that its use is restricted to those specified
parties. 4 Those specified parties, including the client, are hereinafter referred
to as specified parties.

Standards
.05 The general, fieldwork, and reporting standards for attestation engagements as set forth in section 101, together with interpretive guidance regarding
their application as addressed throughout this section, should be followed by
the practitioner in performing and reporting on agreed-upon procedures engagements.

Conditions for Engagement Performance
.06 The practitioner may perform an agreed-upon procedures attest engagement provided that—
a.
b.

2

The practitioner is independent.
One of the following conditions is met.
(1) The party wishing to engage the practitioner is responsible
for the subject matter, or has a reasonable basis for providing a written assertion about the subject matter when
the nature of the subject matter is such that a responsible
party does not otherwise exist.

See paragraphs .08 and .09 for a discussion of subject matter and assertion.
For guidance on expressing an opinion on specified elements, accounts, or items of a financial
statement based on an audit, see AS 3305.11–.18.
4
See section 101.78–.83 for additional guidance regarding restricted-use reports.
3
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d.
e.
f.
g.

h.

i.

j.
k.
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(2) The party wishing to engage the practitioner is not responsible for the subject matter but is able to provide the
practitioner, or have a third party who is responsible for
the subject matter provide the practitioner with evidence
of the third party's responsibility for the subject matter.
The practitioner and the specified parties agree upon the procedures performed or to be performed by the practitioner.
The specified parties take responsibility for the sufficiency of the
agreed-upon procedures for their purposes.
The specific subject matter to which the procedures are to be applied is subject to reasonably consistent measurement.
Criteria to be used in the determination of findings are agreed
upon between the practitioner and the specified parties.
The procedures to be applied to the specific subject matter are
expected to result in reasonably consistent findings using the criteria.
Evidential matter related to the specific subject matter to which
the procedures are applied is expected to exist to provide a reasonable basis for expressing the findings in the practitioner's report.
Where applicable, the practitioner and the specified parties agree
on any materiality limits for reporting purposes. (See paragraph
.25.)
Use of the report is restricted to the specified parties.
For agreed-upon procedures engagements on prospective financial information, the prospective financial statements include a
summary of significant assumptions. (See section 301.52.)

Agreement on and Sufficiency of Procedures
.07 To satisfy the requirements that the practitioner and the specified parties agree upon the procedures performed or to be performed and that the specified parties take responsibility for the sufficiency of the agreed-upon procedures
for their purposes, ordinarily the practitioner should communicate directly with
and obtain affirmative acknowledgment from each of the specified parties. For
example, this may be accomplished by meeting with the specified parties or by
distributing a draft of the anticipated report or a copy of an engagement letter
to the specified parties and obtaining their agreement. If the practitioner is not
able to communicate directly with all of the specified parties, the practitioner
may satisfy these requirements by applying any one or more of the following or
similar procedures.

•

Compare the procedures to be applied to written requirements of
the specified parties.

•

Discuss the procedures to be applied with appropriate representatives of the specified parties involved.

•

Review relevant contracts with or correspondence from the specified parties.

The practitioner should not report on an engagement when specified parties do
not agree upon the procedures performed or to be performed and do not take
responsibility for the sufficiency of the procedures for their purposes. (See paragraph .36 for guidance on satisfying these requirements when the practitioner
is requested to add other parties as specified parties after the date of completion
of the agreed-upon procedures.)
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Subject Matter and Related Assertions
.08 The subject matter of an agreed-upon procedures engagement may
take many different forms and may be at a point in time or covering a period
of time. In an agreed-upon procedures engagement, it is the specific subject
matter to which the agreed-upon procedures are to be applied using the criteria
selected. Even though the procedures are agreed upon between the practitioner
and the specified parties, the subject matter and the criteria must meet the
conditions set forth in the third general standard. (See section 101.23 and .24.)
The criteria against which the specific subject matter needs to be measured may
be recited within the procedures enumerated or referred to in the practitioner's
report.
.09 An assertion is any declaration or set of declarations about whether
the subject matter is based on or in conformity with the criteria selected. A
written assertion is generally not required in an agreed-upon procedures engagement unless specifically required by another attest standard (for example,
see section 601.11). If, however, the practitioner requests the responsible party
to provide an assertion, the assertion may be presented in a representation
letter or another written communication from the responsible party, such as in
a statement, narrative description, or schedule appropriately identifying what
is being presented and the point in time or the period of time covered.

Establishing an Understanding With the Client
.10 The practitioner should establish an understanding with the client regarding the services to be performed. When the practitioner documents the understanding through a written communication with the client (an engagement
letter), such communication should be addressed to the client, and in some circumstances also to all specified parties. Matters that might be included in such
an understanding include the following:

•
•

The nature of the engagement

•
•

Identification of specified parties (See paragraph .36.)

•

Responsibilities of the practitioner (See paragraphs .12 to .14 and
.40.)

•

Reference to attestation standards established by the American
Institute of Certified Public Accountants (AICPA)

•

Agreement on procedures by enumerating (or referring to) the
procedures (See paragraphs .15 to .18.)

•
•
•

Disclaimers expected to be included in the practitioner's report

•
•

Involvement of a specialist (See paragraphs .19 to .21.)
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Identification of the subject matter (or the assertion related
thereto), the responsible party, and the criteria to be used

Specified parties' acknowledgment of their responsibility for the
sufficiency of the procedures

Use restrictions
Assistance to be provided to the practitioner (See paragraphs .22
and .23.)

Agreed-upon materiality limits (See paragraph .25.)
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Nature, Timing, and Extent of Procedures
Responsibility of the Specified Parties
.11 Specified parties are responsible for the sufficiency (nature, timing,
and extent) of the agreed-upon procedures because they best understand their
own needs. The specified parties assume the risk that such procedures might
be insufficient for their purposes. In addition, the specified parties assume the
risk that they might misunderstand or otherwise inappropriately use findings
properly reported by the practitioner.

Practitioner’s Responsibility
.12 The responsibility of the practitioner is to carry out the procedures
and report the findings in accordance with the general, fieldwork, and reporting standards as discussed and interpreted in this section. The practitioner
assumes the risk that misapplication of the procedures may result in inappropriate findings being reported. Furthermore, the practitioner assumes the risk
that appropriate findings may not be reported or may be reported inaccurately.
The practitioner's risks can be reduced through adequate planning and supervision and due professional care in performing the procedures, determining the
findings, and preparing the report.
.13 The practitioner should have adequate knowledge in the specific subject matter to which the agreed-upon procedures are to be applied. He or she
may obtain such knowledge through formal or continuing education, practical
experience, or consultation with others. 5
.14 The practitioner has no responsibility to determine the differences between the agreed-upon procedures to be performed and the procedures that the
practitioner would have determined to be necessary had he or she been engaged
to perform another form of attest engagement. The procedures that the practitioner agrees to perform pursuant to an agreed-upon procedures engagement
may be more or less extensive than the procedures that the practitioner would
determine to be necessary had he or she been engaged to perform another form
of engagement.

Procedures to Be Performed
.15 The procedures that the practitioner and specified parties agree upon
may be as limited or as extensive as the specified parties desire. However, mere
reading of an assertion or specified information about the subject matter does
not constitute a procedure sufficient to permit a practitioner to report on the
results of applying agreed-upon procedures. In some circumstances, the procedures agreed upon evolve or are modified over the course of the engagement. In
general, there is flexibility in determining the procedures as long as the specified parties acknowledge responsibility for the sufficiency of such procedures for
their purposes. Matters that should be agreed upon include the nature, timing,
and extent of the procedures.
.16 The practitioner should not agree to perform procedures that are overly
subjective and thus possibly open to varying interpretations. Terms of uncertain meaning (such as general review, limited review, check, or test) should not
5
Section 601.19 and .20 provide guidance about obtaining an understanding of certain requirements in an agreed-upon procedures engagement on compliance.
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be used in describing the procedures unless such terms are defined within the
agreed-upon procedures. The practitioner should obtain evidential matter from
applying the agreed-upon procedures to provide a reasonable basis for the finding or findings expressed in his or her report, but need not perform additional
procedures outside the scope of the engagement to gather additional evidential
matter.
.17 Examples of appropriate procedures include the following:

•

Execution of a sampling application after agreeing on relevant
parameters

•

Inspection of specified documents evidencing certain types of
transactions or detailed attributes thereof

•
•

Confirmation of specific information with third parties

•

Performance of specific procedures on work performed by others
(including the work of internal auditors—see paragraphs .22 and
.23)

•

Performance of mathematical computations

Comparison of documents, schedules, or analyses with certain
specified attributes

.18 Examples of inappropriate procedures include the following:

•

Mere reading of the work performed by others solely to describe
their findings

•
•
•

Evaluating the competency or objectivity of another party
Obtaining an understanding about a particular subject
Interpreting documents outside the scope of the practitioner's professional expertise

Involvement of a Specialist 6
.19 The practitioner's education and experience enable him or her to be
knowledgeable about business matters in general, but he or she is not expected
to have the expertise of a person trained for or qualified to engage in the practice of another profession or occupation. In certain circumstances, it may be
appropriate to involve a specialist to assist the practitioner in the performance
of one or more procedures. The following are examples.

•

An attorney might provide assistance concerning the interpretation of legal terminology involving laws, regulations, rules, contracts, or grants.

•

A medical specialist might provide assistance in understanding
the characteristics of diagnosis codes documented in patient medical records.

•

An environmental engineer might provide assistance in interpreting environmental remedial action regulatory directives that may
affect the agreed-upon procedures applied to an environmental
liabilities account in a financial statement.

6
A specialist is a person (or firm) possessing skill or knowledge in a particular field other than the
attest function. As used herein, a specialist does not include a person employed by the practitioner's
firm who participates in the attest engagement.

AT §201.17

Agreed-Upon Procedures Engagements

•

2155

A geologist might provide assistance in distinguishing between
varying physical characteristics of a generic minerals group related to information to which the agreed-upon procedures are applied.

.20 The practitioner and the specified parties should explicitly agree to
the involvement of the specialist in assisting a practitioner in the performance
of an agreed-upon procedures engagement. This agreement may be reached
when obtaining agreement on the procedures performed or to be performed
and acknowledgment of responsibility for the sufficiency of the procedures, as
discussed in paragraph .07. The practitioner's report should describe the nature
of the assistance provided by the specialist.
.21 A practitioner may agree to apply procedures to the report or work
product of a specialist that does not constitute assistance by the specialist to
the practitioner in an agreed-upon procedures engagement. For example, the
practitioner may make reference to information contained in a report of a specialist in describing an agreed-upon procedure. However, it is inappropriate
for the practitioner to agree to merely read the specialist's report solely to describe or repeat the findings, or to take responsibility for all or a portion of any
procedures performed by a specialist or the specialist's work product.

Internal Auditors and Other Personnel
.22 The agreed-upon procedures to be enumerated or referred to in the
practitioner's report are to be performed entirely by the practitioner except as
discussed in paragraphs .19 to .21. 7 However, internal auditors or other personnel may prepare schedules and accumulate data or provide other information
for the practitioner's use in performing the agreed-upon procedures. Also, internal auditors may perform and report separately on procedures that they have
carried out. Such procedures may be similar to those that a practitioner may
perform under this section.
.23 A practitioner may agree to perform procedures on information documented in the working papers of internal auditors. For example, the practitioner
may agree to—

•
•

Repeat all or some of the procedures.
Determine whether the internal auditors' working papers contain
documentation of procedures performed and whether the findings
documented in the working papers are presented in a report by
the internal auditors.

However, it is inappropriate for the practitioner to—

•

Agree to merely read the internal auditors' report solely to describe
or repeat their findings.

•

Take responsibility for all or a portion of any procedures performed by internal auditors by reporting those findings as the
practitioner's own.

•

Report in any manner that implies shared responsibility for the
procedures with the internal auditors.

7
AS 2605, Consideration of the Internal Audit Function, does not apply to agreed-upon procedures
engagements.

AT §201.23

2156

Statements on Standards for Attestation Engagements

Findings
.24 A practitioner should present the results of applying agreed-upon procedures to specific subject matter in the form of findings. The practitioner should
not provide negative assurance about whether the subject matter or the assertion is fairly stated based on the criteria. For example, the practitioner should
not include a statement in his or her report that "nothing came to my attention
that caused me to believe that the [identify subject matter] is not presented
based on [or the assertion is not fairly stated based on] [identify criteria]."
.25 The practitioner should report all findings from application of the
agreed-upon procedures. The concept of materiality does not apply to findings
to be reported in an agreed-upon procedures engagement unless the definition
of materiality is agreed to by the specified parties. Any agreed-upon materiality
limits should be described in the practitioner's report.
.26 The practitioner should avoid vague or ambiguous language in reporting findings. Examples of appropriate and inappropriate descriptions of findings
resulting from the application of certain agreed-upon procedures follow.

Procedures
Agreed Upon

Appropriate
Description of
Findings

Inappropriate
Description of
Findings

Inspect the shipment
dates for a sample
(agreed-upon) of specified
shipping documents, and
determine whether any
such dates were
subsequent to December
31, 20XX.

No shipment dates
shown on the sample
of shipping
documents were
subsequent to
December 31, 20XX.

Nothing came to my
attention as a result
of applying that
procedure.

Calculate the number of
blocks of streets paved
during the year ended
September 30, 20XX,
shown on contractors'
certificates of project
completion; compare the
resultant number to the
number in an identified
chart of performance
statistics.

The number of blocks
of streets paved in
the chart of
performance
statistics was Y
blocks more than the
number calculated
from the contractors'
certificates of project
completion.

The number of blocks
of streets paved
approximated the
number of blocks
included in the chart
of performance
statistics.

Calculate the rate of
return on a specified
investment (according to
an agreed-upon formula)
and verify that the
resultant percentage
agrees to the percentage
in an identified schedule.

No exceptions were
found as a result of
applying the
procedure.

The resultant
percentage
approximated the
predetermined
percentage in the
identified schedule.
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Procedures
Agreed Upon

Appropriate
Description of
Findings

Inspect the quality
standards classification
codes in identified
performance test
documents for products
produced during a
specified period; compare
such codes to those shown
in an identified computer
printout.

All classification
codes inspected in
the identified
documents were the
same as those shown
in the computer
printout except for
the following:

Trace all outstanding
checks appearing on a
bank reconciliation as of
a certain date to checks
cleared in the bank
statement of the
subsequent month.

All outstanding
checks appearing on
the bank
reconciliation were
cleared in the
subsequent month's
bank statement
except for the
following:

Inappropriate
Description of
Findings
All classification
codes appeared to
comply with such
performance
documents.

[List all exceptions.]
Nothing came to my
attention as a result
of applying the
procedure.

[List all exceptions.]
Compare the amounts of
the invoices included in
the "over ninety days"
column shown in an
identified schedule of
aged accounts receivable
of a specific customer as
of a certain date to the
amount and invoice date
shown on the outstanding
invoice and determine
whether or not the invoice
dates precede the date
indicated on the schedule
by more than ninety days.

All outstanding
invoice amounts
agreed with the
amounts shown on
the schedule in the
"over ninety days"
column, and the
dates shown on such
invoices preceded the
date indicated on the
schedule by more
than ninety days.

The outstanding
invoice amounts
agreed within
approximation of the
amounts shown on
the schedule in the
"over ninety days"
column, and nothing
came to our attention
that the dates shown
on such invoices
preceded the date
indicated on the
schedule by more
than ninety days.

Working Papers
[.27–.30] [Paragraphs deleted by the issuance of Statement on Standards
for Attestation Engagements No. 11, January 2002.] [8–9]

[8–9]
[Footnotes deleted by the issuance of Statement on Standards for Attestation Engagements
No. 11, January 2002.]
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Reporting
Required Elements
.31 The practitioner's report on agreed-upon procedures should be in the
form of procedures and findings. The practitioner's report should contain the
following elements:
a.

A title that includes the word independent

b.

Identification of the specified parties (See paragraph .36.)

c.

Identification of the subject matter 10 (or the written assertion
related thereto) and the character of the engagement

d.

Identification of the responsible party

e.

A statement that the subject matter is the responsibility of the
responsible party

f.

A statement that the procedures performed were those agreed to
by the specified parties identified in the report

g.

A statement that the agreed-upon procedures engagement was
conducted in accordance with attestation standards established
by the AICPA

h.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibility for the sufficiency of those procedures

i.

A list of the procedures performed (or reference thereto) and
related findings (The practitioner should not provide negative
assurance—see paragraph .24.)

j.

Where applicable, a description of any agreed-upon materiality
limits (See paragraph .25.)

k.

A statement that the practitioner was not engaged to and did not
conduct an examination 11,12 of the subject matter, the objective of
which would be the expression of an opinion, a disclaimer of opinion on the subject matter, and a statement that if the practitioner

10
In some agreed-upon procedures engagements, the practitioner may be asked to apply agreedupon procedures to more than one subject matter or assertion. In these engagements, the practitioner
may issue one report that refers to all subject matter covered or assertions presented. (For example,
see section 601.28.)
11
If the practitioner also wishes to refer to a review, alternate wording would be as follows.

A statement that the practitioner was not engaged to and did not conduct an examination or
a review of the subject matter, the objectives of which would be the expression of an opinion
or limited assurance, a disclaimer of opinion on the subject matter, and a statement that if
the practitioner had performed additional procedures, other matters might have come to his
or her attention that would have been reported.
12
If the subject matter consists of elements, accounts, or items of a financial statement, this
statement may be worded as follows.
We were not engaged to and did not conduct an audit [or a review], the objective of which would
be the expression of an opinion [or limited assurance] on the [identify elements, accounts, or
items of a financial statement].
Accordingly, we do not express such an opinion [or limited assurance]. Alternatively, the wording may
be the following.
These agreed-upon procedures do not constitute an audit [or a review] of financial statements
or any part thereof, the objective of which is the expression of opinion [or limited assurance]
on the financial statements or a part thereof.
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l.
m.

n.
o.

p.
q.

had performed additional procedures, other matters might have
come to his or her attention that would have been reported 13
A statement of restrictions on the use of the report because it is
intended to be used solely by the specified parties 14
Where applicable, reservations or restrictions concerning procedures or findings as discussed in paragraphs .33, .35, .39, and
.40
For an agreed-upon procedures engagement on prospective financial information, all items included in section 301.55
Where applicable, a description of the nature of the assistance
provided by a specialist as discussed in paragraphs .19 through
.21
The manual or printed signature of the practitioner's firm
The date of the report

Illustrative Report
.32 The following is an illustration of an agreed-upon procedures report.
Independent Accountant's Report on Applying Agreed-Upon Procedures
To the Audit Committees and Managements of ABC Inc. and XYZ Fund:
We have performed the procedures enumerated below, which were agreed to
by the audit committees and managements of ABC Inc. and XYZ Fund, solely
to assist you in evaluating the accompanying Statement of Investment Performance Statistics of XYZ Fund (prepared in accordance with the criteria
specified therein) for the year ended December 31, 20X1. XYZ Fund's management is responsible for the statement of investment performance statistics.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
those parties specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.
[Include paragraphs to enumerate procedures and findings.]
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the accompanying Statement of
13
When the practitioner consents to the inclusion of his or her report on an agreed-upon procedures engagement in a document or written communication containing the entity's financial statements, he or she should refer to AS 3320, Association with Financial Statements, or to Statement on
Standards for Accounting and Review Services (SSARS) No. 1, Compilation and Review of Financial
Statements, as appropriate, for guidance on his or her responsibility pertaining to the financial statements. The practitioner should follow (a) AS 3320.04 when the financial statements of a public or
nonpublic entity are audited (or reviewed in accordance with AS 4105, Reviews of Interim Financial
Information), or (b) AS 3320.05 when the financial statements of a public entity are unaudited. The
practitioner should follow SSARS No. 1, paragraph 3 when (a) the financial statements of a nonpublic entity are reviewed or compiled or (b) the financial statements of a nonpublic entity are not
reviewed or compiled and are not submitted by the accountant, as defined in SSARS No. 1, paragraph
1. (See section 101.82 and .83 for guidance when the practitioner combines or includes in a document
a restricted-use report with a general-use report.) [Footnote revised, November 2002, to reflect conforming changes necessary due to the issuance of Statement on Standards for Accounting and Review
Services No. 9.]
14
The purpose of the restriction on the use of the practitioner's report on applying agreed-upon
procedures is to restrict its use to only those parties that have agreed upon the procedures performed
and taken responsibility for the sufficiency of the procedures. Paragraph .36 describes the process for
adding parties who were not originally contemplated in the agreed-upon procedures engagement.
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Investment Performance Statistics of XYZ Fund. Accordingly, we do not express
such an opinion. Had we performed additional procedures, other matters might
have come to our attention that would have been reported to you.
This report is intended solely for the information and use of the audit committees and managements of ABC Inc. and XYZ Fund, 15 and is not intended to be
and should not be used by anyone other than these specified parties.
[Signature]
[Date]

Explanatory Language
.33 The practitioner also may include explanatory language about matters
such as the following:

•

Disclosure of stipulated facts, assumptions, or interpretations (including the source thereof) used in the application of agreed-upon
procedures (For example, see section 601.26.)

•

Description of the condition of records, controls, or data to which
the procedures were applied

•

Explanation that the practitioner has no responsibility to update
his or her report

•

Explanation of sampling risk

Dating of Report
.34 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner's report.

Restrictions on the Performance of Procedures
.35 When circumstances impose restrictions on the performance of the
agreed-upon procedures, the practitioner should attempt to obtain agreement
from the specified parties for modification of the agreed-upon procedures. When
such agreement cannot be obtained (for example, when the agreed-upon procedures are published by a regulatory agency that will not modify the procedures),
the practitioner should describe any restrictions on the performance of procedures in his or her report or withdraw from the engagement.

Adding Specified Parties (Nonparticipant Parties)
.36 Subsequent to the completion of the agreed-upon procedures engagement, a practitioner may be requested to consider the addition of another party
as a specified party (a nonparticipant party). The practitioner may agree to
add a nonparticipant party as a specified party, based on consideration of such
factors as the identity of the nonparticipant party and the intended use of the
report. 16 If the practitioner does agree to add the nonparticipant party, he or
she should obtain affirmative acknowledgment, normally in writing, from the
nonparticipant party agreeing to the procedures performed and of its taking
responsibility for the sufficiency of the procedures. If the nonparticipant party
15
The report may list the specified parties or refer the reader to the specified parties listed
elsewhere in the report.
16
When considering whether to add a nonparticipant party, the guidance in paragraphs .06 and
.07 of AS 3110, Dating of the Independent Auditor's Report, may be helpful.

AT §201.33

Agreed-Upon Procedures Engagements

2161

is added after the practitioner has issued his or her report, the report may be
reissued or the practitioner may provide other written acknowledgment that
the nonparticipant party has been added as a specified party. If the report is
reissued, the report date should not be changed. If the practitioner provides
written acknowledgment that the nonparticipant party has been added as a
specified party, such written acknowledgment ordinarily should state that no
procedures have been performed subsequent to the date of the report.

Written Representations
.37 A practitioner may find a representation letter to be a useful and practical means of obtaining representations from the responsible party. The need
for such a letter may depend on the nature of the engagement and the specified
parties. For example, section 601.68 requires a practitioner to obtain written
representations from the responsible party in an agreed-upon procedures engagement related to compliance with specified requirements.
.38 Examples of matters that might appear in a representation letter from
the responsible party include the following:
a.

A statement acknowledging responsibility for the subject matter
and, when applicable, the assertion
b. A statement acknowledging responsibility for selecting the criteria and for determining that such criteria are appropriate for
their purposes
c. The assertion about the subject matter based on the criteria selected
d. A statement that all known matters contradicting the subject
matter or the assertion and any communication from regulatory
agencies affecting the subject matter or the assertion has been
disclosed to the practitioner
e. Availability of all records relevant to the subject matter and the
agreed-upon procedures
f. Other matters as the practitioner deems appropriate
.39 The responsible party's refusal to furnish written representations determined by the practitioner to be appropriate for the engagement constitutes
a limitation on the performance of the engagement. In such circumstances, the
practitioner should do one of the following.
a.
b.
c.

Disclose in his or her report the inability to obtain representations
from the responsible party.
Withdraw from the engagement. 17
Change the engagement to another form of engagement.

Knowledge of Matters Outside
Agreed-Upon Procedures
.40 The practitioner need not perform procedures beyond the agreed-upon
procedures. However, in connection with the application of agreed-upon procedures, if matters come to the practitioner's attention by other means that significantly contradict the subject matter (or written assertion related thereto)
17
For an agreed-upon procedures engagement performed pursuant to section 601, management's
refusal to furnish all required representations also constitutes a limitation on the scope of the engagement that requires the practitioner to withdraw from the engagement.
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referred to in the practitioner's report, the practitioner should include this
matter in his or her report. 18 For example, if, during the course of applying
agreed-upon procedures regarding an entity's internal control, the practitioner
becomes aware of a material weakness by means other than performance of
the agreed-upon procedure, the practitioner should include this matter in his
or her report.

Change to an Agreed-Upon Procedures Engagement
From Another Form of Engagement
.41 A practitioner who has been engaged to perform another form of attest
engagement or a nonattest service engagement may, before the engagement's
completion, be requested to change the engagement to an agreed-upon procedures engagement under this section. A request to change the engagement
may result from a change in circumstances affecting the client's requirements,
a misunderstanding about the nature of the original services or the alternative
services originally available, or a restriction on the performance of the original
engagement, whether imposed by the client or caused by circumstances.
.42 Before a practitioner who was engaged to perform another form of
engagement agrees to change the engagement to an agreed-upon procedures
engagement, he or she should consider the following:
a.

The possibility that certain procedures performed as part of another type of engagement are not appropriate for inclusion in an
agreed-upon procedures engagement
b. The reason given for the request, particularly the implications
of a restriction on the scope of the original engagement or the
matters to be reported
c. The additional effort required to complete the original engagement
d. If applicable, the reasons for changing from a general-use report
to a restricted-use report
.43 If the specified parties acknowledge agreement to the procedures performed or to be performed and assume responsibility for the sufficiency of the
procedures to be included in the agreed-upon procedures engagement, either of
the following would be considered a reasonable basis for requesting a change
in the engagement—
a.

A change in circumstances that requires another form of engagement
b. A misunderstanding concerning the nature of the original engagement or the available alternatives
.44 In all circumstances, if the original engagement procedures are substantially complete or the effort to complete such procedures is relatively insignificant, the practitioner should consider the propriety of accepting a change
in the engagement.

18
If the practitioner has performed (or has been engaged to perform) an audit of the entity's
financial statements to which an element, account, or item of a financial statement relates and the
auditor's report on such financial statements includes a departure from a standard report [see AS
3101, Reports on Audited Financial Statements], he or she should consider including a reference to
the auditor's report and the departure from the standard report in his or her agreed-upon procedures
report.
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.45 If the practitioner concludes, based on his or her professional judgment,
that there is reasonable justification to change the engagement, and provided
he or she complies with the standards applicable to agreed-upon procedures
engagements, the practitioner should issue an appropriate agreed-upon procedures report. The report should not include reference to either the original
engagement or performance limitations that resulted in the changed engagement. (See paragraph .40.)

Combined Reports Covering Both Restricted-Use and
General-Use Subject Matter or Presentations
.46 When a practitioner performs services pursuant to an engagement to
apply agreed-upon procedures to specific subject matter as part of or in addition
to another form of service, this section applies only to those services described
herein; other Standards would apply to the other services. Other services may
include an audit, review, or compilation of a financial statement, another attest
service performed pursuant to the SSAEs, or a nonattest service. 19 Reports on
applying agreed-upon procedures to specific subject matter may be combined
with reports on such other services, provided the types of services can be clearly
distinguished and the applicable Standards for each service are followed. See
section 101.82 and .83, regarding restricting the use of the combined report.

Effective Date
.47 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted.

19
See section 101.105–.107 for requirements relating to attest services provided as part of a
consulting service engagement.
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.48

Appendix
Additional Illustrative Reports
The following are additional illustrations of reporting on applying agreed-upon
procedures to elements, accounts, or items of a financial statement.
1. Report in Connection With a Proposed Acquisition
Independent Accountant's Report
on Applying Agreed-Upon Procedures
To the Board of Directors and Management of X Company:
We have performed the procedures enumerated below, which were agreed to
by the Board of Directors and Management of X Company, solely to assist you
in connection with the proposed acquisition of Y Company as of December 31,
20XX. Y Company is responsible for its cash and accounts receivable records.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public Accountants. The sufficiency of these procedures is solely the responsibility
of the parties specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.
The procedures and the associated findings are as follows:
Cash
1.

We obtained confirmation of the cash on deposit from the following banks, and we agreed the confirmed balance to the amount
shown on the bank reconciliations maintained by Y Company. We
mathematically checked the bank reconciliations and compared
the resultant cash balances per book to the respective general
ledger account balances.
General Ledger Account
Balances as of
December 31, 20XX

Bank
ABC National Bank
DEF State Bank
XYZ Trust Company regular account
XYZ Trust Company payroll account

$5,000
3,776
86,912
5,000
$110,688

We found no exceptions as a result of the procedures.
Accounts Receivable
2.

We added the individual customer account balances shown in an
aged trial balance of accounts receivable (identified as Exhibit A)
and compared the resultant total with the balance in the general
ledger account.
We found no difference.
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We compared the individual customer account balances shown
in the aged trial balance of accounts receivable (Exhibit A) as
of December 31, 19XX, to the balances shown in the accounts
receivable subsidiary ledger.
We found no exceptions as a result of the comparisons.

4.

We traced the aging (according to invoice dates) for 50 customer
account balances shown in Exhibit A to the details of outstanding
invoices in the accounts receivable subsidiary ledger. The balances selected for tracing were determined by starting at the
eighth item and selecting every fifteenth item thereafter.
We found no exceptions in the aging of the amounts of the 50
customer account balances selected. The sample size traced was
9.8 percent of the aggregate amount of the customer account balances.

5.

We mailed confirmations directly to the customers representing
the 150 largest customer account balances selected from the accounts receivable trial balance, and we received responses as indicated below. We also traced the items constituting the outstanding customer account balance to invoices and supporting shipping documents for customers from which there was no reply. As
agreed, any individual differences in a customer account balance
of less than $300 were to be considered minor, and no further
procedures were performed.
Of the 150 customer balances confirmed, we received responses
from 140 customers; 10 customers did not reply. No exceptions
were identified in 120 of the confirmations received. The differences disclosed in the remaining 20 confirmation replies were either minor in amount (as defined above) or were reconciled to the
customer account balance without proposed adjustment thereto.
A summary of the confirmation results according to the respective
aging categories is as follows.
Accounts Receivable
December 31, 20XX

Aging Categories
Current
Past due:
Less than one month:
One to three months
Over three months

Customer
Account
Balances

Confirmations
Requested

Confirmations
Received

$156,000

$ 76,000

$ 65,000

60,000
36,000
48,000
$300,000

30,000
18,000
48,000
$172,000

19,000
10,000
8,000
$102,000

We were not engaged to and did not conduct an audit, the objective of which would be the expression of an opinion on cash
and accounts receivable. Accordingly, we do not express such an
opinion. Had we performed additional procedures, other matters
might have come to our attention that would have been reported
to you.
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This report is intended solely for the information and use of the board of directors and management of X Company and is not intended to be and should not
be used by anyone other than these specified parties.
[Signature]
[Date]
2. Report in Connection With Claims of Creditors
Independent Accountant's Report
on Applying Agreed-Upon Procedures
To the Trustee of XYZ Company:
We have performed the procedures described below, which were agreed to by
the Trustee of XYZ Company, with respect to the claims of creditors solely to
assist you in determining the validity of claims of XYZ Company as of May 31,
20XX, as set forth in the accompanying Schedule A. XYZ Company is responsible for maintaining records of claims submitted by creditors of XYZ Company.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
the party specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures described below either for the purpose
for which this report has been requested or for any other purpose.
The procedures and associated findings are as follows:
1.

Compare the total of the trial balance of accounts payable at May
31, 20XX, prepared by XYZ Company, to the balance in the related
general ledger account.
The total of the accounts payable trial balance agreed with the
balance in the related general ledger account.

2.

Compare the amounts for claims received from creditors (as
shown in claim documents provided by XYZ Company) to the respective amounts shown in the trial balance of accounts payable.
Using the data included in the claims documents and in XYZ Company's accounts payable detail records, reconcile any differences
found to the accounts payable trial balance.
All differences noted are presented in column 3 of Schedule A.
Except for those amounts shown in column 4 of Schedule A, all
such differences were reconciled.

3.

Obtain the documentation submitted by creditors in support of
the amounts claimed and compare it to the following documentation in XYZ Company's files: invoices, receiving reports, and other
evidence of receipt of goods or services.
No exceptions were found as a result of these comparisons.

We were not engaged to and did not conduct an audit, the objective of which
would be the expression of an opinion on the claims of creditors set forth in
the accompanying Schedule A. Accordingly, we do not express such an opinion.
Had we performed additional procedures, other matters might have come to
our attention that would have been reported to you.
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This report is intended solely for the information and use of the Trustee of XYZ
Company and is not intended to be and should not be used by anyone other
than this specified party.
[Signature]
[Date]
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AT Section 301

Financial Forecasts and Projections
Source: SSAE No. 10; SSAE No. 11.
Effective when the date of the practitioner’s report is on or after June
1, 2001, unless otherwise indicated.

Introduction
.01 This section sets forth standards and provides guidance to practitioners who are engaged to issue or do issue examination (paragraphs .29 to .50),
compilation (paragraphs .12 to .28), or agreed-upon procedures reports (paragraphs .51 to .56) on prospective financial statements.
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A
practitioner must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has been issued.
.02 Whenever a practitioner (a) submits, to his or her client or others,
prospective financial statements that he or she has assembled, or assisted in assembling, that are or reasonably might be expected to be used by another (third)
party 1 or (b) reports on prospective financial statements that are, or reasonably
might be expected to be used by another (third) party, the practitioner should
perform one of the engagements described in the preceding paragraph. In deciding whether the prospective financial statements are or reasonably might
be expected to be used by a third party, the practitioner may rely on either
the written or oral representation of the responsible party, unless information
comes to his or her attention that contradicts the responsible party's representation. If such third-party use of the prospective financial statements is not
reasonably expected, the provisions of this section are not applicable unless
the practitioner has been engaged to examine, compile, or apply agreed-upon
procedures to the prospective financial statements.
.03 This section also provides standards for a practitioner who is engaged
to examine, compile, or apply agreed-upon procedures to partial presentations.
A partial presentation is a presentation of prospective financial information
that excludes one or more of the items required for prospective financial statements as described in Appendix A [paragraph .68], "Minimum Presentation
Guidelines."
.04 The practitioner who has been engaged to or does compile, examine,
or apply agreed-upon procedures to a partial presentation should perform the
engagement in accordance with the guidance in paragraphs .12 to .28 for compilations, .29 to .50 for examinations, and .51 to .56 for agreed-upon procedures,
respectively, modified to reflect the nature of the presentation as discussed in
paragraphs .03, .57, and .58.
1

However, paragraph .59 permits an exception to this for certain types of budgets.
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.05 This section does not provide standards or procedures for engagements
involving prospective financial statements used solely in connection with litigation support services. A practitioner may, however, look to these standards
because they provide helpful guidance for many aspects of such engagements
and may be referred to as useful guidance in such engagements. Litigation
support services are engagements involving pending or potential formal legal
proceedings before a trier of fact in connection with the resolution of a dispute between two or more parties, for example, when a practitioner acts as an
expert witness. This exception is provided because, among other things, the
practitioner's work in such proceedings is ordinarily subject to detailed analysis and challenge by each party to the dispute. This exception does not apply,
however, if either of the following occur.
a.

The practitioner is specifically engaged to issue or does issue an
examination, a compilation, or an agreed-upon procedures report
on prospective financial statements.

b.

The prospective financial statements are for use by third parties
who, under the rules of the proceedings, do not have the opportunity for analysis and challenge by each party to a dispute in a
legal proceeding.

For example, creditors may not have such opportunities when prospective financial statements are submitted to them to secure their agreement to a plan
of reorganization.
.06 In reporting on prospective financial statements, the practitioner may
be called on to assist the responsible party in identifying assumptions, gathering information, or assembling the statements. 2 The responsible party is
nonetheless responsible for the preparation and presentation of the prospective
financial statements because the prospective financial statements are dependent on the actions, plans, and assumptions of the responsible party, and only
it can take responsibility for the assumptions. Accordingly, the practitioner's
engagement should not be characterized in his or her report or in the document
containing his or her report as including "preparation" of the prospective financial statements. A practitioner may be engaged to prepare a financial analysis
of a potential project where the engagement includes obtaining the information, making appropriate assumptions, and assembling the presentation. Such
an analysis is not and should not be characterized as a forecast or projection
and would not be appropriate for general use. However, if the responsible party
reviewed and adopted the assumptions and presentation, or based its assumptions and presentation on the analysis, the practitioner could perform one of
the engagements described in this section and issue a report appropriate for
general use.
.07 The concept of materiality affects the application of this section to
prospective financial statements as materiality affects the application of generally accepted auditing standards (GAAS) to historical financial statements.
Materiality is a concept that is judged in light of the expected range of reasonableness of the information; therefore, users should not expect prospective
information (information about events that have not yet occurred) to be as precise as historical information.

2
Some of these services may not be appropriate if the practitioner is to be named as the person
reporting on an examination in a filing with the Securities and Exchange Commission (SEC). SEC
Release Nos. 33-5992 and 34-15305, "Disclosure of Projections of Future Economic Performance," state
that for prospective financial statements filed with the commission, "a person should not be named
as an outside reviewer if he actively assisted in the preparation of the projection."
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Definitions
.08 For the purposes of this section the following definitions apply.
a.

b.

c.

d.

Prospective financial statements—Either financial forecasts or financial projections including the summaries of significant assumptions and accounting policies. Although prospective financial statements may cover a period that has partially expired,
statements for periods that have completely expired are not considered to be prospective financial statements. Pro forma financial statements and partial presentations are not considered to
be prospective financial statements. 3
Partial presentation—A presentation of prospective financial information that excludes one or more of the items required for
prospective financial statements as described in Appendix A
[paragraph .68], "Minimum Presentation Guidelines." Partial presentations are not ordinarily appropriate for general use; accordingly, partial presentations should be restricted for use by specified parties who will be negotiating directly with the responsible
party.
Financial forecast—Prospective financial statements that
present, to the best of the responsible party's knowledge and belief, an entity's expected financial position, results of operations,
and cash flows. A financial forecast is based on the responsible
party's assumptions reflecting the conditions it expects to exist
and the course of action it expects to take. A financial forecast
may be expressed in specific monetary amounts as a single
point estimate of forecasted results or as a range, where the
responsible party selects key assumptions to form a range within
which it reasonably expects, to the best of its knowledge and
belief, the item or items subject to the assumptions to actually
fall. When a forecast contains a range, the range is not selected
in a biased or misleading manner, for example, a range in which
one end is significantly less expected than the other. Minimum
presentation guidelines for prospective financial statements are
set forth in Appendix A [paragraph .68].
Financial projection—Prospective financial statements that
present, to the best of the responsible party's knowledge and belief, given one or more hypothetical assumptions, an entity's expected financial position, results of operations, and cash flows. A
financial projection is sometimes prepared to present one or more
hypothetical courses of action for evaluation, as in response to a
question such as, "What would happen if . . . ?" A financial projection is based on the responsible party's assumptions reflecting
conditions it expects would exist and the course of action it expects
would be taken, given one or more hypothetical assumptions. A
projection, like a forecast, may contain a range. Minimum presentation guidelines for prospective financial statements are set
forth in Appendix A [paragraph .68].

3
The objective of pro forma financial information is to show what the significant effects on
the historical financial information might have been had a consummated or proposed transaction (or
event) occurred at an earlier date. Although the transaction in question may be prospective, this section
does not apply to such presentations because they are essentially historical financial statements and do
not purport to be prospective financial statements. See section 401, Reporting on Pro Forma Financial
Information.

AT §301.08

2172

Statements on Standards for Attestation Engagements
e.

Entity—Any unit, existing or to be formed, for which financial
statements could be prepared in accordance with generally accepted accounting principles (GAAP) or another comprehensive
basis of accounting. 4 For example, an entity can be an individual,
partnership, corporation, trust, estate, association, or governmental unit.

f.

Hypothetical assumption—An assumption used in a financial projection to present a condition or course of action that is not necessarily expected to occur, but is consistent with the purpose of the
projection.

g.

Responsible party—The person or persons who are responsible for
the assumptions underlying the prospective financial statements.
The responsible party usually is management, but it can be persons outside of the entity who do not currently have the authority
to direct operations (for example, a party considering acquiring
the entity).

h.

Assembly—The manual or computer processing of mathematical or other clerical functions related to the presentation of the
prospective financial statements. Assembly does not refer to the
mere reproduction and collation of such statements or to the responsible party's use of the practitioner's computer processing
hardware or software.

i.

Key factors—The significant matters on which an entity's future
results are expected to depend. Such factors are basic to the entity's operations and thus encompass matters that affect, among
other things, the entity's sales, production, service, and financing activities. Key factors serve as a foundation for prospective
financial statements and are the bases for the assumptions.

Uses of Prospective Financial Statements
.09 Prospective financial statements are for either general use or limited
use. General use of prospective financial statements refers to the use of the statements by persons with whom the responsible party is not negotiating directly,
for example, in an offering statement of an entity's debt or equity interests.
Because recipients of prospective financial statements distributed for general
use are unable to ask the responsible party directly about the presentation, the
presentation most useful to them is one that portrays, to the best of the responsible party's knowledge and belief, the expected results. Thus, only a financial
forecast is appropriate for general use.
.10 Limited use of prospective financial statements refers to the use of
prospective financial statements by the responsible party alone or by the responsible party and third parties with whom the responsible party is negotiating directly. Examples include use in negotiations for a bank loan, submission to
a regulatory agency, and use solely within the entity. Third-party recipients of
prospective financial statements intended for limited use can ask questions of
the responsible party and negotiate terms directly with it. Any type of prospective financial statements that would be useful in the circumstances would normally be appropriate for limited use. Thus, the presentation may be a financial
forecast or a financial projection.

4

AS 3305, Special Reports, discusses comprehensive bases of accounting other than GAAP.
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.11 Because a financial projection is not appropriate for general use, a
practitioner should not consent to the use of his or her name in conjunction with
a financial projection that he or she believes will be distributed to those who
will not be negotiating directly with the responsible party, for example, in an
offering statement of an entity's debt or equity interests, unless the projection
is used to supplement a financial forecast.

Compilation of Prospective Financial Statements
.12 A compilation of prospective financial statements is a professional service that involves the following:
a.

Assembling, to the extent necessary, the prospective financial
statements based on the responsible party's assumptions

b.

Performing the required compilation procedures, 5 including reading the prospective financial statements with their summaries of
significant assumptions and accounting policies, and considering
whether they appear to be presented in conformity with AICPA
presentation guidelines 6 and not obviously inappropriate

c.

Issuing a compilation report

.13 A compilation is not intended to provide assurance on the prospective
financial statements or the assumptions underlying such statements. Because
of the limited nature of the practitioner's procedures, a compilation does not
provide assurance that the practitioner will become aware of significant matters that might be disclosed by more extensive procedures, for example, those
performed in an examination of prospective financial statements.
.14 The summary of significant assumptions is essential to the reader's understanding of prospective financial statements. Accordingly, the practitioner
should not compile prospective financial statements that exclude disclosure of
the summary of significant assumptions. Also, the practitioner should not compile a financial projection that excludes either (a) an identification of the hypothetical assumptions or (b) a description of the limitations on the usefulness of
the presentation.
.15 The following standards apply to a compilation of prospective financial
statements and to the resulting report.
a.

The compilation should be performed by a person or persons
having adequate technical training and proficiency to compile
prospective financial statements.

b.

Due professional care should be exercised in the performance of
the compilation and the preparation of the report.

c.

The work should be adequately planned, and assistants, if any,
should be properly supervised.

d.

Applicable compilation procedures should be performed as a basis for reporting on the compiled prospective financial statements.
(See Appendix B [paragraph .69], "Training and Proficiency, Planning and Procedures Applicable to Compilations," for the procedures to be performed.)

5

See Appendix B [paragraph .69], subparagraph 5, for the required procedures.
AICPA presentation guidelines are detailed in the AICPA Audit and Accounting Guide Guide
for Prospective Financial Information.
6
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The report based on the practitioner's compilation of prospective
financial statements should conform to the applicable guidance
in paragraphs .18 through .28.
.16 The practitioner should consider, after applying the procedures specified in paragraph .69, whether representations or other information he or she
has received appear to be obviously inappropriate, incomplete, or otherwise
misleading, and if so, the practitioner should attempt to obtain additional or
revised information. If he or she does not receive such information, the practitioner should ordinarily withdraw from the compilation engagement. 7 (Note
that the omission of disclosures, other than those relating to significant assumptions, would not require the practitioner to withdraw. See paragraph .26.)

Working Papers
[.17] [Paragraph deleted by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]

Reports on Compiled Prospective Financial Statements
.18 The practitioner's standard report on a compilation of prospective financial statements should include the following:
a.

An identification of the prospective financial statements presented by the responsible party
b. A statement that the practitioner has compiled the prospective
financial statements in accordance with attestation standards established by the American Institute of Certified Public Accountants
c. A statement that a compilation is limited in scope and does not
enable the practitioner to express an opinion or any other form of
assurance on the prospective financial statements or the assumptions
d. A caveat that the prospective results may not be achieved
e. A statement that the practitioner assumes no responsibility to
update the report for events and circumstances occurring after
the date of the report
f. The manual or printed signature of the practitioner's firm
g. The date of the compilation report
.19 The following is the form of the practitioner's standard report on the
compilation of a forecast that does not contain a range. 8
We have compiled the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending, in accordance with attestation standards
established by the American Institute of Certified Public Accountants. 9

7
The practitioner need not withdraw from the engagement if the effect of such information on
the prospective financial statement does not appear to be material.
8
The forms of reports provided in this section are appropriate whether the presentation is based
on GAAP or on another comprehensive basis of accounting.
9
When the presentation is summarized as discussed in Appendix A [paragraph .68], this sentence might read, "We have compiled the accompanying summarized forecast of XYZ Company as of
December 31, 20XX, and for the year then ending in accordance with attestation standards established
by the American Institute of Certified Public Accountants."
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A compilation is limited to presenting in the form of a forecast information that
is the representation of management 10 and does not include evaluation of the
support for the assumptions underlying the forecast. We have not examined
the forecast and, accordingly, do not express an opinion or any other form of assurance on the accompanying statements or assumptions. Furthermore, there
will usually be differences between the forecasted and actual results, because
events and circumstances frequently do not occur as expected, and those differences may be material. We have no responsibility to update this report for
events and circumstances occurring after the date of this report.
[Signature]
[Date]

.20 When the presentation is a projection, the practitioner's compilation
report should include the report elements set forth in paragraph .18. Additionally, the report should include a statement describing the special purpose
for which the projection was prepared as well as a separate paragraph that
restricts the use of the report because it is intended to be used solely by the
specified parties. The following is the form of the practitioner's standard report
on a compilation of a projection that does not contain a range.
We have compiled the accompanying projected balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending, in accordance with attestation standards
established by the American Institute of Certified Public Accountants. 11 The
accompanying projection was prepared for [state special purpose, for example,
"the purpose of negotiating a loan to expand XYZ Company's plant"].
A compilation is limited to presenting in the form of a projection information
that is the representation of management and does not include evaluation of the
support for the assumptions underlying the projection. We have not examined
the projection and, accordingly, do not express an opinion or any other form
of assurance on the accompanying statements or assumptions. Furthermore,
even if [describe hypothetical assumption, for example, "the loan is granted and
the plant is expanded,"] there will usually be differences between the projected
and actual results, because events and circumstances frequently do not occur
as expected, and those differences may be material. We have no responsibility
to update this report for events and circumstances occurring after the date of
this report.
The accompanying projection and this report are intended solely for the information and use of [identify specified parties, for example, "XYZ Company and
DEF Bank"] and is not intended to be and should not be used by anyone other
than these specified parties.
[Signature]
[Date]

10
If the responsible party is other than management, the references to management in the standard reports provided in this section should be changed to refer to the party who assumes responsibility
for the assumptions.
11
When the presentation is summarized as discussed in Appendix A [paragraph .68], this sentence might read as follows.

We have compiled the accompanying summarized projection of XYZ Company as of December
31, 20XX, and for the year then ending in accordance with attestation standards established by
the American Institute of Certified Public Accountants.
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.21 When the prospective financial statements contain a range, the practitioner's standard report should also include a separate paragraph that states
that the responsible party has elected to portray the expected results of one
or more assumptions as a range. The following is an example of the separate
paragraph to be added to the practitioner's report when he or she compiles
prospective financial statements, in this case a forecast, that contain a range.
As described in the summary of significant assumptions, management of XYZ
Company has elected to portray forecasted [describe financial statement element or elements for which the expected results of one or more assumptions fall
within a range, and identify the assumptions expected to fall within a range, for
example, "revenue at the amounts of $X,XXX and $Y,YYY, which is predicated
upon occupancy rates of XX percent and YY percent of available apartments,"]
rather than as a single point estimate. Accordingly, the accompanying forecast
presents forecasted financial position, results of operations, and cash flows [describe one or more assumptions expected to fall within a range, for example, "at
such occupancy rates."] However, there is no assurance that the actual results
will fall within the range of [describe one or more assumptions expected to fall
within a range, for example, "occupancy rates"] presented.

.22 The date of completion of the practitioner's compilation procedures
should be used as the date of the report.
.23 A practitioner may compile prospective financial statements for an entity with respect to which he or she is not independent. 12 In such circumstances,
the practitioner should specifically disclose his or her lack of independence; however, the reason for the lack of independence should not be described. When the
practitioner is not independent, he or she may give the standard compilation
report but should include the following sentence after the last paragraph.
We are not independent with respect to XYZ Company.

.24 Prospective financial statements may be included in a document that
also contains historical financial statements and the practitioner's report
thereon. 13 In addition, the historical financial statements that appear in the
document may be summarized and presented with the prospective financial
statements for comparative purposes. 14 An example of the reference to the practitioner's report on the historical financial statements when he or she audited,
reviewed, or compiled those statements is presented below.
[Concluding sentence of last paragraph]
The historical financial statements for the year ended December 31, 20XX,
[from which the historical data are derived] and our report thereon are set
forth on pages XX-XX of this document.

.25 In some circumstances, a practitioner may wish to expand his or her
report to emphasize a matter regarding the prospective financial statements.
12
In making a judgment about whether he or she is independent, the practitioner should be
guided by the AICPA Code of Professional Conduct. Also, see the Auditing Interpretation "Applicability
of Guidance on Reporting When Not Independent," (paragraphs .19–.22 of AI 25, Association with
Financial Statements: Auditing Interpretations of AS 3320).
13
The practitioner's responsibility with respect to those historical financial statements upon
which he or she is not engaged to perform a professional service is described in AS 3320, Association
with Financial Statements, in the case of public entities, and Statement on Standards for Accounting
and Review Services (SSARS) No. 1, Compilation and Review of Financial Statements, paragraph 3,
in the case of nonpublic entities. [Footnote revised, November 2002, to reflect conforming changes
necessary due to the issuance of Statement on Standards for Accounting and Review Services No. 9.]
14
AS 3315, Reporting on Condensed Financial Statements and Selected Financial Data, discusses
the practitioner's report where summarized financial statements are derived from audited statements
that are not included in the same document.
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Such information may be presented in a separate paragraph of the practitioner's
report. However, the practitioner should exercise care that emphasizing such a
matter does not give the impression that he or she is expressing assurance or
expanding the degree of responsibility he or she is taking with respect to such
information. 15 For example, the practitioner should not include statements in
his or her compilation report about the mathematical accuracy of the statements or their conformity with presentation guidelines.

Modifications of the Standard Compilation Report
.26 An entity may request a practitioner to compile prospective financial
statements that contain presentation deficiencies or omit disclosures other than
those relating to significant assumptions. The practitioner may compile such
prospective financial statements provided the deficiency or omission is clearly
indicated in his or her report and is not, to his or her knowledge, undertaken
with the intention of misleading those who might reasonably be expected to use
such statements.
.27 Notwithstanding the preceding, if the compiled prospective financial
statements are presented on a comprehensive basis of accounting other than
GAAP and do not include disclosure of the basis of accounting used, the basis
should be disclosed in the practitioner's report.
.28 The following is an example of a paragraph that should be added to
a report on compiled prospective financial statements, in this case a financial forecast, in which the summary of significant accounting policies has been
omitted.
Management has elected to omit the summary of significant accounting policies
required by the guidelines for presentation of a forecast established by the
American Institute of Certified Public Accountants. If the omitted disclosures
were included in the forecast, they might influence the user's conclusions about
the Company's financial position, results of operations, and cash flows for the
forecast period. Accordingly, this forecast is not designed for those who are not
informed about such matters.

Examination of Prospective Financial Statements
.29 An examination of prospective financial statements is a professional
service that involves—
a.

Evaluating the preparation of the prospective financial statements.
b. Evaluating the support underlying the assumptions.
c. Evaluating the presentation of the prospective financial statements for conformity with AICPA presentation guidelines. 16
d. Issuing an examination report.
.30 As a result of his or her examination, the practitioner has a basis for
reporting on whether, in his or her opinion—
a.

The prospective financial statements are presented in conformity
with AICPA guidelines.

15
However, the practitioner may provide assurance on tax matters in order to comply with the
requirements of regulations governing practice before the Internal Revenue Service (IRS) contained
in 31 CFR pt. 10 (Treasury Department Circular No. 230).
16
AICPA presentation guidelines are detailed in the AICPA Audit and Accounting Guide Guide
for Prospective Financial Information.
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b.

The assumptions provide a reasonable basis for the responsible
party's forecast, or whether the assumptions provide a reasonable
basis for the responsible party's projection given the hypothetical
assumptions.
.31 The practitioner should follow the general, fieldwork, and reporting
standards for attestation engagements as set forth in section 101, Attest Engagements, in performing an examination of prospective financial statements
and reporting thereon. (See paragraph .70 for standards concerning such technical training and proficiency, planning the examination engagement, and the
types of procedures a practitioner should perform to obtain sufficient evidence
for his or her examination report.)

Working Papers
[.32] [Paragraph deleted by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]

Reports on Examined Prospective Financial Statements
.33 The practitioner's standard report on an examination of prospective
financial statements should include the following:
a.
b.
c.

d.

e.

f.
g.

h.
i.

j.
k.

A title that includes the word independent
An identification of the prospective financial statements presented
An identification of the responsible party and a statement that
the prospective financial statements are the responsibility of the
responsible party
A statement that the practitioner's responsibility is to express an
opinion on the prospective financial statements based on his or
her examination
A statement that the examination of the prospective financial
statements was conducted in accordance with attestation standards established by the American Institute of Certified Public
Accountants and, accordingly, included such procedures as the
practitioner considered necessary in the circumstances
A statement that the practitioner believes that the examination
provides a reasonable basis for his or her opinion
The practitioner's opinion that the prospective financial statements are presented in conformity with AICPA presentation
guidelines and that the underlying assumptions provide a reasonable basis for the forecast or a reasonable basis for the projection
given the hypothetical assumptions 17
A caveat that the prospective results may not be achieved
A statement that the practitioner assumes no responsibility to
update the report for events and circumstances occurring after
the date of the report
The manual or printed signature of the practitioner's firm
The date of the examination report

17
The practitioner's report need not comment on the consistency of the application of accounting principles as long as the presentation of any change in accounting principles is in conformity
with AICPA presentation guidelines as detailed in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information.
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.34 The following is the form of the practitioner's standard report on an
examination of a forecast that does not contain a range.
Independent Accountant's Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending. 18 XYZ Company's management is responsible for the forecast. Our responsibility is to express an opinion on the forecast
based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presentation of the forecast. We believe that our examination provides a reasonable
basis for our opinion.
In our opinion, the accompanying forecast is presented in conformity with guidelines for presentation of a forecast established by the American Institute of Certified Public Accountants, and the underlying assumptions provide a reasonable basis for management's forecast. However, there will usually be differences
between the forecasted and actual results, because events and circumstances
frequently do not occur as expected, and those differences may be material.
We have no responsibility to update this report for events and circumstances
occurring after the date of this report.
[Signature]
[Date]
.35 When a practitioner examines a projection, his or her opinion regarding the assumptions should be conditioned on the hypothetical assumptions;
that is, he or she should express an opinion on whether the assumptions provide a reasonable basis for the projection given the hypothetical assumptions.
The practitioner's examination report on a projection should include the report
elements set forth in paragraph .33. Additionally, the report should include a
statement describing the special purpose for which the projection was prepared
as well a separate paragraph that restricts the use of the report because it is
intended to be used solely by specified parties. The following is the form of the
practitioner's standard report on an examination of a projection that does not
contain a range.
Independent Accountant's Report
We have examined the accompanying projected balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December
31, 20XX, and for the year then ending. 19 XYZ Company's management is responsible for the projection, which was prepared for [state special purpose, for
example, "the purpose of negotiating a loan to expand XYZ Company's plant"].
Our responsibility is to express an opinion on the projection based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
18
When the presentation is summarized as discussed in Appendix A [paragraph .68], this sentence might read, "We have examined the accompanying summarized forecast of XYZ Company as of
December 31, 20XX, and for the year then ending."
19
When the presentation is summarized as discussed in Appendix A [paragraph .68], this sentence might read, "We have examined the accompanying summarized projection of XYZ Company as
of December 31, 20XX, and for the year then ending."
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both the assumptions used by management and the preparation and presentation of the projection. We believe that our examination provides a reasonable
basis for our opinion.
In our opinion, the accompanying projection is presented in conformity with
guidelines for presentation of a projection established by the American Institute of Certified Public Accountants, and the underlying assumptions provide
a reasonable basis for management's projection [describe the hypothetical assumption, for example, "assuming the granting of the requested loan for the
purpose of expanding XYZ Company's plant as described in the summary of
significant assumptions."] However, even if [describe hypothetical assumption,
for example, "the loan is granted and the plant is expanded,"], there will usually be differences between the projected and actual results, because events
and circumstances frequently do not occur as expected, and those differences
may be material. We have no responsibility to update this report for events and
circumstances occurring after the date of this report.
The accompanying projection and this report are intended solely for the information and use of [identify specified parties, for example, "XYZ Company and
DEF National Bank"] and is not intended to be and should not be used by
anyone other than these specified parties.
[Signature]
[Date]
.36 When the prospective financial statements contain a range, the practitioner's standard report should also include a separate paragraph that states
that the responsible party has elected to portray the expected results of one
or more assumptions as a range. The following is an example of the separate
paragraph to be added to the practitioner's report when he or she examines
prospective financial statements, in this case a forecast, that contain a range.
As described in the summary of significant assumptions, management of XYZ
Company has elected to portray forecasted [describe financial statement element or elements for which the expected results of one or more assumptions fall
within a range, and identify assumptions expected to fall within a range, for
example, "revenue at the amounts of $X,XXX and $Y,YYY, which is predicated
upon occupancy rates of XX percent and YY percent of available apartments,"]
rather than as a single point estimate. Accordingly, the accompanying forecast
presents forecasted financial position, results of operations, and cash flows [describe one or more assumptions expected to fall within a range, for example, "at
such occupancy rates."] However, there is no assurance that the actual results
will fall within the range of [describe one or more assumptions expected to fall
within a range, for example, "occupancy rates"] presented.

.37 The date of completion of the practitioner's examination procedures
should be used as the date of the report.

Modifications to the Practitioner’s Opinion 20
.38 The following circumstances result in the following types of modified
practitioner's report involving the practitioner's opinion.
20
Paragraphs .38 through .44 describe circumstances in which the practitioner's standard report on prospective financial statements may require modification. The guidance for modifying the
practitioner's standard report is generally applicable to partial presentations. Also, depending on the
nature of the presentation, the practitioner may decide to disclose that the partial presentation is not
intended to be a presentation of financial position, results of operations, or cash flows. Illustrative
reports on partial presentations may be found in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information.
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a.

If, in the practitioner's opinion, the prospective financial statements depart from AICPA presentation guidelines, he or she
should express a qualified opinion (see paragraph .39) or an adverse opinion. (See paragraph .41.) 21 However, if the presentation
departs from the presentation guidelines because it fails to disclose assumptions that appear to be significant, the practitioner
should express an adverse opinion. (See paragraphs .41 and .42.)

b.

If the practitioner believes that one or more significant assumptions do not provide a reasonable basis for the forecast, or a reasonable basis for the projection given the hypothetical assumptions, he or she should express an adverse opinion. (See paragraph
.41.)

c.

If the practitioner's examination is affected by conditions that
preclude application of one or more procedures he or she considers necessary in the circumstances, he or she should disclaim an
opinion and describe the scope limitation in his or her report. (See
paragraph .43.)

.39 Qualified Opinion. In a qualified opinion, the practitioner should state,
in a separate paragraph, all substantive reasons for modifying his or her opinion and describe the departure from AICPA presentation guidelines. His or her
opinion should include the words "except" or "exception" as the qualifying language and should refer to the separate explanatory paragraph. The following
is an example of an examination report on a forecast that is at variance with
AICPA guidelines for presentation of a financial forecast.
Independent Accountant's Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending. XYZ Company's management is responsible
for the forecast. Our responsibility is to express an opinion on the forecast based
on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presentation of the forecast. We believe that our examination provides a reasonable
basis for our opinion.
The forecast does not disclose significant accounting policies. Disclosure of such
policies is required by guidelines for presentation of a forecast established by
the American Institute of Certified Public Accountants.
In our opinion, except for the omission of the disclosure of the significant accounting policies as discussed in the preceding paragraph, the accompanying
forecast is presented in conformity with guidelines for a presentation of a forecast established by the American Institute of Certified Public Accountants and
the underlying assumptions provide a reasonable basis for management's forecast. However, there will usually be differences between the forecasted and
actual results, because events and circumstances frequently do not occur as

21
However, the practitioner may issue the standard examination report on a financial forecast
filed with the SEC that meets the presentation requirements of article XI of Regulation S-X.
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expected, and those differences may be material. We have no responsibility to
update this report for events and circumstances occurring after the date of this
report.
[Signature]
[Date]
.40 Because of the nature, sensitivity, and interrelationship of prospective
information, a reader would find a practitioner's report qualified for a measurement departure, 22 the reasonableness of the underlying assumptions, or a
scope limitation difficult to interpret. Accordingly, the practitioner should not
express his or her opinion about these items with language such as "except for
. . ." or "subject to the effects of. . . ." Rather, when a measurement departure,
an unreasonable assumption, or a limitation on the scope of the practitioner's
examination has led him or her to conclude that he or she cannot issue an
unqualified opinion, he or she should issue the appropriate type of modified
opinion described in paragraphs .41 through .44.
.41 Adverse Opinion. In an adverse opinion the practitioner should state, in
a separate paragraph, all of the substantive reasons for his or her adverse opinion. His or her opinion should state that the presentation is not in conformity
with presentation guidelines and should refer to the explanatory paragraph.
When applicable, his or her opinion paragraph should also state that, in the
practitioner's opinion, the assumptions do not provide a reasonable basis for
the prospective financial statements. An example of an adverse opinion on an
examination of prospective financial statements is set forth below. In this case,
a financial forecast was examined and the practitioner's opinion was that a
significant assumption was unreasonable. The example should be revised as
appropriate for a different type of presentation or if the adverse opinion is issued because the statements do not conform to the presentation guidelines.
Independent Accountant's Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending. XYZ Company's management is responsible
for the forecast. Our responsibility is to express an opinion on the forecast based
on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presentation of the forecast. We believe that our examination provides a reasonable
basis for our opinion.
As discussed under the caption "Sales" in the summary of significant forecast
assumptions, the forecasted sales include, among other things, revenue from
the Company's federal defense contracts continuing at the current level. The
Company's present federal defense contracts will expire in March 20XX. No
new contracts have been signed and no negotiations are under way for new
federal defense contracts. Furthermore, the federal government has entered
into contracts with another company to supply the items being manufactured
under the Company's present contracts.

22
An example of a measurement departure is the failure to capitalize a capital lease in a forecast
where the historical financial statements for the prospective period are expected to be presented in
conformity with GAAP.
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In our opinion, the accompanying forecast is not presented in conformity with
guidelines for presentation of a financial forecast established by the American
Institute of Certified Public Accountants because management's assumptions,
as discussed in the preceding paragraph, do not provide a reasonable basis
for management's forecast. We have no responsibility to update this report for
events or circumstances occurring after the date of this report.
[Signature]
[Date]
.42 If the presentation, including the summary of significant assumptions,
fails to disclose assumptions that, at the time, appear to be significant, the
practitioner should describe the assumptions in his or her report and express
an adverse opinion. The practitioner should not examine a presentation that
omits all disclosures of assumptions. Also, the practitioner should not examine a financial projection that omits (a) an identification of the hypothetical
assumptions or (b) a description of the limitations on the usefulness of the
presentation.
.43 Disclaimer of Opinion. In a disclaimer of opinion, the practitioner's
report should indicate, in a separate paragraph, the respects in which the examination did not comply with standards for an examination. The practitioner
should state that the scope of the examination was not sufficient to enable him
or her to express an opinion with respect to the presentation or the underlying
assumptions, and his or her disclaimer of opinion should include a direct reference to the explanatory paragraph. The following is an example of a report
on an examination of prospective financial statements, in this case a financial
forecast, for which a significant assumption could not be evaluated.
Independent Accountant's Report
We were engaged to examine the accompanying forecasted balance sheet, statements of income, retained earnings, and cash flows of XYZ Company as of December 31, 20XX, and for the year then ending. XYZ Company's management
is responsible for the forecast.
As discussed under the caption "Income From Investee" in the summary of
significant forecast assumptions, the forecast includes income from an equity
investee constituting 23 percent of forecasted net income, which is management's estimate of the Company's share of the investee's income to be accrued
for 20XX. The investee has not prepared a forecast for the year ending December 31, 20XX, and we were therefore unable to obtain suitable support for this
assumption.
Because, as described in the preceding paragraph, we are unable to evaluate
management's assumption regarding income from an equity investee and other
assumptions that depend thereon, the scope of our work was not sufficient to
express, and we do not express, an opinion with respect to the presentation of
or the assumptions underlying the accompanying forecast. We have no responsibility to update this report for events and circumstances occurring after the
date of this report.
[Signature]
[Date]
.44 When there is a scope limitation and the practitioner also believes there
are material departures from the presentation guidelines, those departures
should be described in the practitioner's report.
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Other Modifications to the Standard Examination Report
.45 The circumstances described below, although not necessarily resulting
in modifications to the practitioner's opinion, would result in the following types
of modifications to the standard examination report.
.46 Emphasis of a Matter. In some circumstances, the practitioner may
wish to emphasize a matter regarding the prospective financial statements but
nevertheless intends to express an unqualified opinion. The practitioner may
present other information and comments he or she wishes to include, such as
explanatory comments or other informative material, in a separate paragraph
of his or her report.
.47 Evaluation Based in Part on a Report of Another Practitioner. When
more than one practitioner is involved in the examination, the guidance provided for that situation in connection with examinations of historical financial
statements is generally applicable. When the principal practitioner decides to
refer to the report of another practitioner as a basis, in part, for his or her own
opinion, he or she should disclose that fact in stating the scope of the examination and should refer to the report of the other practitioner in expressing his
or her opinion. Such a reference indicates the division of responsibility for the
performance of the examination.
.48 Comparative Historical Financial Information. Prospective financial
statements may be included in a document that also contains historical financial statements and a practitioner's report thereon. 23 In addition, the historical
financial statements that appear in the document may be summarized and presented with the prospective financial statements for comparative purposes. 24
An example of the reference to the practitioner's report on the historical financial statements when he or she audited, reviewed, or compiled those statements
is presented in paragraph .24.
.49 Reporting When the Examination Is Part of a Larger Engagement.
When the practitioner's examination of prospective financial statements is part
of a larger engagement, for example, a financial feasibility study or business
acquisition study, it is appropriate to expand the report on the examination of
the prospective financial statements to describe the entire engagement.
.50 The following is a report that might be issued when a practitioner
chooses to expand his or her report on a financial feasibility study. 25
Independent Accountant's Report
a.

The Board of Directors
Example Hospital
Example, Texas

23
The practitioner's responsibility with respect to those historical financial statements upon
which he or she is not engaged to perform a professional service is described in AS 3320, in the
case of public entities, and SSARS No. 1, paragraph 3, in the case of nonpublic entities. [Footnote
revised, November 2002, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Accounting and Review Services No. 9.]
24
AS 3315 discusses the practitioner's report for summarized financial statements derived from
audited financial statements that are not included in the same document.
25
Although the entity referred to in the report is a hospital, the form of report is also applicable
to other entities such as hotels or stadiums. Also, although the illustrated report format and language
should not be departed from in any significant way, the language used should be tailored to fit the
circumstances that are unique to a particular engagement (for example, the description of the proposed
capital improvement program, paragraph c; the proposed financing of the program, paragraphs b and
d; the specific procedures applied by the practitioner, paragraph e; and any explanatory comments
included in emphasis-of-a-matter paragraphs, paragraph i, which deals with general matter; and
paragraph j, which deals with specific matters).
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b.

We have prepared a financial feasibility study of Example Hospital's
(the Hospital's) plans to expand and renovate its facilities. The study
was undertaken to evaluate the ability of the Hospital to meet its operating expenses, working capital needs, and other financial requirements, including the debt service requirements associated with the
proposed $25,000,000 [legal title of bonds] issue, at an assumed average annual interest rate of 10.0 percent during the five years ending
December 31, 20X6.

c.

The proposed capital improvements program (the Program) consists of
a new two-level addition, which is to provide fifty additional medicalsurgical beds, increasing the complement to 275 beds. In addition, various administrative and support service areas in the present facilities
are to be remodeled. The Hospital administration anticipates that construction is to begin June 30, 20X2, and to be completed by December
31, 20X3.

d.

The estimated total cost of the Program is approximately $30,000,000.
It is assumed that the $25,000,000 of revenue bonds that the Example
Hospital Finance Authority proposes to issue would be the primary
source of funds for the Program. The responsibility for payment of debt
service on the bonds is solely that of the Hospital. Other necessary
funds to finance the Program are assumed to be provided from the
Hospital's funds, from a local fund drive, and from interest earned on
funds held by the bond trustee during the construction period.

e.

Our procedures included analysis of the following:

•
•

Program history, objectives, timing, and financing
The future demand for the Hospital's services, including consideration of the following:
— Economic and demographic characteristics of the Hospital's defined service area
— Locations, capacities, and competitive information pertaining to other existing and planned area hospitals
— Physician support for the Hospital and its programs
— Historical utilization levels

•
•

Planning agency applications and approvals

•
•
•

Staffing patterns and other operating considerations

Construction and equipment costs, debt service requirements, and
estimated financing costs

Third-party reimbursement policy and history
Revenue/expense/volume relationships

f.

We also participated in gathering other information, assisted management in identifying and formulating its assumptions, and assembled
the accompanying financial forecast based on those assumptions.

g.

The accompanying financial forecast for the annual periods ending
December 31, 20X2, through 20X6, is based on assumptions that were
provided by or reviewed with and approved by management. The financial forecast includes the following:
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•
•
•
•

Balance sheets
Statements of operations
Statements of cash flows
Statements of changes in net assets

h.

We have examined the financial forecast. Example Hospital's management is responsible for the forecast. Our responsibility is to express an
opinion on the forecast based on our examination. Our examination
was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and
presentation of the forecast. We believe that our examination provides
a reasonable basis for our opinion.

i.

Legislation and regulations at all levels of government have affected
and may continue to affect revenues and expenses of hospitals. The
financial forecast is based on legislation and regulations currently in
effect. If future legislation or regulations related to hospital operations
are enacted, such legislation or regulations could have a material effect
on future operations.

j.

The interest rate, principal payments, Program costs, and other financing assumptions are described in the section entitled "Summary
of Significant Forecast Assumptions and Rationale." If actual interest rates, principal payments, and funding requirements are different
from those assumed, the amount of the bond issue and debt service requirements would need to be adjusted accordingly from those indicated
in the forecast. If such interest rates, principal payments, and funding
requirements are lower than those assumed, such adjustments would
not adversely affect the forecast.

k.

Our conclusions are presented below.

l.

•

In our opinion, the accompanying financial forecast is presented in
conformity with guidelines for presentation of a financial forecast
established by the American Institute of Certified Public Accountants.

•

In our opinion, the underlying assumptions provide a reasonable
basis for management's forecast. However, there will usually be
differences between the forecasted and actual results, because
events and circumstances frequently do not occur as expected, and
those differences may be material.

•

The accompanying financial forecast indicates that sufficient
funds could be generated to meet the Hospital's operating expenses, working capital needs, and other financial requirements,
including the debt service requirements associated with the proposed $25,000,000 bond issue, during the forecast periods. However, the achievement of any financial forecast is dependent on
future events, the occurrence of which cannot be assured.

We have no responsibility to update this report for events and circumstances occurring after the date of this report.

[Signature]
[Date]
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Applying Agreed-Upon Procedures to Prospective
Financial Statements
.51 The practitioner who accepts an engagement to apply agreed-upon procedures to prospective financial statements should follow the general, fieldwork,
and reporting standards for attest engagements set forth in section 101 and the
guidance set forth herein and in section 201, Agreed-Upon Procedures Engagements.
.52 A practitioner may perform an agreed-upon procedures attest engagement on prospective financial statements 26 provided the following conditions
are met.
a.
b.

The practitioner is independent.
The practitioner and the specified parties agree upon the procedures performed or to be performed by the practitioner.
c. The specified parties take responsibility for the sufficiency of the
agreed-upon procedures for their purposes.
d. The prospective financial statements include a summary of significant assumptions.
e. The prospective financial statements to which the procedures
are to be applied are subject to reasonably consistent evaluation
against criteria that are suitable and available to the specified
parties.
f. Criteria to be used in the determination of findings are agreed
upon between the practitioner and the specified parties. 27
g. The procedures to be applied to the prospective financial statements are expected to result in reasonably consistent findings
using the criteria.
h. Evidential matter related to the prospective financial statements
to which the procedures are applied is expected to exist to provide
a reasonable basis for expressing the findings in the practitioner's
report.
i. Where applicable, the practitioner and the specified users agree
on any agreed-upon materiality limits for reporting purposes. (See
section 201.25.)
j. Use of the report is to be restricted to the specified parties. 28
.53 Generally, the practitioner's procedures may be as limited or as extensive as the specified parties desire, as long as the specified parties take responsibility for their sufficiency. However, mere reading of prospective financial
statements does not constitute a procedure sufficient to permit a practitioner
to report on the results of applying agreed-upon procedures to such statements.
(See section 201.15.)
26
Practitioners should follow the guidance in AS 6101, Letters for Underwriters and Certain
Other Requesting Parties, when requested to perform agreed-upon procedures on a forecast and report
thereon in a letter for an underwriter.
27
For example, accounting principles and other presentation criteria as discussed in chapter 8,
"Presentation Guidelines," of the AICPA Audit and Accounting Guide Guide for Prospective Financial
Information.
28
In some cases, restricted-use reports filed with regulatory agencies are required by law or
regulation to be made available to the public as a matter of public record. Also, a regulatory agency as
part of its oversight responsibility for an entity may require access to restricted-use reports in which
they are not named as a specified party. (See section 101.79.)
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.54 To satisfy the requirements that the practitioner and the specified parties agree upon the procedures performed or to be performed and that the specified parties take responsibility for the sufficiency of the agreed-upon procedures
for their purposes, ordinarily the practitioner should communicate directly with
and obtain affirmative acknowledgment from each of the specified parties. For
example, this may be accomplished by meeting with the specified parties or by
distributing a draft of the anticipated report or a copy of an engagement letter
to the specified parties and obtaining their agreement. If the practitioner is not
able to communicate directly with all of the specified parties, the practitioner
may satisfy these requirements by applying any one or more of the following or
similar procedures:

•

Compare the procedures to be applied to written requirements of
the specified parties.

•

Discuss the procedures to be applied with appropriate representatives of the specified parties involved.

•

Review relevant contracts with or correspondence from the specified parties.

The practitioner should not report on an engagement when specified parties do
not agree upon the procedures performed or to be performed and do not take responsibility for the sufficiency of the procedures for their purposes. (See section
201.36 for guidance on satisfying these requirements when the practitioner is
requested to add other parties as specified parties after the date of completion
of the agreed-upon procedures.)

Reports on the Results of Applying Agreed-Upon Procedures
.55 The practitioner's report on the results of applying agreed-upon procedures should be in the form of procedures and findings. The practitioner's
report should contain the following elements:
a.

A title that includes the word independent

b.

Identification of the specified parties

c.

Reference to the prospective financial statements covered by the
practitioner's report and the character of the engagement

d.

A statement that the procedures performed were those agreed to
by the specified parties identified in the report

e.

Identification of the responsible party and a statement that the
prospective financial statements are the responsibility of the responsible party

f.

A statement that the agreed-upon procedures engagement was
conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants

g.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibility for the sufficiency of those procedures

h.

A list of the procedures performed (or reference thereto) and
related findings (The practitioner should not provide negative
assurance—see section 201.24.)

i.

Where applicable, a description of any agreed-upon materiality
limits (See section 201.25.)
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j.

A statement that the practitioner was not engaged to and did not
conduct an examination of prospective financial statements; a disclaimer of opinion on whether the presentation of the prospective
financial statements is in conformity with AICPA presentation
guidelines and on whether the underlying assumptions provide a
reasonable basis for the forecast, or a reasonable basis for the projection given the hypothetical assumptions; and a statement that
if the practitioner had performed additional procedures, other
matters might have come to his or her attention that would have
been reported
k. A statement of restrictions on the use of the report because it is
intended to be used solely by the specified parties
l. Where applicable, reservations or restrictions concerning procedures or findings as discussed in section 201.33, .35, .39, and .40
m. A caveat that the prospective results may not be achieved
n. A statement that the practitioner assumes no responsibility to
update the report for events and circumstances occurring after
the date of the report
o. Where applicable, a description of the nature of the assistance
provided by a specialist as discussed in section 201.19–.21
p. The manual or printed signature of the practitioner's firm
q. The date of the report
.56 The following illustrates a report on applying agreed-upon procedures
to the prospective financial statements. (See section 201.)
Independent Accountant's Report
on Applying Agreed-Upon Procedures
Board of Directors—XYZ Corporation
Board of Directors—ABC Company
At your request, we have performed certain agreed-upon procedures, as enumerated below, with respect to the forecasted balance sheet and the related
forecasted statements of income, retained earnings, and cash flows of DEF
Company, a subsidiary of ABC Company, as of December 31, 20XX, and for
the year then ending. These procedures, which were agreed to by the Boards of
Directors of XYZ Corporation and ABC Company, were performed solely to assist you in evaluating the forecast in connection with the proposed sale of DEF
Company to XYZ Corporation. DEF Company's management is responsible for
the forecast.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
the specified parties. Consequently, we make no representation regarding the
sufficiency of the procedures described below either for the purpose for which
this report has been requested or for any other purpose.
[Include paragraphs to enumerate procedures and findings.]
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the accompanying prospective
financial statements. Accordingly, we do not express an opinion on whether
the prospective financial statements are presented in conformity with AICPA
presentation guidelines or on whether the underlying assumptions provide a
reasonable basis for the presentation. Had we performed additional procedures,
other matters might have come to our attention that would have been reported
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to you. Furthermore, there will usually be differences between the forecasted
and actual results, because events and circumstances frequently do not occur
as expected, and those differences may be material. We have no responsibility
to update this report for events and circumstances occurring after the date of
this report.
This report is intended solely for the information and use of the Boards of
Directors of ABC Company and XYZ Corporation and is not intended to be and
should not be used by anyone other than these specified parties.
[Signature]
[Date]

Partial Presentations
.57 The practitioner's procedures on a partial presentation may be affected
by the nature of the information presented. Many elements of prospective financial statements are interrelated. The practitioner should give appropriate consideration to whether key factors affecting elements, accounts, or items that are
interrelated with those in the partial presentation he or she has been engaged
to examine or compile have been considered, including key factors that may
not necessarily be obvious to the partial presentation (for example, productive
capacity relative to a sales forecast), and whether all significant assumptions
have been disclosed. The practitioner may find it necessary for the scope of the
examination or compilation of some partial presentations to be similar to that
for the examination or compilation of a presentation of prospective financial
statements. For example, the scope of a practitioner's procedures when he or
she examines forecasted results of operations would likely be similar to that of
procedures used for the examination of prospective financial statements since
the practitioner would most likely need to consider the interrelationships of all
accounts in the examination of results of operations.
.58 Because partial presentations are generally appropriate only for limited use, reports on partial presentations of both forecasted and projected information should include a description of any limitations on the usefulness of
the presentation.

Other Information
.59 When a practitioner's compilation, review, or audit report on historical
financial statements is included in a practitioner-submitted document containing prospective financial statements, the practitioner should either examine,
compile, or apply agreed-upon procedures to the prospective financial statements and report accordingly, unless the following occur.
a.
b.

The prospective financial statements are labeled as a "budget."
The budget does not extend beyond the end of the current fiscal
year.
c. The budget is presented with interim historical financial statements for the current year.
In such circumstances, the practitioner need not examine, compile, or apply
agreed-upon procedures to the budget; however, he or she should report on it
and—
a. Indicate that he or she did not examine or compile the budget.
b. Disclaim an opinion or any other form of assurance on the budget.
In addition, the budgeted information may omit the summaries of significant
assumptions and accounting policies required by the guidelines for presentation
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of prospective financial statements established by the AICPA, provided such
omission is not, to the practitioner's knowledge, undertaken with the intention
of misleading those who might reasonably be expected to use such budgeted
information, and is disclosed in the practitioner's report. The following is the
form of the standard paragraphs to be added to the practitioner's report in this
circumstance when the summaries of significant assumptions and accounting
policies have been omitted.
The accompanying budgeted balance sheet, statements of income, retained
earnings, and cash flows of XYZ Company as of December 31, 20XX, and for
the six months then ending, have not been compiled or examined by us, and,
accordingly, we do not express an opinion or any other form of assurance on
them.
Management has elected to omit the summaries of significant assumptions
and accounting policies required under established guidelines for presentation
of prospective financial statements. If the omitted summaries were included
in the budgeted information, they might influence the user's conclusions about
the company's budgeted information. Accordingly, this budgeted information is
not designed for those who are not informed about such matters.

.60 When the practitioner's compilation, review, or audit report on historical financial statements is included in a client-prepared document containing
prospective financial statements, the practitioner should not consent to the use
of his or her name in the document unless:
a.

He or she has examined, compiled, or applied agreed-upon procedures to the prospective financial statements and his or her report
accompanies them.
b. The prospective financial statements are accompanied by an indication by the responsible party or the practitioner that the practitioner has not performed such a service on the prospective financial statements and that the practitioner assumes no responsibility for them.
c. Another practitioner has examined, compiled, or applied agreedupon procedures to the prospective financial statements and his
or her report is included in the document.
In addition, if the practitioner has audited the historical financial statements
and they accompany prospective financial statements that he or she did not examine, compile, or apply agreed-upon procedures to in certain 29 client-prepared
documents, he or she should refer to AS 2710, Other Information in Documents
Containing Audited Financial Statements.
.61 The practitioner whose report on prospective financial statements is
included in a client-prepared document containing historical financial statements should not consent to the use of his or her name in the document unless:
a.
b.

He or she has compiled, reviewed, or audited the historical financial statements and his or her report accompanies them.
The historical financial statements are accompanied by an indication by the responsible party or the practitioner that the

29
AS 2710 applies only to such prospective financial statements contained in (a) annual reports
to holders of securities or beneficial interests, annual reports of organizations for charitable or philanthropic purposes distributed to the public, and annual reports filed with regulatory authorities under
the Securities Exchange Act of 1934 or (b) other documents to which the auditor, at the client's request, devotes attention. AS 2710 does not apply when the historical financial statements and report
appear in a registration statement filed under the Securities Act of 1933 [in which case, see AS 4101,
Responsibilities Regarding Filings Under Federal Securities Statutes].
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practitioner has not performed such a service on the historical
financial statements and that the practitioner assumes no responsibility for them.
c. Another practitioner has compiled, reviewed, or audited the historical financial statements and his or her report is included in
the document.
.62 An entity may publish various documents that contain information
other than historical financial statements in addition to the compiled or examined prospective financial statements and the practitioner's report thereon.
The practitioner's responsibility with respect to information in such a document does not extend beyond the financial information identified in the report,
and he or she has no obligation to perform any procedures to corroborate other
information contained in the document. However, the practitioner should read
the other information and consider whether such information, or the manner
of its presentation, is materially inconsistent with the information, or manner
of its presentation, appearing in the prospective financial statements.
.63 If the practitioner examines prospective financial statements included
in a document containing inconsistent information, he or she might not be able
to conclude that there is adequate support for each significant assumption. The
practitioner should consider whether the prospective financial statements, his
or her report, or both require revision. Depending on the conclusion he or she
reaches, the practitioner should consider other actions that may be appropriate, such as issuing an adverse opinion, disclaiming an opinion because of a
scope limitation, withholding the use of his or her report in the document, or
withdrawing from the engagement.
.64 If the practitioner compiles the prospective financial statements included in the document containing inconsistent information, he or she should
attempt to obtain additional or revised information. If he or she does not receive
such information, the practitioner should withhold the use of his or her report
or withdraw from the compilation engagement.
.65 If, while reading the other information appearing in the document containing the examined or compiled prospective financial statements, as described
in the preceding paragraphs, the practitioner becomes aware of information
that he or she believes is a material misstatement of fact that is not an inconsistent statement, he or she should discuss the matter with the responsible
party. In connection with this discussion, the practitioner should consider that
he or she may not have the expertise to assess the validity of the statement
made, that there may be no standards by which to assess its presentation, and
that there may be valid differences of judgment or opinion. If the practitioner
concludes that he or she has a valid basis for concern, he or she should propose
that the responsible party consult with some other party whose advice might
be useful, such as the entity's legal counsel.
.66 If, after discussing the matter as described in paragraph .65, the practitioner concludes that a material misstatement of fact remains, the action he
or she takes will depend on his or her judgment in the particular circumstances.
The practitioner should consider steps such as notifying the responsible party
in writing of his or her views concerning the information and consulting his or
her legal counsel about further appropriate action in the circumstances.

Effective Date
.67 This section is effective when the date of the practitioner's report is on
or after June 1, 2001. Early application is permitted.
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Appendix A
Minimum Presentation Guidelines∗
1. Prospective information presented in the format of historical financial
statements facilitates comparisons with financial position, results of operations, and cash flows of prior periods, as well as those actually achieved for
the prospective period. Accordingly, prospective financial statements preferably should be in the format of the historical financial statements that would
be issued for the period(s) covered unless there is an agreement between the
responsible party and potential users specifying another format. Prospective financial statements may take the form of complete basic financial statements 1
or may be limited to the following minimum items (where such items would be
presented for historical financial statements for the period). 2
a.

Sales or gross revenues

b.

Gross profit or cost of sales

c.

Unusual or infrequently occurring items

d.

Provision for income taxes

e.

Discontinued operations or extraordinary items

f.

Income from continuing operations

g.

Net income

h.

Basic and diluted earnings per share

i.

Significant changes in financial position 3

j.

A description of what the responsible party intends the prospective financial statements to present, a statement that the assumptions are based on the responsible party's judgment at the time
the prospective information was prepared, and a caveat that the
prospective results may not be achieved

k.

Summary of significant assumptions

l.

Summary of significant accounting policies

∗
Note: This Appendix describes the minimum items that constitute a presentation of a financial
forecast or a financial projection, as specified in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information. Complete presentation guidelines for entities that choose to issue
prospective financial statements, together with illustrative presentations, are included in the Guide.
The Guide also prescribes presentation guidelines for partial presentations.
1
The details of each statement may be summarized or condensed so that only the major items
in each are presented. The usual footnotes associated with historical financial statements need not
be included as such. However, significant assumptions and accounting policies should be disclosed.
2
Similar types of financial information should be presented for entities for which these terms
do not describe operations. Further, similar items should be presented if a comprehensive basis of
accounting other than GAAP is used to present the prospective financial statements. For example, if
the cash basis were used, item a would be cash receipts.
3
The responsible party should disclose significant cash flows and other significant changes in
balance sheet accounts during the period. However, neither a balance sheet nor a statement of cash
flows, as described in FASB Statement No. 95, Statement of Cash Flows, is required. Furthermore,
none of the specific captions or disclosures required by FASB Statement No. 95 is required. Significant
changes disclosed will depend on the circumstances; however, such disclosures will often include cash
flows from operations. See the AICPA Audit and Accounting Guide Guide for Prospective Financial
Information, Exhibits 9.07 and 9.11, for illustrations of alternate methods of presenting significant
cash flows.
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2. A presentation that omits one or more of the applicable minimum items a
through i above is a partial presentation, which would not ordinarily be appropriate for general use. If an omitted applicable minimum item is derivable
from the information presented, the presentation would not be deemed to be
a partial presentation. A presentation that contains the applicable minimum
items a through i above, but omits items j through l above, is subject to all of
the provisions of this section applicable to complete presentations.
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Appendix B
Training and Proficiency, Planning, and Procedures
Applicable to Compilations
Training and Proficiency
1. The practitioner should be familiar with the guidelines for the preparation
and presentation of prospective financial statements. The guidelines are contained in the AICPA Audit and Accounting Guide Guide for Prospective Financial Information.
2. The practitioner should possess or obtain a level of knowledge of the industry
and the accounting principles and practices of the industry in which the entity
operates or will operate that will enable him or her to compile prospective
financial statements that are in appropriate form for an entity operating in
that industry.
Planning the Compilation Engagement
3. To compile the prospective financial statements of an existing entity, the
practitioner should obtain a general knowledge of the nature of the entity's
business transactions and the key factors upon which its future financial results appear to depend. He or she should also obtain an understanding of the
accounting principles and practices of the entity to determine whether they are
comparable to those used within the industry in which the entity operates.
4. To compile the prospective financial statements of a proposed entity, the
practitioner should obtain knowledge of the proposed operations and the key
factors upon which its future results appear to depend and that have affected
the performance of entities in the same industry.
Compilation Procedures
5. In a compilation of prospective financial statements the practitioner should
perform the following, where applicable.
a.

Establish an understanding with the client regarding the services
to be performed. The understanding should include the objectives
of the engagement, the client's responsibilities, the practitioner's
responsibilities, and limitations of the engagement. The practitioner should document the understanding in the working papers, preferably through a written communication with the client.
If the practitioner believes an understanding with the client has
not been established, he or she should decline to accept or perform
the engagement.

b.

Inquire about the accounting principles used in the preparation
of the prospective financial statements.
(1) For existing entities, compare the accounting principles
used to those used in the preparation of previous historical
financial statements and inquire whether such principles
are the same as those expected to be used in the historical
financial statements covering the prospective period.
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c.
d.

e.
f.

g.

h.

i.

(2) For entities to be formed or entities formed that have not
commenced operations, compare specialized industry accounting principles used, if any, to those typically used in
the industry. Inquire whether the accounting principles
used for the prospective financial statements are those
that are expected to be used when or if the entity commences operations.
Ask how the responsible party identifies the key factors and develops its assumptions.
List, or obtain a list of the responsible party's significant assumptions providing the basis for the prospective financial statements
and consider whether there are any obvious omissions in light of
the key factors upon which the prospective results of the entity
appear to depend.
Consider whether there appear to be any obvious internal inconsistencies in the assumptions.
Perform or test the mathematical accuracy of the computations
that translate the assumptions into prospective financial statements.
Read the prospective financial statements, including the summary of significant assumptions, and consider whether—
(1) The statements, including the disclosures of assumptions
and accounting policies, appear to be not presented in
conformity with the AICPA presentation guidelines for
prospective financial statements. 1
(2) The statements, including the summary of significant assumptions, appear to be not obviously inappropriate in relation to the practitioner's knowledge of the entity and its
industry and, for the following:
(a) Financial forecast, the expected conditions and course
of action in the prospective period
(b) Financial projection, the purpose of the presentation
If a significant part of the prospective period has expired, inquire
about the results of operations or significant portions of the operations (such as sales volume), and significant changes in financial
position, and consider their effect in relation to the prospective
financial statements. If historical financial statements have been
prepared for the expired portion of the period, the practitioner
should read such statements and consider those results in relation to the prospective financial statements.
Confirm his or her understanding of the statements (including
assumptions) by obtaining written representations from the responsible party. Because the amounts reflected in the statements
are not supported by historical books and records but rather by
assumptions, the practitioner should obtain representations in
which the responsible party indicates its responsibility for the assumptions. The representations should be signed by the responsible party at the highest level of authority who the practitioner
believes is responsible for and knowledgeable, directly or through
others, about matters covered by the representations.

1
Presentation guidelines for entities that issue prospective financial statements are set forth and
illustrated in the AICPA Audit and Accounting Guide Guide for Prospective Financial Information.
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(1) For a financial forecast, the representations should include
the responsible party's assertion that the financial forecast presents, to the best of its knowledge and belief, the
expected financial position, results of operations, and cash
flows for the forecast period and that the forecast reflects
the responsible party's judgment, based on present circumstances, of the expected conditions and its expected
course of action. The representations should also include a
statement that the forecast is presented in conformity with
guidelines for presentation of a forecast established by the
American Institute of Certified Public Accountants. The
representations should also include a statement that the
assumptions on which the forecast is based are reasonable.
If the forecast contains a range, the representation should
also include a statement that, to the best of the responsible party's knowledge and belief, the item or items subject
to the assumption are expected to actually fall within the
range and that the range was not selected in a biased or
misleading manner.
(2) For a financial projection, the representations should include the responsible party's assertion that the financial
projection presents, to the best of its knowledge and belief,
the expected financial position, results of operations, and
cash flows for the projection period given the hypothetical assumptions, and that the projection reflects its judgment, based on present circumstances, of expected conditions and its expected course of action given the occurrence
of the hypothetical events. The representations should also
(i) identify the hypothetical assumptions and describe the
limitations on the usefulness of the presentation, (ii) state
that the assumptions are appropriate, (iii) indicate if the
hypothetical assumptions are improbable, and (iv) if the
projection contains a range, include a statement that, to
the best of the responsible party's knowledge and belief,
given the hypothetical assumptions, the item or items subject to the assumption are expected to actually fall within
the range and that the range was not selected in a biased or misleading manner. The representations should
also include a statement that the projection is presented
in conformity with guidelines for presentation of a projection established by the American Institute of Certified
Public Accountants.
Consider, after applying the above procedures, whether he or she
has received representations or other information that appears to
be obviously inappropriate, incomplete, or otherwise misleading
and, if so, attempt to obtain additional or revised information.
If he or she does not receive such information, the practitioner
should ordinarily withdraw from the compilation engagement. 2
(Note that the omission of disclosures, other than those relating
to significant assumptions, would not require the practitioner to
withdraw; see paragraph .26.)

2
The practitioner need not withdraw from the engagement if the effect of such information on
the prospective financial statements does not appear to be material.
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Appendix C
Training and Proficiency, Planning, and Procedures
Applicable to Examinations
Training and Proficiency
1. The practitioner should be familiar with the guidelines for the preparation
and presentation of prospective financial statements. The guidelines are contained in the AICPA Audit and Accounting Guide Guide for Prospective Financial Information.
2. The practitioner should possess or obtain a level of knowledge of the industry
and the accounting principles and practices of the industry in which the entity
operates or will operate that will enable him or her to examine prospective
financial statements that are in appropriate form for an entity operating in
that industry.
Planning an Examination Engagement
3. Planning the examination engagement involves developing an overall strategy for the expected scope and conduct of the engagement. To develop such a
strategy, the practitioner needs to have sufficient knowledge to enable him or
her to adequately understand the events, transactions, and practices that, in
his or her judgment, may have a significant effect on the prospective financial
statements.
4. Factors to be considered by the practitioner in planning the examination
include the following:
a.
b.
c.
d.
e.
f.
g.
h.
i.

The accounting principles to be used and the type of presentation
The anticipated level of attestation risk related to the prospective
financial statements 1
Preliminary judgments about materiality levels
Items within the prospective financial statements that are likely
to require revision or adjustment
Conditions that may require extension or modification of the practitioner's examination procedures
Knowledge of the entity's business and its industry
The responsible party's experience in preparing prospective financial statements
The length of the period covered by the prospective financial statements
The process by which the responsible party develops its prospective financial statements

1
Attestation risk is the risk that the practitioner may unknowingly fail to appropriately modify
his or her examination report on prospective financial statements that are materially misstated, that
is, that are not presented in conformity with AICPA presentation guidelines or have assumptions that
do not provide a reasonable basis for management's forecast, or management's projection given the
hypothetical assumptions. It consists of (a) the risk (consisting of inherent risk and control risk) that
the prospective financial statements contain errors that could be material and (b) the risk (detection
risk) that the practitioner will not detect such errors.
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5. The practitioner should obtain knowledge of the entity's business, accounting
principles, and the key factors upon which its future financial results appear
to depend. The practitioner should focus on areas such as the following:
a.

The availability and cost of resources needed to operate (Principal
items usually include raw materials, labor, short-term and longterm financing, and plant and equipment.)

b.

The nature and condition of markets in which the entity sells its
goods or services, including final consumer markets if the entity
sells to intermediate markets

c.

Factors specific to the industry, including competitive conditions,
sensitivity to economic conditions, accounting policies, specific
regulatory requirements, and technology

d.

Patterns of past performance for the entity or comparable entities,
including trends in revenue and costs, turnover of assets, uses and
capacities of physical facilities, and management policies

Examination Procedures
6. The practitioner should establish an understanding with the responsible
party regarding the services to be performed. The understanding should include the objectives of the engagement, the responsible party's responsibilities,
the practitioner's responsibilities, and limitations of the engagement. The practitioner should document the understanding in the working papers, preferably
through a written communication with the responsible party. If the practitioner
believes an understanding with the responsible party has not been established,
he or she should decline to accept or perform the engagement. If the responsible
party is different than the client, the practitioner should establish the understanding with both the client and the responsible party, and the understanding
also should include the client's responsibilities.
7. The practitioner's objective in an examination of prospective financial statements is to accumulate sufficient evidence to restrict attestation risk to a level
that is, in his or her professional judgment, appropriate for the level of assurance that may be imparted by his or her examination report. In a report
on an examination of prospective financial statements, the practitioner provides assurance only about whether the prospective financial statements are
presented in conformity with AICPA presentation guidelines and whether the
assumptions provide a reasonable basis for management's forecast, or a reasonable basis for management's projection given the hypothetical assumptions.
He or she does not provide assurance about the achievability of the prospective
results because events and circumstances frequently do not occur as expected
and achievement of the prospective results is dependent on the actions, plans,
and assumptions of the responsible party.
8. In his or her examination of prospective financial statements, the practitioner
should select from all available procedures—that is, procedures that assess
inherent and control risk and restrict detection risk—any combination that
can restrict attestation risk to such an appropriate level. The extent to which
examination procedures will be performed should be based on the practitioner's
consideration of the following:
a.

The nature and materiality of the information to the prospective
financial statements taken as a whole

b.

The likelihood of misstatements

c.

Knowledge obtained during current and previous engagements
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d.

The responsible party's competence with respect to prospective
financial statements

e.

The extent to which the prospective financial statements are affected by the responsible party's judgment, for example, its judgment in selecting the assumptions used to prepare the prospective
financial statements

f.

The adequacy of the responsible party's underlying data

9. The practitioner should perform those procedures he or she considers necessary in the circumstances to report on whether the assumptions provide a
reasonable basis for the following.
a.

Financial forecast. The practitioner can form an opinion that the
assumptions provide a reasonable basis for the forecast if the responsible party represents that the presentation reflects, to the
best of its knowledge and belief, its estimate of expected financial
position, results of operations, and cash flows for the prospective
period 2 and the practitioner concludes, based on his or her examination, (i) that the responsible party has explicitly identified
all factors expected to materially affect the operations of the entity during the prospective period and has developed appropriate
assumptions with respect to such factors 3 and (ii) that the assumptions are suitably supported.

b.

Financial projection given the hypothetical assumptions. The practitioner can form an opinion that the assumptions provide a reasonable basis for the financial projection given the hypothetical
assumptions if the responsible party represents that the presentation reflects, to the best of its knowledge and belief, expected
financial position, results of operations, and cash flows for the
prospective period given the hypothetical assumptions 4 and the
practitioner concludes, based on his or her examination, that:
(1) The responsible party has explicitly identified all factors
that would materially affect the operations of the entity
during the prospective period if the hypothetical assumptions were to materialize and has developed appropriate
assumptions with respect to such factors and
(2) The other assumptions are suitably supported given the
hypothetical assumptions. However, as the number and
significance of the hypothetical assumptions increase, the
practitioner may not be able to satisfy himself or herself
about the presentation as a whole by obtaining support for
the remaining assumptions.

2
If the forecast contains a range, the representation should also include a statement that, to the
best of the responsible party's knowledge and belief, the item or items subject to the assumption are
expected to actually fall within the range and that the range was not selected in a biased or misleading
manner.
3
An attempt to list all assumptions is inherently not feasible. Frequently, basic assumptions
that have enormous potential impact are considered to be implicit, such as conditions of peace and
absence of natural disasters.
4
If the projection contains a range, the representation should also include a statement that, to
the best of the responsible party's knowledge and belief, given the hypothetical assumptions, the item
or items subject to the assumption are expected to actually fall within the range and that the range
was not selected in a biased or misleading manner.
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10. The practitioner should evaluate the support for the assumptions.
a. Financial forecast—The practitioner can conclude that assumptions are suitably supported if the preponderance of information
supports each significant assumption.
b. Financial projection—In evaluating support for assumptions
other than hypothetical assumptions, the practitioner can conclude that they are suitably supported if the preponderance of
information supports each significant assumption given the hypothetical assumptions. The practitioner need not obtain support for
the hypothetical assumptions, although he or she should consider
whether they are consistent with the purpose of the presentation.
11. In evaluating the support for assumptions, the practitioner should
consider—
a. Whether sufficient pertinent sources of information about the assumptions have been considered. Examples of external sources
the practitioner might consider are government publications, industry publications, economic forecasts, existing or proposed legislation, and reports of changing technology. Examples of internal
sources are budgets, labor agreements, patents, royalty agreements and records, sales backlog records, debt agreements, and
actions of the board of directors involving entity plans.
b. Whether the assumptions are consistent with the sources from
which they are derived.
c. Whether the assumptions are consistent with each other.
d. Whether the historical financial information and other data used
in developing the assumptions are sufficiently reliable for that
purpose. Reliability can be assessed by inquiry and analytical or
other procedures, some of which may have been completed in past
audits or reviews of the historical financial statements. If historical financial statements have been prepared for an expired part of
the prospective period, the practitioner should consider the historical data in relation to the prospective results for the same
period, where applicable. If the prospective financial statements
incorporate such historical financial results and that period is
significant to the presentation, the practitioner should make a
review of the historical information in conformity with the applicable standards for a review. 5
e. Whether the historical financial information and other data used
in developing the assumptions are comparable over the periods
specified or whether the effects of any lack of comparability were
considered in developing the assumptions.
f. Whether the logical arguments or theory, considered with the data
supporting the assumptions, are reasonable.
12. In evaluating the preparation and presentation of the prospective financial statements, the practitioner should perform procedures that will provide
reasonable assurance as to the following.
5
If the entity is an SEC registrant or non-SEC registrant that makes a filing with a regulatory
agency in preparation for a public offering or listing, the practitioner should perform the procedures
inparagraphs .13 through .19 of AS 4105, Reviews of Interim Financial Information. If the entity is
nonpublic, the practitioner should perform the procedures in SSARS No. 1, Compilation and Review
of Financial Statements, paragraphs 24 through 33. [Footnote revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Auditing Standards No. 100 and
Statement on Standards for Accounting and Review Services No. 9.]
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a.
b.

The presentation reflects the identified assumptions.
The computations made to translate the assumptions into
prospective amounts are mathematically accurate.
c. The assumptions are internally consistent.
d. Accounting principles used in the—
(1) Financial forecast are consistent with the accounting principles expected to be used in the historical financial statements covering the prospective period and those used in
the most recent historical financial statements, if any.
(2) Financial projection are consistent with the accounting
principles expected to be used in the prospective period
and those used in the most recent historical financial statements, if any, or that they are consistent with the purpose
of the presentation. 6
e. The presentation of the prospective financial statements follows
the AICPA guidelines applicable for such statements. 7
f. The assumptions have been adequately disclosed based on AICPA
presentation guidelines for prospective financial statements.
13. The practitioner should consider whether the prospective financial statements, including related disclosures, should be revised because of any of the
following:
a. Mathematical errors
b. Unreasonable or internally inconsistent assumptions
c. Inappropriate or incomplete presentation
d. Inadequate disclosure
14. The practitioner should obtain written representations from the responsible
party acknowledging its responsibility for both the presentation and the underlying assumptions. The representations should be signed by the responsible
party at the highest level of authority who the practitioner believes is responsible for and knowledgeable, directly or through others in the organization, about
the matters covered by the representations. Paragraph .69, subparagraph 5i describes the specific representations to be obtained for a financial forecast and a
financial projection. See paragraph .43 for guidance on the form of report to be
rendered if the practitioner is not able to obtain the required representations.

6
The accounting principles used in a financial projection need not be those expected to be used in
the historical financial statements for the prospective period if use of different principles is consistent
with the purpose of the presentation.
7
Presentation guidelines for entities that issue prospective financial statements are set forth and
illustrated in the AICPA Audit and Accounting Guide Guide for Prospective Financial Information.
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Reporting on Pro Forma Financial Information
Source: SSAE No. 10.
Effective when the presentation of pro forma financial information is
as of or for a period ending on or after June 1, 2001. Earlier application
is permitted.

Introduction
.01 This section provides guidance to a practitioner who is engaged to issue or does issue an examination or a review report on pro forma financial
information. Such an engagement should comply with the general and fieldwork standards set forth in section 101, Attest Engagements, and the specific
performance and reporting standards set forth in this section. 1
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A
practitioner must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has been issued.
.02 When pro forma financial information is presented outside the basic
financial statements but within the same document, and the practitioner is
not engaged to report on the pro forma financial information, the practitioner's
responsibilities are described in AS 2710, Other Information in Documents Containing Audited Financial Statements, and AS 4101, Responsibilities Regarding
Filings Under Federal Securities Statutes.
.03 This section does not apply in those circumstances when, for purposes of a more meaningful presentation, a transaction consummated after
the balance-sheet date is reflected in the historical financial statements (such
as a revision of debt maturities or a revision of earnings per share calculations
for a stock split). 2

1
Paragraphs .03 through .05 of AS 6101, Letters for Underwriters and Certain Other Requesting
Parties, identify certain parties who may request a letter. When one of those parties requests a letter
or asks the practitioner to perform agreed-upon procedures on pro forma financial information in
connection with an offering, the practitioner should follow the guidance in AS 6101.03, .10, .36, .42,
and .43.
2
In certain circumstances, generally accepted accounting principles (GAAP) may require the
presentation of pro forma financial information in the financial statements or the accompanying
notes. That information includes, for example, pro forma financial information required by Accounting
Principles Board (APB) Opinion No. 16, Business Combinations (paragraphs 61, 65, and 96 [AC section
B50.120, .124, and .165]); APB Opinion 20, Accounting Changes (paragraph 21 [AC section A06.117]);
or, in some cases, pro forma financial information relating to subsequent events; see paragraph .05 of
AS 2801, Subsequent Events. For guidance in reporting on audited financial statements that include
pro forma financial information for a business combination or subsequent event, see paragraph .28 of
AS 3101, Reports on Audited Financial Statements.
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Presentation of Pro Forma Financial Information
.04 The objective of pro forma financial information is to show what the
significant effects on historical financial information might have been had a
consummated or proposed transaction (or event) occurred at an earlier date. Pro
forma financial information is commonly used to show the effects of transactions
such as the following:

•
•
•
•

Business combination

•

Proposed sale of securities and the application of the proceeds

Change in capitalization
Disposition of a significant portion of the business
Change in the form of business organization or status as an autonomous entity

.05 This objective is achieved primarily by applying pro forma adjustments
to historical financial information. Pro forma adjustments should be based on
management's assumptions and give effect to all significant effects directly
attributable to the transaction (or event).
.06 Pro forma financial information should be labeled as such to distinguish it from historical financial information. This presentation should describe
the transaction (or event) that is reflected in the pro forma financial information, the source of the historical financial information on which it is based,
the significant assumptions used in developing the pro forma adjustments, and
any significant uncertainties about those assumptions. The presentation also
should indicate that the pro forma financial information should be read in conjunction with related historical financial information and that the pro forma
financial information is not necessarily indicative of the results (such as financial position and results of operations, as applicable) that would have been
attained had the transaction (or event) actually taken place earlier. 3

Conditions for Reporting
.07 The practitioner may agree to report on an examination or a review of
pro forma financial information if the following conditions are met.
a.

The document that contains the pro forma financial information
includes (or incorporates by reference) complete historical financial statements of the entity for the most recent year (or for the
preceding year if financial statements for the most recent year
are not yet available) and, if pro forma financial information is
presented for an interim period, the document also includes (or
incorporates by reference) historical interim financial information
for that period (which may be presented in condensed form). 4 In
the case of a business combination, the document should include
(or incorporate by reference) the appropriate historical financial
information for the significant constituent parts of the combined
entity.

3
For further guidance on the presentation of pro forma financial information included in filings
with the Securities and Exchange Commission (SEC), see Article 11 of Regulation S-X.
4
For pro forma financial information included in an SEC Form 8-K, historical financial information previously included in an SEC filing would meet this requirement. Interim historical financial
information may be presented as a column in the pro forma financial information.
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b.

The historical financial statements of the entity (or, in the case
of a business combination, of each significant constituent part of
the combined entity) on which the pro forma financial information is based have been audited or reviewed. 5 The practitioner's
attestation risk relating to the pro forma financial information is
affected by the scope of the engagement providing the practitioner
with assurance about the underlying historical financial information to which the pro forma adjustments are applied. Therefore,
the level of assurance given by the practitioner on the pro forma
financial information, as of a particular date or for a particular
period, should be limited to the level of assurance provided on the
historical financial statements (or, in the case of a business combination, the lowest level of assurance provided on the underlying
historical financial statements of any significant constituent part
of the combined entity). For example, if the underlying historical financial statements of each constituent part of the combined
entity have been audited at year-end and reviewed at an interim
date, the practitioner may perform an examination or a review of
the pro forma financial information at year-end but is limited to
performing a review of the pro forma financial information at the
interim date.

c.

The practitioner who is reporting on the pro forma financial information should have an appropriate level of knowledge of the accounting and financial reporting practices of each significant constituent part of the combined entity. This would ordinarily have
been obtained by the practitioner auditing or reviewing historical financial statements of each entity for the most recent annual
or interim period for which the pro forma financial information
is presented. If another practitioner has performed such an audit or a review, the need, by a practitioner reporting on the pro
forma financial information, for an understanding of the entity's
accounting and financial reporting practices is not diminished,
and that practitioner should consider whether, under the particular circumstances, he or she can acquire sufficient knowledge of
these matters to perform the procedures necessary to report on
the pro forma financial information.

Practitioner’s Objective
.08 The objective of the practitioner's examination procedures applied
to pro forma financial information is to provide reasonable assurance as to
whether—

•

Management's assumptions provide a reasonable basis for presenting the significant effects directly attributable to the underlying transaction (or event).

5
The practitioner's audit or review report should be included (or incorporated by reference) in
the document containing the pro forma financial information. The review may be that as defined
in AS 4105, Reviews of Interim Financial Information, for SEC registrants or non-SEC registrants
that make a filing with a regulatory agency in preparation for a public offering or listing, or as
defined in Statement on Standards for Accounting and Review Services (SSARS) No. 1, Compilation
and Review of Financial Statements, for nonpublic companies. [Footnote revised, November 2002, to
reflect conforming changes necessary due to the issuance of Statement on Auditing Standards No.
100.]
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•

The related pro forma adjustments give appropriate effect to those
assumptions.

•

The pro forma column reflects the proper application of those adjustments to the historical financial statements.

.09 The objective of the practitioner's review procedures applied to pro
forma financial information is to provide negative assurance as to whether any
information came to the practitioner's attention to cause him or her to believe
that—

•

Management's assumptions do not provide a reasonable basis for
presenting the significant effects directly attributable to the underlying transaction (or event).

•

The related pro forma adjustments do not give appropriate effect
to those assumptions.

•

The pro forma column does not reflect the proper application of
those adjustments to the historical financial statements.

Procedures
.10 Other than the procedures applied to the historical financial
statements, 6 the procedures the practitioner should apply to the assumptions
and pro forma adjustments for either an examination or a review engagement
are as follows.
a.

b.

c.
d.
e.

6

Obtain an understanding of the underlying transaction (or event),
for example, by reading relevant contracts and minutes of meetings of the board of directors and by making inquiries of appropriate officials of the entity, and, in cases, of the entity acquired
or to be acquired.
Obtain a level of knowledge of each constituent part of the combined entity in a business combination that will enable the practitioner to perform the required procedures. Procedures to obtain
this knowledge may include communicating with other practitioners who have audited or reviewed the historical financial information on which the pro forma financial information is based.
Matters that may be considered include accounting principles and
financial reporting practices followed, transactions between the
entities, and material contingencies.
Discuss with management their assumptions regarding the effects of the transaction (or event).
Evaluate whether pro forma adjustments are included for all significant effects directly attributable to the transaction (or event).
Obtain sufficient evidence in support of such adjustments. The evidence required to support the level of assurance given is a matter
of professional judgment. The practitioner typically would obtain
more evidence in an examination engagement than in a review
engagement. Examples of evidence that the practitioner might
consider obtaining are purchase, merger or exchange agreements,
appraisal reports, debt agreements, employment agreements, actions of the board of directors, and existing or proposed legislation
or regulatory actions.

See paragraph .07b.
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f.

g.

h.

Evaluate whether management's assumptions that underlie the
pro forma adjustments are presented in a sufficiently clear and
comprehensive manner. Also, evaluate whether the pro forma adjustments are consistent with each other and with the data used
to develop them.
Determine that computations of pro forma adjustments are mathematically correct and that the pro forma column reflects the
proper application of those adjustments to the historical financial statements.
Obtain written representations from management concerning
their—

•
•

•
i.

2207

Responsibility for the assumptions used in determining
the pro forma adjustments
Assertion that the assumptions provide a reasonable basis for presenting all of the significant effects directly attributable to the transaction (or event), that the related
pro forma adjustments give appropriate effect to those
assumptions, and that the pro forma column reflects the
proper application of those adjustments to the historical
financial statements
Assertion that the significant effects directly attributable
to the transaction (or event) are appropriately disclosed
in the pro forma financial information

Read the pro forma financial information and evaluate whether—

•
•

The underlying transaction (or event), the pro forma adjustments, the significant assumptions and the significant
uncertainties, if any, about those assumptions have been
appropriately described.
The source of the historical financial information on which
the pro forma financial information is based has been appropriately identified.

Reporting on Pro Forma Financial Information
.11 The practitioner's report on pro forma financial information should be
dated as of the completion of the appropriate procedures. The practitioner's
report on pro forma financial information may be added to the practitioner's
report on historical financial information, or it may appear separately. If the
reports are combined and the date of completion of the procedures for the examination or review of the pro forma financial information is after the date of
completion of the fieldwork for the audit or review of the historical financial information, the combined report should be dual-dated. (For example, "February
15, 20X2, except for the paragraphs regarding pro forma financial information
as to which the date is March 20, 20X2.")
.12 A practitioner's examination report on pro forma financial information
should include the following:
a.
b.
c.

A title that includes the word independent
An identification of the pro forma financial information
A reference to the financial statements from which the historical
financial information is derived and a statement that such financial statements were audited (The report on pro forma financial
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information should refer to any modification in the practitioner's
report on the historical financial information.)
d. An identification of the responsible party and a statement that
the responsible party is responsible for the pro forma financial
information
e. A statement that the practitioner's responsibility is to express an
opinion on the pro forma financial information based on his or her
examination
f. A statement that the examination of the pro forma financial information was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as the practitioner considered necessary in the circumstances
g. A statement that the practitioner believes that the examination
provides a reasonable basis for his or her opinion
h. A separate paragraph explaining the objective of pro forma financial information and its limitations
i. The practitioner's opinion as to whether management's assumptions provide a reasonable basis for presenting the significant effects directly attributable to the transaction (or event), whether
the related pro forma adjustments give appropriate effect to those
assumptions, and whether the pro forma column reflects the
proper application of those adjustments to the historical financial statements (see paragraphs .18 and .20)
j. The manual or printed signature of the practitioner's firm
k. The date of the examination report
.13 A practitioner's review report on pro forma financial information
should include the following:
a.
b.
c.

d.

e.

f.

g.
h.

AT §401.13

A title that includes the word independent
An identification of the pro forma financial information
A reference to the financial statements from which the historical
financial information is derived and a statement as to whether
such financial statements were audited or reviewed (The report on
pro forma financial information should refer to any modification in
the practitioner's report on the historical financial information.)
An identification of the responsible party and a statement that
the responsible party is responsible for the pro forma financial
information
A statement that the review of the pro forma financial information
was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants
A statement that a review is substantially less in scope than an
examination, the objective of which is the expression of an opinion on the pro forma financial information and, accordingly, the
practitioner does not express such an opinion
A separate paragraph explaining the objective of pro forma financial information and its limitations
The practitioner's conclusion as to whether any information came
to the practitioner's attention to cause him or her to believe that
management's assumptions do not provide a reasonable basis
for presenting the significant effects directly attributable to the
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transaction (or event), or that the related pro forma adjustments
do not give appropriate effect to those assumptions, or that the pro
forma column does not reflect the proper application of those adjustments to the historical financial statements (See paragraphs
.19 and .20.)
i. The manual or printed signature of the practitioner's firm
j. The date of the review report
.14 Nothing precludes the practitioner from restricting the use of the report
(see section 101.78–.83).
.15 Because a pooling-of-interests business combination is accounted for
by combining historical amounts retroactively, pro forma adjustments for a
proposed transaction generally affect only the equity section of the pro forma
condensed balance sheet. Further, because of the requirements of the Accounting Principles Board Opinion (APB) No. 16, Business Combinations [AC Section
B50], a business combination effected as a pooling of interests would not ordinarily involve a choice of assumptions by management. Accordingly, a report
on a proposed pooling transaction need not address management's assumptions
unless the pro forma financial information includes adjustments to conform the
accounting principles of the combining entities. (See paragraph .21.)
.16 Restrictions on the scope of the engagement (see section 101.73–.75),
reservations about the propriety of the assumptions and the conformity of the
presentation with those assumptions (including adequate disclosure of significant matters), or other reservations may require the practitioner to qualify the
opinion, disclaim an opinion, or withdraw from the engagement. 7 The practitioner should disclose all substantive reasons for any report modifications. Uncertainty as to whether the transaction (or event) will be consummated would
not ordinarily require a report modification. (See paragraph .22.)

Effective Date
.17 This section is effective when the presentation of pro forma financial
information is as of or for a period ending on or after June 1, 2001. Early
application is permitted.

7

See section 101.76 and .77.

AT §401.17

2210

Statements on Standards for Attestation Engagements
.18

Appendix A
Report on Examination of Pro Forma
Financial Information
Independent Accountant's Report
We have examined the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the historical amounts in [the assembly of] 8 the accompanying pro forma financial
condensed balance sheet of X Company as of December 31, 20X1, and the pro
forma condensed statement of income for the year then ended. The historical
condensed financial statements are derived from the historical financial statements of X Company, which were audited by us, and of Y Company, which were
audited by other accountants, 9 appearing elsewhere herein [or incorporated
by reference]. 10 Such pro forma adjustments are based upon management's assumptions described in Note 2. X Company's management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for our
opinion.
The objective of this pro forma financial information is to show what the significant effects on the historical financial information might have been had
the transaction [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
In our opinion, management's assumptions provide a reasonable basis for presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
[Signature]
[Date]
8
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
9
If either accountant's report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
10
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix B
Report on Review of Pro Forma Financial Information
Independent Accountant's Report
We have reviewed the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the historical amounts in [the assembly of] 11 the accompanying pro forma condensed
balance sheet of X Company as of March 31, 20X2, and the pro forma condensed statement of income for the three months then ended. These historical
condensed financial statements are derived from the historical unaudited financial statements of X Company, which were reviewed by us, and of Y Company,
which were reviewed by other accountants,12,13 appearing elsewhere herein [or
incorporated by reference]. 14 Such pro forma adjustments are based on management's assumptions as described in Note 2. X Company's management is
responsible for the pro forma financial information.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substantially less in scope than an examination, the objective of which is the expression
of an opinion on management's assumptions, the pro forma adjustments and
the application of those adjustments to historical financial information. Accordingly, we do not express such an opinion.
The objective of this pro forma financial information is to show what the significant effects on the historical financial information might have been had
the transaction [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
Based on our review, nothing came to our attention that caused us to believe that
management's assumptions do not provide a reasonable basis for presenting the
significant effects directly attributable to the above-mentioned transaction [or
event] described in Note 1, that the related pro forma adjustments do not give
appropriate effect to those assumptions, or that the pro forma column does not
reflect the proper application of those adjustments to the historical financial
statement amounts in the pro forma condensed balance sheet as of March 31,
20X2, and the pro forma condensed statement of income for the three months
then ended.
[Signature]
[Date]
11
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
12
If either accountant's report includes an explanatory paragraph or is modified, that fact should
be referred to within this report.
13
Where one set of historical financial statements is audited and the other set is reviewed, wording similar to the following would be appropriate:

The historical condensed financial statements are derived from the historical financial statements
of X Company, which were audited by us, and of Y Company, which were reviewed by other
accountants, appearing elsewhere herein [or incorporated by reference].
14
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix C
Report on Examination of Pro Forma Financial
Information at Year-End With a Review of Pro forma
Financial Information for a Subsequent Interim Date
Independent Accountant's Report
We have examined the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the historical amounts in [the assembly of] 15 the accompanying pro forma financial
condensed balance sheet of X Company as of December 31, 20X1, and the pro
forma condensed statement of income for the year then ended. The historical
condensed financial statements are derived from the historical financial statements of X Company, which were audited by us, and of Y Company, which were
audited by other accountants, 16 appearing elsewhere herein [or incorporated
by reference]. 17 Such pro forma adjustments are based upon management's assumptions described in Note 2. X Company's management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for our
opinion.
In addition, we have reviewed the pro forma adjustments and the application of
those adjustments to the historical amounts in [the assembly of] 15 the accompanying pro forma condensed balance sheet of X Company as of March 31, 20X2,
and the pro forma condensed statement of income for the three months then
ended. The historical condensed financial statements are derived from the historical financial statements of X Company, which were reviewed by us, and of
Y Company, which were reviewed by other accountants, 18 appearing elsewhere
herein [or incorporated by reference]. 19 Such pro forma adjustments are based
upon management's assumptions as described in Note 2. Our review was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants. A review is substantially less in scope
15
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
16
If either accountant's report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
17
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
15
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
18
Where one set of historical financial statements is audited and the other set is reviewed,
wording similar to the following would be appropriate:

The historical condensed financial statements are derived from the historical financial statements
of X Company, which were audited by us, and of Y Company, which were reviewed by other
accountants, appearing elsewhere herein [or incorporated by reference].
19
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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than an examination, the objective of which is the expression of an opinion on
management's assumptions, the pro forma adjustments, and the application
of those adjustments to historical financial information. Accordingly, we do not
express such an opinion on the pro forma adjustments or the application of such
adjustments to the pro forma condensed balance sheet as of March 31, 20X2,
and the pro forma condensed statement of income for the three months then
ended.
The objective of this pro forma financial information is to show what the significant effects on the historical financial information might have been had
the transactions [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagements or the subject matter.]
In our opinion, management's assumptions provide a reasonable basis for presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
Based on our review, nothing came to our attention that caused us to believe that
management's assumptions do not provide a reasonable basis for presenting the
significant effects directly attributable to the above-mentioned transaction [or
event] described in Note 1, that the related pro forma adjustments do not give
appropriate effect to those assumptions, or that the pro forma column does not
reflect the proper application of those adjustments to the historical financial
statement amounts in the pro forma condensed balance sheet as of March 31,
20X2, and the pro forma condensed statement of income for the three months
then ended.
[Signature]
[Date]
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Appendix D
Report on Examination of Pro Forma Financial
Information Giving Effect to a Business Combination to
Be Accounted for as a Pooling of Interests 20
Independent Accountant's Report
We have examined the pro forma adjustments reflecting the proposed business
combination to be accounted for as a pooling of interests described in Note 1
and the application of those adjustments to the historical amounts in the accompanying pro forma condensed balance sheet of X Company as of December
31, 20X1, and the pro forma condensed statements of income for each of three
years in the period then ended. These historical condensed financial statements
are derived from the historical financial statements of X Company, which were
audited by us, 21 and of Y Company, which were audited by other accountants,
appearing elsewhere herein [or incorporated by reference]. 22 Such pro forma
adjustments are based upon management's assumptions described in Note 2. X
Company's management is responsible for the pro forma financial information.
Our responsibility is to express an opinion on the pro forma financial information based on our examination.
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered necessary in the circumstances. We believe that our examination provides a reasonable basis for our
opinion.
The objective of this pro forma financial information is to show what the significant effects on the historical financial information might have been had the
transactions [or event] occurred at an earlier date.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
In our opinion, the accompanying condensed pro forma financial statements of X
Company as of December 31, 20X1, and for each of the three years in the period
then ended give appropriate effect to the pro forma adjustments necessary to
reflect the proposed business combination on a pooling of interests basis as
described in Note 1 and the pro forma column reflects the proper application of
those adjustments to the historical financial statements.
[Signature]
[Date]

20
See paragraph .15 for a discussion of the form of the opinion on pro forma financial information
in a pooling of interests business combination.
21
If either accountant's report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
22
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix E
Other Example Reports
An example of a report qualified because of a scope limitation follows.
Independent Accountant's Report
We have examined the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the historical amounts in [the assembly of] 23 the accompanying pro forma condensed
balance sheet of X Company as of December 31, 20X1, and the pro forma condensed statement of income for the year then ended. The historical condensed
financial statements are derived from the historical financial statements of
X Company, which were audited by us, and of Y Company, which were audited by other accountants, 24 appearing elsewhere herein [or incorporated by
reference]. 25 Such pro forma adjustments are based upon management's assumptions described in Note 2. X Company's management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.
Except as described below, our examination was conducted in accordance with
attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included such procedures as we considered
necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.
We are unable to perform the examination procedures we considered necessary with respect to assumptions relating to the proposed loan described in
Adjustment E in Note 2.
[Same paragraph as third paragraph in examination report in paragraph .18]
In our opinion, except for the effects of such changes, if any, as might have
been determined to be necessary had we been able to satisfy ourselves as to the
assumptions relating to the proposed loan, management's assumptions provide
a reasonable basis for presenting the significant effects directly attributable to
the above-mentioned transaction [or event] described in Note 1, the related
pro forma adjustments give appropriate effect to those assumptions, and the
pro forma column reflects the proper application of those adjustments to the
historical financial statement amounts in the pro forma condensed balance
sheet as of December 31, 20X1, and the pro forma condensed statement of
income for the year then ended.
[Signature]
[Date]
An example of a report qualified for reservations about the propriety of assumptions on an acquisition transaction follows:
[Same first three paragraphs as examination report in paragraph .18]
23
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
24
If either accountant's report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
25
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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As discussed in Note 2 to the pro forma financial statements, the pro forma
adjustments reflect management's assumption that X Division of the acquired
company will be sold. The net assets of this division are reflected at their historical carrying amount; generally accepted accounting principles require these
net assets to be recorded at estimated net realizable value.
In our opinion, except for inappropriate valuation of the net assets of X Division,
management's assumptions described in Note 2 provide a reasonable basis for
presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
[Signature]
[Date]
An example of a disclaimer of opinion because of a scope limitation follows:
Independent Accountant's Report
We were engaged to examine the pro forma adjustments reflecting the transaction [or event] described in Note 1 and the application of those adjustments
to the historical amounts in [the assembly of] 26 the accompanying pro forma
financial condensed balance sheet of X Company as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
The historical condensed financial statements are derived from the historical
financial statements of X Company, which were audited by us, and of Y Company, which were audited by other accountants, 27 appearing elsewhere herein
[or incorporated by reference]. 28 Such pro forma adjustments are based upon
management's assumptions described in Note 2. X Company's management is
responsible for the pro forma financial information.
As discussed in Note 2 to the pro forma financial statements, the pro forma adjustments reflect management's assumptions that the elimination of duplicate
facilities would have resulted in a 30 percent reduction in operating costs. Management could not supply us with sufficient evidence to support this assertion.
[Same paragraph as third paragraph in examination report in paragraph .18]
Since we were unable to evaluate management's assumptions regarding the
reduction in operating costs and other assumptions related thereto, the scope
of our work was not sufficient to express and, therefore, we do not express an
opinion on the pro forma adjustments, management's underlying assumptions
regarding those adjustments and the application of those adjustments to the
historical financial statement amounts in the pro forma condensed financial
statement amounts in the pro forma condensed balance sheet as of December
31, 20X1, and the pro forma condensed statement of income for the year then
ended.
[Signature]
[Date]

26
This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
27
If either accountant's report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
28
If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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AT Section 501

Reporting on an Entity’s Internal Control
Over Financial Reporting
[This section was superseded effective November 17, 2004 by PCAOB Auditing
Standard No. 2. See PCAOB Release No. 2004-008, and SEC Release No. 3450688.]
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AT Section 9501

Reporting on an Entity’s Internal Control Over
Financial Reporting: Attest Engagements
Interpretations of Section 501
[This section was superseded effective November 17, 2004 by PCAOB Auditing
Standard No. 2. See PCAOB Release No. 2004-008, and SEC Release No. 3450688.]
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AT Section 601

Compliance Attestation
Source: SSAE No. 10.
Effective when the subject matter or assertion is as of or for a period
ending on or after June 1, 2001. Earlier application is permitted.

Introduction and Applicability
.01 This section provides guidance for engagements related to either (a)
an entity's compliance with requirements of specified laws, regulations, rules,
contracts, or grants or (b) the effectiveness of an entity's internal control over
compliance with specified requirements.1 Compliance requirements may be either financial or nonfinancial in nature. An attest engagement conducted in
accordance with this section should comply with the general, fieldwork, and
reporting standards in section 101, Attest Engagements, and the specific standards set forth in this section.
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A
practitioner must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has been issued.
.02 This section does not—
a.

b.

c.

d.
e.

1

[2]

Affect the auditor's responsibility in an audit of financial statements performed in accordance with generally accepted auditing
standards (GAAS).
Apply to situations in which an auditor reports on specified compliance requirements based solely on an audit of financial statements, as addressed in paragraphs .19 through .21 of AS 3305,
Special Reports.
Apply to engagements for which the objective is to report in accordance with AS 6110, Compliance Auditing Considerations in
Audits of Recipients of Governmental Financial Assistance, unless
the terms of the engagement specify an attest report under this
section.
Apply to engagements covered by AS 6101, Letters for Underwriters and Certain Other Requesting Parties.
Apply to examination engagements of brokers and dealers covered by Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers.[2]

Throughout this section—
a. An entity's compliance with requirements of specified laws, regulations, rules, contracts, or grants is referred to as compliance with specified requirements.
b. An entity's internal control over compliance with specified requirements is referred to
as its internal control over compliance. The internal control addressed in this section
may include parts of but is not the same as internal control over financial reporting.
[Footnote deleted due to PCAOB Release No. 2013–007.]
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.03 A report issued in accordance with the provisions of this section does
not provide a legal determination of an entity's compliance with specified requirements. However, such a report may be useful to legal counsel or others in
making such determinations.

Scope of Services
.04 The practitioner may be engaged to perform agreed-upon procedures
to assist users in evaluating the following subject matter (or assertions related
thereto)—
a.
b.
c.

The entity's compliance with specified requirements
The effectiveness of the entity's internal control over compliance 3
Both the entity's compliance with specified requirements and the
effectiveness of the entity's internal control over compliance
The practitioner also may be engaged to examine the entity's compliance with
specified requirements or a written assertion thereon.
.05 An important consideration in determining the type of engagement to
be performed is expectations by users of the practitioner's report. Since the
users decide the procedures to be performed in an agreed-upon procedures engagement, it often will be in the best interests of the practitioner and users
(including the client) to have an agreed-upon procedures engagement rather
than an examination engagement. When deciding whether to accept an examination engagement, the practitioner should consider the risks discussed in
paragraphs .31 through .35.
.06 A practitioner may be engaged to examine the effectiveness of the entity's internal control over compliance or an assertion thereon. However, in
accordance with section 101, the practitioner cannot accept an engagement
unless he or she has reason to believe that the subject matter is capable of reasonably consistent evaluation against criteria that are suitable and available to
users. 4 If a practitioner determines that such criteria do exist for internal control over compliance, he or she should perform the engagement in accordance
with section 101.
3
An entity's internal control over compliance is the process by which management obtains reasonable assurance of compliance with specified requirements. Although the comprehensive internal
control may include a wide variety of objectives and related policies and procedures, only some of
these may be relevant to an entity's compliance with specified requirements. (See footnote 1b.) The
components of internal control over compliance vary based on the nature of the compliance requirements. For example, internal control over compliance with a capital requirement would generally
include accounting procedures, whereas internal control over compliance with a requirement to practice nondiscriminatory hiring may not include accounting procedures.
4
Criteria issued by regulatory agencies and other groups composed of experts that follow dueprocess procedures, including exposure of the proposed criteria for public comment, ordinarily should
be considered suitable criteria for this purpose. For example, the Committee of Sponsoring Organizations (COSO) of the Treadway Commission's Report, Internal Control—Integrated Framework,
provides suitable criteria against which management may evaluate and report on the effectiveness of
the entity's internal control. However, more detailed criteria relative to specific compliance requirements may have to be developed and an appropriate threshold for measuring the severity of control
deficiencies needs to be developed in order to apply the concepts of the COSO report to internal control
over compliance.
Criteria established by a regulatory agency that does not follow such due-process procedures
also may be considered suitable criteria for use by the regulatory agency. The practitioner should determine whether such criteria are suitable for general use reporting by evaluating them against the
attributes in section 101.24. If the practitioner determines that such criteria are suitable for general
use reporting, those criteria should also be available to users as discussed in section 101.33.
If the practitioner concludes that the criteria are appropriate only for a limited number of parties
or are available only to specified parties, the practitioner's report shall state that the use of the report
is restricted to those parties specified in the report. (See section 101.30, .34, and .78–.83.)
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.07 When a practitioner is engaged to perform a review of statements made
by a broker or dealer in an exemption report that is prepared pursuant to SEC
Rule 17a-5, the practitioner must conduct the review engagement pursuant to
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports
of Brokers and Dealers.
.08 The practitioner may be engaged to provide other types of services in
connection with the entity's compliance with specified requirements or the entity's internal control over compliance. For example, management may engage
the practitioner to provide recommendations on how to improve the entity's
compliance or related internal control. A practitioner engaged to provide such
nonattest services should refer to the guidance in CS section 100, Consulting
Services: Definitions and Standards.

Conditions for Engagement Performance
.09 A practitioner may perform an agreed-upon procedures engagement
related to an entity's compliance with specified requirements or the effectiveness of internal control over compliance if the following conditions are met.
a.

The responsible party accepts responsibility for the entity's compliance with specified requirements and the effectiveness of the
entity's internal control over compliance.

b.

The responsible party evaluates the entity's compliance with specified requirements or the effectiveness of the entity's internal control over compliance.

See also section 201, Agreed-Upon Procedures Engagements.
.10 A practitioner may perform an examination engagement related to an
entity's compliance with specified requirements if the following conditions are
met.
a.

The responsible party accepts responsibility for the entity's compliance with specified requirements and the effectiveness of the
entity's internal control over compliance.

b.

The responsible party evaluates the entity's compliance with specified requirements.

c.

Sufficient evidential matter exists or could be developed to support management's evaluation.

.11 As part of engagement performance, the practitioner should obtain
from the responsible party a written assertion about compliance with specified
requirements or internal control over compliance. The responsible party may
present its written assertion in either of the following:
a.

A separate report that will accompany the practitioner's report

b.

A representation letter to the practitioner

.12 The responsible party's written assertion about compliance with specified requirements or internal control over compliance may take many forms.
Throughout this section, for example, the phrase "responsible party's assertion
that W Company complied with [specify compliance requirement] as of [date],"
illustrates such an assertion. Other phrases may also be used. However, a practitioner should not accept an assertion that is so subjective (for example, "very
effective" internal control over compliance) that people having competence in
and using the same or similar criteria would not ordinarily be able to arrive at
similar conclusions.
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.13 Regardless of whether the practitioner's client is the responsible party,
the responsible party's refusal to furnish a written assertion as part of an examination engagement should cause the practitioner to withdraw from the engagement. However, an exception is provided if an examination of an entity's
compliance with specified requirements is required by law or regulation. In that
instance, the practitioner should disclaim an opinion on compliance unless he
or she obtains evidential matter that warrants expressing an adverse opinion.
If the practitioner expresses an adverse opinion and the responsible party does
not provide an assertion, the practitioner's report should be restricted as to
use. (See section 101.78–.81.) If, as part of an agreed-upon procedures engagement, the practitioner's client is the responsible party, a refusal by that party
to provide an assertion requires the practitioner to withdraw from the engagement. However, withdrawal is not required if the engagement is required by
law or regulation. If, in an agreed-upon procedures engagement, the practitioner's client is not the responsible party, the practitioner is not required to
withdraw but should consider the effects of the responsible party's refusal on
the engagement and his or her report.
.14 Additionally, at the beginning of the engagement, the practitioner may
want to consider discussing with the client and the responsible party the need
for the responsible party to provide the practitioner with a written representation letter at the conclusion of the examination engagement or an agreed-upon
procedures engagement in which the client is the responsible party. In that
letter, the responsible party will be asked to provide, among other possible
items, an acknowledgment of their responsibility for establishing and maintaining effective internal control over compliance and their assertion stating
their evaluation of the entity's compliance with specified requirements. The responsible party's refusal to furnish these representations (see paragraphs .68
through .70) will constitute a limitation on the scope of the engagement.

Responsible Party
.15 The responsible party is responsible for ensuring that the entity complies with the requirements applicable to its activities. That responsibility encompasses the following.
a.

Identify applicable compliance requirements.

b.

Establish and maintain internal control to provide reasonable assurance that the entity complies with those requirements.

c.

Evaluate and monitor the entity's compliance.

d.

Specify reports that satisfy legal, regulatory, or contractual requirements.

The responsible party's evaluation may include documentation such as accounting or statistical data, entity policy manuals, accounting manuals, narrative
memoranda, procedural write-ups, flowcharts, completed questionnaires, or internal auditors' reports. The form and extent of documentation will vary depending on the nature of the compliance requirements and the size and complexity of the entity. The responsible party may engage the practitioner to gather
information to assist it in evaluating the entity's compliance. Regardless of the
procedures performed by the practitioner, the responsible party must accept
responsibility for its assertion and must not base such assertion solely on the
practitioner's procedures.
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Agreed-Upon Procedures Engagement
.16 The objective of the practitioner's agreed-upon procedures is to present
specific findings to assist users in evaluating an entity's compliance with specified requirements or the effectiveness of an entity's internal control over compliance based on procedures agreed upon by the users of the report. A practitioner
engaged to perform agreed-upon procedures on an entity's compliance with
specified requirements or about the effectiveness of an entity's internal control
over compliance should follow the guidance set forth herein and in section 201.
.17 The practitioner's procedures generally may be as limited or as extensive as the specified users desire, as long as the specified users (a) agree upon
the procedures performed or to be performed and (b) take responsibility for
the sufficiency of the agreed-upon procedures for their purposes. (See section
201.15.)
.18 To satisfy the requirements that the practitioner and the specified
users agree upon the procedures performed or to be performed and that the
specified users take responsibility for the sufficiency of the agreed-upon procedures for their purposes, ordinarily the practitioner should communicate directly with and obtain affirmative acknowledgment from each of the specified
users. For example, this may be accomplished by meeting with the specified
users or by distributing a draft of the anticipated report or a copy of an engagement letter to the specified users and obtaining their agreement. If the
practitioner is not able to communicate directly with all of the specified users,
the practitioner may satisfy these requirements by applying any one or more
of the following or similar procedures.

•

Compare the procedures to be applied to written requirements of
the specified users.

•

Discuss the procedures to be applied with appropriate representatives of the specified users involved.

•

Review relevant contracts with or correspondence from the specified users.

The practitioner should not report on an engagement when specified users do
not agree upon the procedures performed or to be performed and do not take
responsibility for the sufficiency of the procedures for their purposes. See section
201.36 for guidance on satisfying these requirements when the practitioner is
requested to add other parties as specified parties after the date of completion
of the agreed-upon procedures.
.19 In an engagement to perform agreed-upon procedures on an entity's
compliance with specified requirements or about the effectiveness of an entity's
internal control over compliance, the practitioner is required to perform only
the procedures that have been agreed to by users. 5 However, prior to performing such procedures, the practitioner should obtain an understanding of the
specified compliance requirements, as discussed in paragraph .20. (See section
201.)
.20 To obtain an understanding of the specified compliance requirements,
a practitioner should consider the following:
a.

Laws, regulations, rules, contracts, and grants that pertain to the
specified compliance requirements, including published requirements

5
AS 2605, Consideration of the Internal Audit Function, does not apply to agreed-upon procedures
engagements.
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b.

Knowledge about the specified compliance requirements obtained
through prior engagements and regulatory reports
c. Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals within the entity (for example, the chief financial officer, internal auditors, legal
counsel, compliance officer, or grant or contract administrators)
d. Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals outside the entity (for example, a regulator or a third-party specialist)
.21 When circumstances impose restrictions on the scope of an agreedupon procedures engagement, the practitioner should attempt to obtain agreement from the users for modification of the agreed-upon procedures. When such
agreement cannot be obtained (for example, when the agreed-upon procedures
are published by a regulatory agency that will not modify the procedures), the
practitioner should describe such restrictions in his or her report or withdraw
from the engagement.
.22 The practitioner has no obligation to perform procedures beyond the
agreed-upon procedures. However, if noncompliance comes to the practitioner's
attention by other means, such information ordinarily should be included in his
or her report.
.23 The practitioner may become aware of noncompliance that occurs subsequent to the period addressed by the practitioner's report but before the date
of the practitioner's report. The practitioner should consider including information regarding such noncompliance in his or her report. However, the practitioner has no responsibility to perform procedures to detect such noncompliance
other than obtaining the responsible party's representation about noncompliance in the subsequent period, as described in paragraph .68.
.24 The practitioner's report on agreed-upon procedures on an entity's compliance with specified requirements (or the effectiveness of an entity's internal
control over compliance) should be in the form of procedures and findings. The
practitioner's report should contain the following elements:
a.
b.
c.

d.
e.
f.

g.

A title that includes the word independent
Identification of the specified parties
Identification of the subject matter of the engagement (or management's assertion thereon), including the period or point in time
addressed and a reference to the character of the engagement 6
An identification of the responsible party
A statement that the subject matter is the responsibility of the
responsible party
A statement that the procedures, which were agreed to by the
specified parties identified in the report, were performed to assist
the specified parties in evaluating the entity's compliance with
specified requirements or the effectiveness of its internal control
over compliance
A statement that the agreed-upon procedures engagement was
conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants

6
Generally, management's assertion about compliance with specified requirements will address
a period of time, whereas an assertion about internal control over compliance will address a point in
time.
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h.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibility for the sufficiency of those procedures

i.

A list of the procedures performed (or reference thereto) and related findings (The practitioner should not provide negative assurance. See section 201.24.)

j.

Where applicable, a description of any agreed-upon materiality
limits (See section 201.25.)

k.

A statement that the practitioner was not engaged to and did
not conduct an examination of the entity's compliance with specified requirements (or the effectiveness of an entity's internal
control over compliance), a disclaimer of opinion thereon, and a
statement that if the practitioner had performed additional procedures, other matters might have come to his or her attention
that would have been reported

l.

A statement restricting the use of the report to the specified parties

m.

Where applicable, reservations or restrictions concerning procedures or findings as discussed in section 201.33, .35, .39, and .40

n.

Where applicable, a description of the nature of the assistance
provided by the specialist as discussed in section 201.19–.21

o.

The manual or printed signature of the practitioner's firm

p.

The date of the report

.25 The following is an illustration of an agreed-upon procedures report
on an entity's compliance with specified requirements in which the procedures
and findings are enumerated rather than referenced.
Independent Accountant's Report on Applying Agreed-Upon Procedures
We have performed the procedures enumerated below, which were agreed to by
[list specified parties], solely to assist the specified parties in evaluating [name of
entity]'s compliance with [list specified requirements] during the [period] ended
[date]. 7 Management is responsible for [name of entity]'s compliance with those
requirements. This agreed-upon procedures engagement was conducted in accordance with attestation standards established by the American Institute of
Certified Public Accountants. The sufficiency of these procedures is solely the
responsibility of those parties specified in this report. Consequently, we make
no representation regarding the sufficiency of the procedures described below
either for the purpose for which this report has been requested or for any other
purpose.
[Include paragraphs to enumerate procedures and findings.]
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on compliance. Accordingly, we do
not express such an opinion. Had we performed additional procedures, other
matters might have come to our attention that would have been reported to
you.

7
If the agreed-upon procedures have been published by a third-party user (for example, a regulator in regulatory policies or a lender in a debt agreement), this sentence might begin, "We have
performed the procedures included in [title of publication or other document] and enumerated below,
which were agreed to by [list specified parties], solely to assist the specified parties in evaluating ...."
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This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than these specified parties.
[Signature]
[Date]
.26 Evaluating compliance with certain requirements may require interpretation of the laws, regulations, rules, contracts, or grants that establish those
requirements. In such situations, the practitioner should consider whether he
or she is provided with the suitable criteria required to evaluate an assertion
under the third general attestation standard. If these interpretations are significant, the practitioner may include a paragraph stating the description and the
source of interpretations made by the entity's management. An example of such
a paragraph, which should precede the procedures and findings paragraph(s),
follows.
We have been informed that, under [name of entity]'s interpretation of [identify the compliance requirement], [explain the nature and source of the relevant
interpretation].
.27 The following is an illustration of an agreed-upon procedures report
on the effectiveness of an entity's internal control over compliance in which the
procedures and findings are enumerated rather than referenced.
Independent Accountant's Report on Applying Agreed-Upon Procedures
We have performed the procedures enumerated below, which were agreed to
by [list specified parties], solely to assist the specified parties in evaluating the
effectiveness of [name of entity]'s internal control over compliance with [list
specified requirements] as of [date]. 8 Management is responsible for [name of
entity]'s internal control over compliance with those requirements. This agreedupon procedures engagement was conducted in accordance with attestation
standards established by the American Institute of Certified Public Accountants. The sufficiency of these procedures is solely the responsibility of those
parties specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures described below either for the purpose
for which this report has been requested or for any other purpose.
[Include paragraphs to enumerate procedures and findings.]
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the effectiveness of internal
control over compliance. Accordingly, we do not express such an opinion. Had
we performed additional procedures, other matters might have come to our
attention that would have been reported to you.
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than these specified parties.
[Signature]
[Date]

8
If the agreed-upon procedures have been published by a third-party user (for example, a regulator in regulatory policies or a lender in a debt agreement), this sentence might begin, "We have
performed the procedures included in [title of publication or other document] and enumerated below,
which were agreed to by [list specified parties], solely to assist the specified parties in evaluating the
effectiveness of [name of entity]'s internal control over compliance ...."
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.28 In some agreed-upon procedures engagements, procedures may relate
to both compliance with specified requirements and the effectiveness of internal
control over compliance. In these engagements, the practitioner may issue one
report that addresses both. For example, the first sentence of the introductory
paragraph would state the following.
We have performed the procedures enumerated below, which were agreed to by
[list users of report], solely to assist the users in evaluating [name of entity]'s
compliance with [list specified requirements] during the [period] ended [date]
and the effectiveness of [name of entity]'s internal control over compliance with
the aforementioned compliance requirements as of [date].

.29 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner's report.

Examination Engagement
.30 The objective of the practitioner's examination procedures applied to
an entity's compliance with specified requirements is to express an opinion
on an entity's compliance (or assertion related thereto), based on the specified
criteria. To express such an opinion, the practitioner accumulates sufficient
evidence about the entity's compliance with specified requirements, thereby
restricting attestation risk to an appropriately low level.

Attestation Risk
.31 In an engagement to examine compliance with specified requirements,
the practitioner seeks to obtain reasonable assurance that the entity complied,
in all material respects, based on the specified criteria. This includes designing
the examination to detect both intentional and unintentional material noncompliance. Absolute assurance is not attainable because of factors such as the
need for judgment, the use of sampling, and the inherent limitations of internal control over compliance and because much of the evidence available to the
practitioner is persuasive rather than conclusive in nature. Also, procedures
that are effective for detecting noncompliance that is unintentional may be ineffective for detecting noncompliance that is intentional and concealed through
collusion between personnel of the entity and a third party or among management or employees of the entity. Therefore, the subsequent discovery that
material noncompliance exists does not, in and of itself, evidence inadequate
planning, performance, or judgment on the part of the practitioner.
.32 Attestation risk is the risk that the practitioner may unknowingly fail
to modify appropriately his or her opinion. It is composed of inherent risk,
control risk, and detection risk. For purposes of a compliance examination,
these components are defined as follows:
a.

Inherent risk—The risk that material noncompliance with specified requirements could occur, assuming there are no related controls

b.

Control risk—The risk that material noncompliance that could
occur will not be prevented or detected on a timely basis by the
entity's controls

c.

Detection risk—The risk that the practitioner's procedures will
lead him or her to conclude that material noncompliance does not
exist when, in fact, such noncompliance does exist
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Inherent Risk
.33 In assessing inherent risk, the practitioner should consider factors affecting risk similar to those an auditor would consider when planning an audit
of financial statements. Such factors are discussed in AS 2401, Consideration
of Fraud in a Financial Statement Audit. In addition, the practitioner should
consider factors relevant to compliance engagements, such as the following:

•
•

The complexity of the specified compliance requirements

•
•

Prior experience with the entity's compliance

The length of time the entity has been subject to the specified
compliance requirements
The potential impact of noncompliance

Control Risk
.34 The practitioner should assess control risk as discussed in paragraphs
.45 and .46. Assessing control risk contributes to the practitioner's evaluation
of the risk that material noncompliance exists. The process of assessing control
risk (together with assessing inherent risk) provides evidential matter about
the risk that such noncompliance may exist. The practitioner uses this evidential matter as part of the reasonable basis for his or her opinion.

Detection Risk
.35 In determining an acceptable level of detection risk, the practitioner
assesses inherent risk and control risk and considers the extent to which he
or she seeks to restrict attestation risk. As assessed inherent risk or control
risk decreases, the acceptable level of detection risk increases. Accordingly,
the practitioner may alter the nature, timing, and extent of compliance tests
performed based on the assessments of inherent risk and control risk.

Materiality
.36 In an examination of an entity's compliance with specified requirements, the practitioner's consideration of materiality differs from that of an
audit of financial statements in accordance with GAAS. In an examination of
an entity's compliance with specified requirements, the practitioner's consideration of materiality is affected by (a) the nature of the compliance requirements,
which may or may not be quantifiable in monetary terms, (b) the nature and frequency of noncompliance identified with appropriate consideration of sampling
risk, and (c) qualitative considerations, including the needs and expectations
of the report's users.
.37 In a number of situations, the terms of the engagement may provide for
a supplemental report of all or certain noncompliance discovered. Such terms
should not change the practitioner's judgments about materiality in planning
and performing the engagement or in forming an opinion on an entity's compliance with specified requirements or on the responsible party's assertion about
such compliance.

Performing an Examination Engagement
.38 The practitioner should exercise (a) due care in planning, performing,
and evaluating the results of his or her examination procedures and (b) the
proper degree of professional skepticism to achieve reasonable assurance that
material noncompliance will be detected.
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.39 In an examination of the entity's compliance with specified requirements, the practitioner should—
a.
b.
c.
d.
e.
f.

Obtain an understanding of the specified compliance requirements. (See paragraph .40.)
Plan the engagement. (See paragraphs .41 through .44.)
Consider relevant portions of the entity's internal control over
compliance. (See paragraphs .45 through .47.)
Obtain sufficient evidence including testing compliance with specified requirements. (See paragraphs .48 and .49.)
Consider subsequent events. (See paragraphs .50 through .52.)
Form an opinion about whether the entity complied, in all material respects, with specified requirements (or whether the responsible party's assertion about such compliance is fairly stated in all
material respects), based on the specified criteria. (See paragraph
.53.)

Obtaining an Understanding of the Specified Compliance
Requirements
.40 A practitioner should obtain an understanding of the specified compliance requirements. To obtain such an understanding, a practitioner should
consider the following:
a.

b.
c.

d.

Laws, regulations, rules, contracts, and grants that pertain to the
specified compliance requirements, including published requirements
Knowledge about the specified compliance requirements obtained
through prior engagements and regulatory reports
Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals within the entity (for example, the chief financial officer, internal auditors, legal
counsel, compliance officer, or grant or contract administrators)
Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals outside the entity (for example, a regulator or third-party specialist)

Planning the Engagement
General Considerations
.41 Planning an engagement to examine an entity's compliance with specified requirements involves developing an overall strategy for the expected conduct and scope of the engagement. The practitioner should consider the planning matters discussed in section 101.42–.47.

Multiple Components
.42 In an engagement to examine an entity's compliance with specified requirements when the entity has operations in several components (for example,
locations, branches, subsidiaries, or programs), the practitioner may determine
that it is not necessary to test compliance with requirements at every component. In making such a determination and in selecting the components to be
tested, the practitioner should consider factors such as the following:
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a.
b.
c.
d.

e.
f.

The degree to which the specified compliance requirements apply
at the component level
Judgments about materiality
The degree of centralization of records
The effectiveness of the control environment, particularly management's direct control over the exercise of authority delegated
to others and its ability to supervise activities at various locations
effectively
The nature and extent of operations conducted at the various components
The similarity of operations over compliance for different components

Using the Work of a Specialist
.43 In some compliance engagements, the nature of the specified compliance requirements may require specialized skill or knowledge in a particular
field other than accounting or auditing. In such cases, the practitioner may
use the work of a specialist and should follow the relevant performance and
reporting guidance in AS 1210, Using the Work of a Specialist.

Internal Audit Function
.44 Another factor the practitioner should consider when planning the engagement is whether the entity has an internal audit function and the extent to
which internal auditors are involved in monitoring compliance with the specified requirements. A practitioner should consider the guidance in AS 2605,
Consideration of the Internal Audit Function, when addressing the competence
and objectivity of internal auditors, the nature, timing, and extent of work to
be performed, and other related matters.

Consideration of Internal Control Over Compliance
.45 The practitioner should obtain an understanding of relevant portions
of internal control over compliance sufficient to plan the engagement and to
assess control risk for compliance with specified requirements. In planning the
examination, such knowledge should be used to identify types of potential noncompliance, to consider factors that affect the risk of material noncompliance,
and to design appropriate tests of compliance.
.46 A practitioner generally obtains an understanding of the design of specific controls by performing the following:
a.

Inquiries of appropriate management, supervisory, and staff personnel
b. Inspection of the entity's documents
c. Observation of the entity's activities and operations
The nature and extent of procedures a practitioner performs vary from entity
to entity and are influenced by factors such as the following:

•
•

The newness and complexity of the specified requirements

•
•
•

The nature of the specified compliance requirements
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When seeking to assess control risk below the maximum, the practitioner
should perform tests of controls to obtain evidence to support the assessed
level of control risk.
.47 During the course of an examination engagement, the practitioner may
become aware of significant deficiencies in the design or operation of internal
control over compliance that could adversely affect the entity's ability to comply with specified requirements. A practitioner's responsibility to communicate
these deficiencies in an examination of an entity's compliance with specified requirements is similar to the auditor's responsibility described in AS 1305, Communications About Control Deficiencies in an Audit of Financial Statements. If,
in a multiple-party arrangement, the practitioner's client is not the responsible
party, the practitioner has no responsibility to communicate reportable conditions to the responsible party. For example, if the practitioner is engaged by his
or her client to examine the compliance of another entity, the practitioner has
no obligation to communicate any reportable conditions that he or she becomes
aware of to the other entity. However, the practitioner is not precluded from
making such a communication.

Obtaining Sufficient Evidence
.48 The practitioner should apply procedures to provide reasonable assurance of detecting material noncompliance. Determining these procedures and
evaluating the sufficiency of the evidence obtained are matters of professional
judgment. When exercising such judgment, practitioners should consider the
guidance contained in section 101.51–.54 and AS 2315, Audit Sampling.
.49 For engagements involving compliance with regulatory requirements,
the practitioner's procedures should include reviewing reports of significant
examinations and related communications between regulatory agencies and
the entity and, when appropriate, making inquiries of the regulatory agencies,
including inquiries about examinations in progress.

Consideration of Subsequent Events
.50 The practitioner's consideration of subsequent events in an examination of an entity's compliance with specified requirements is similar to the auditor's consideration of subsequent events in a financial statement audit, as
outlined in AS 2801, Subsequent Events. The practitioner should consider information about such events that comes to his or her attention after the end of
the period addressed by the practitioner's report and prior to the issuance of
his or her report.
.51 Two types of subsequent events require consideration by the responsible party and evaluation by the practitioner. The first consists of events that
provide additional information about the entity's compliance during the period
addressed by the practitioner's report and may affect the practitioner's report.
For the period from the end of the reporting period (or point in time) to the date
of the practitioner's report, the practitioner should perform procedures to identify such events that provide additional information about compliance during
the reporting period. Such procedures should include but may not be limited to
inquiring about and considering the following information:

•

Relevant internal auditors' reports issued during the subsequent
period

•

Other practitioners' reports identifying noncompliance, issued
during the subsequent period
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•

Regulatory agencies' reports on the entity's noncompliance, issued
during the subsequent period

•

Information about the entity's noncompliance, obtained through
other professional engagements for that entity

.52 The second type consists of noncompliance that occurs subsequent to
the period being reported on but before the date of the practitioner's report.
The practitioner has no responsibility to detect such noncompliance. However,
should the practitioner become aware of such noncompliance, it may be of such
a nature and significance that disclosure of it is required to keep users from
being misled. In such cases, the practitioner should include in his or her report
an explanatory paragraph describing the nature of the noncompliance.

Forming an Opinion
.53 In evaluating whether the entity has complied in all material respects
(or whether the responsible party's assertion about such compliance is stated
fairly in all material respects), the practitioner should consider (a) the nature
and frequency of the noncompliance identified and (b) whether such noncompliance is material relative to the nature of the compliance requirements, as
discussed in paragraph .36.

Reporting
.54 The practitioner may examine and report directly on an entity's compliance (see paragraphs .55 and .56) or he or she may examine and report on the
responsible party's written assertion (see paragraphs .57, .58, and .61), except
as described in paragraph .64.
.55 The practitioner's examination report on compliance, which is ordinarily addressed to the entity, should include the following:
a.
b.
c.
d.

e.

f.
g.

A title that includes the word independent
Identification of the specified compliance requirements, including
the period covered, and of the responsible party 9
A statement that compliance with the specified requirements is
the responsibility of the entity's management
A statement that the practitioner's responsibility is to express an
opinion on the entity's compliance with those requirements based
on his or her examination
A statement that the examination was conducted in accordance
with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence about the entity's compliance with
those requirements and performing such other procedures as the
practitioner considered necessary in the circumstances
A statement that the practitioner believes the examination provides a reasonable basis for his or her opinion
A statement that the examination does not provide a legal determination on the entity's compliance

9
A practitioner also may be engaged to report on an entity's compliance with specified requirements as of point in time. In this case, the illustrative reports in this section should be adapted as
appropriate.
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The practitioner's opinion on whether the entity complied, in all
material respects, with specified requirements based on the specified criteria 10 (See paragraph .64 for reporting on material noncompliance.)
A statement restricting the use of the report to the specified parties (see the fourth reporting standard) 11 under the following circumstances (See also paragraph .13.):

•
•

When the criteria used to evaluate compliance are determined by the practitioner to be appropriate only for a limited number of parties who either participated in their
establishment or can be presumed to have an adequate
understanding of the criteria.
When the criteria used to evaluate compliance are available only to the specified parties

j. The manual or printed signature of the practitioner's firm
k. The date of the examination report
.56 The following is the form of report a practitioner should use when
he or she is expressing an opinion on an entity's compliance with specified
requirements during a period of time.
Independent Accountant's Report
[Introductory paragraph]
We have examined [name of entity]'s compliance with [list specified compliance
requirements] during the [period] ended [date]. Management is responsible for
[name of entity]'s compliance with those requirements. Our responsibility is to
express an opinion on [name of entity]'s compliance based on our examination.
[Scope paragraph]
Our examination was conducted in accordance with attestation standards established by the American Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence about [name of entity]'s
compliance with those requirements and performing such other procedures as
we considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion. Our examination does not provide
a legal determination on [name of entity]'s compliance with specified requirements.
[Opinion paragraph]
In our opinion, [name of entity] complied, in all material respects, with the
aforementioned requirements for the year ended December 31, 20XX. 12
[Signature]
[Date]
10
Frequently, criteria will be contained in the compliance requirements, in which case it is not
necessary to repeat the criteria in the practitioner's report; however, if the criteria are not included
in the compliance requirement, the practitioner's report should identify the criteria. For example, if a
compliance requirement is to "maintain $25,000 in capital," it would not be necessary to identify the
$25,000 in the report; however, if the requirement is to "maintain adequate capital," the practitioner
should identify the criteria used to define adequate.
11
In certain situations, however, criteria that have been specified by management and other
report users may be suitable for general use.
12
If it is necessary to identify criteria (see footnote 10), the criteria should be identified in the
opinion paragraph (for example, "... in all material respects, based on the criteria set forth in Attachment 1").
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.57 The practitioner's examination report on an entity's assertion about
compliance with specified requirements, which is ordinarily addressed to the
entity, should include the following:
a.
b.

c.
d.

e.

f.
g.
h.

i.

A title that includes the word independent
Identification of the responsible party's assertion about the entity's compliance with specified requirements, including the period covered by the responsible party's assertion, and of the responsible party (When the responsible party's assertion does not
accompany the practitioner's report, the first paragraph of the
report should also contain a statement of the responsible party's
assertion.) 13
A statement that compliance with the requirements is the responsibility of the entity's management
A statement that the practitioner's responsibility is to express an
opinion on the responsible party's assertion on the entity's compliance with those requirements based on his or her examination
A statement that the examination was conducted in accordance
with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence about the entity's compliance with
those requirements and performing such other procedures as the
practitioner considered necessary in the circumstances
A statement that the practitioner believes the examination provides a reasonable basis for his or her opinion
A statement that the examination does not provide a legal determination on the entity's compliance
The practitioner's opinion on whether the responsible party's assertion about compliance with specified requirements is fairly
stated in all material respects based on the specified criteria 14
(See paragraph .64 for reporting on material noncompliance.)
A statement restricting the use of the report to the specified parties (see the fourth reporting standard) 15 16 under the following
circumstances:

•
•

When the criteria used to evaluate compliance are determined by the practitioner to be appropriate only for a limited number of parties who either participated in their
establishment or can be presumed to have an adequate
understanding of the criteria
When the criteria used to evaluate compliance are available only to the specified parties

13
A practitioner also may be engaged to report on the responsible party's assertion about an
entity's compliance with specified requirements as of a point in time. In this case, the illustrative
reports in this section should be adapted as appropriate.
14
Frequently, criteria will be contained in the compliance requirements, in which case it is not
necessary to repeat the criteria in the practitioner's report; however, if the criteria are not included
in the compliance requirement, the practitioner's report should identify the criteria. For example, if a
compliance requirement is to "maintain $25,000 in capital," it would not be necessary to identify the
$25,000 in the report; however, if the requirement is to "maintain adequate capital," the practitioner
should identify the criteria used to define adequate.
15
Although a practitioner's report may be appropriate for general use, the practitioner is not
precluded from restricting the use of the report.
16
In certain situations, however, criteria that have been specified by management and other
report users may be suitable for general use.
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j. The manual or printed signature of the practitioner's firm
k. The date of the examination report
.58 The following is the form of report that a practitioner should use when
expressing an opinion on management's assertion about compliance with specified requirements.
Independent Accountant's Report
[Introductory paragraph]
We have examined management's assertion, included in the accompanying
[title of management report], that [name of entity] complied with [list specified
compliance requirements] during the [period] ended [date].17,18 Management
is responsible for [name of entity]'s compliance with those requirements. Our
responsibility is to express an opinion on management's assertion about [name
of entity]'s compliance based on our examination.
[Standard scope paragraph]
[Opinion paragraph]
In our opinion, management's assertion that [name of entity] complied with the
aforementioned requirements during the [period] ended [date] is fairly stated,
in all material respects. 19
[Signature]
[Date]
.59 Evaluating compliance with certain requirements may require interpretation of the laws, regulations, rules, contracts, or grants that establish those
requirements. In such situations, the practitioner should consider whether he
or she is provided with the suitable criteria required to evaluate compliance
under the third general attestation standard. If these interpretations are significant, the practitioner may include a paragraph stating the description and
the source of interpretations made by the entity's management. The following is an example of such a paragraph, which should directly follow the scope
paragraph:
We have been informed that, under [name of entity]'s interpretation of [identify the compliance requirement], [explain the source and nature of the relevant
interpretation].
.60 The date of completion of the examination procedures should be used
as the date of the practitioner's report.
.61 Nothing precludes the practitioner from examining an assertion but
opining directly on compliance.
.62 Section 101.78–.83 provide guidance on restricting the use of an attest
report. Nothing in this section precludes the practitioner from restricting the
use of the report. For example, if the practitioner is asked by a client to examine
another entity's compliance with certain regulations, he or she may want to

17
The practitioner should identify the management report examined by reference to the report title used by management in its report. Further, he or she should use the same description of compliance
requirements as management uses in its report.
18
If management's assertion is stated in the practitioner's report and does not accompany the
practitioner's report, the phrase "included in the accompanying [title of management report]" would
be omitted.
19
If it is necessary to identify criteria (see footnote 10), the criteria should be identified in the
opinion paragraph (for example, "...in all material respects, based on the criteria set forth in Attachment 1").
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restrict the use of the report to the client since the practitioner has no control
over how the report may be used by the other entity.

Report Modifications
.63 The practitioner should modify the standard report described in paragraphs .55 and .57, if any of the following conditions exist.

•

There is material noncompliance with specified requirements
(paragraphs .64 through .67).

•
•

There is a restriction on the scope of the engagement. 20
The practitioner decides to refer to the report of another practitioner as the basis, in part, for the practitioner's report. 21

Material Noncompliance
.64 When an examination of an entity's compliance with specified requirements discloses noncompliance with the applicable requirements that the practitioner believes have a material effect on the entity's compliance, the practitioner should modify the report and, to most effectively communicate with the
reader of the report, should state his or her opinion on the entity's specified
compliance requirements, not on the responsible party's assertion.
.65 The following is the form of report, modified with explanatory language,
that a practitioner should use when he or she has concluded that a qualified
opinion is appropriate under the circumstances. It has been assumed that the
practitioner has determined that the specified compliance requirements are
both suitable for general use and available to users as discussed in section
101.23–.33, and, therefore, that a restricted use paragraph is not required.
Independent Accountant's Report
[Introductory paragraph]
We have examined [name of entity]'s compliance with [list specified compliance
requirements] for the [period] ended [date]. Management is responsible for compliance with those requirements. Our responsibility is to express an opinion on
[name of entity]'s compliance based on our examination.
[Standard scope paragraph]
[Explanatory paragraph]
Our examination disclosed the following material noncompliance with [type of
compliance requirement] applicable to [name of entity] during the [period] ended
[date]. [Describe noncompliance.]
[Opinion paragraph]
In our opinion, except for the material noncompliance described in the third
paragraph, [name of entity] complied, in all material respects, with the aforementioned requirements for the [period] ended [date].
[Signature]
[Date]

20

The practitioner should refer to section 101.73 and .74 for guidance on scope restrictions.
The practitioner should refer to section 501.63 and .64 § for guidance on an opinion based in
part on the report of another practitioner and adapt such guidance to the standard reports in this
section.
21
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.66 The following is the form of report, modified with explanatory language, that a practitioner should use when he or she concludes that an adverse
opinion is appropriate in the circumstances. The practitioner has determined
that the specified compliance requirements are both suitable for general use
and available to users as discussed in section 101.23–.33.
Independent Accountant's Report
[Introductory paragraph]
We have examined [name of entity]'s compliance with [list specified compliance
requirements] for the [period] ended [date]. Management is responsible for compliance with those requirements. Our responsibility is to express an opinion on
[name of entity]'s compliance based on our examination.
[Standard scope paragraph]
[Explanatory paragraph]
Our examination disclosed the following material noncompliance with [type of
compliance requirement] applicable to [name of entity] during the [period] ended
[date]. [Describe noncompliance.]
[Opinion paragraph]
In our opinion, because of the effect of the noncompliance described in the
third paragraph, [name of entity] has not complied with the aforementioned
requirements for the [period] ended [date].
[Signature]
[Date]
.67 If the practitioner's report on his or her examination of the entity's
compliance with specified requirements is included in a document that also includes his or her audit report on the entity's financial statements, the following
sentence should be included in the paragraph of an examination report that
describes material noncompliance.
These conditions were considered in determining the nature, timing, and extent of audit tests applied in our audit of the 20XX financial statements, and
this report does not affect our report dated [date of report] on those financial
statements.
The practitioner also may include the preceding sentence when the two reports
are not included within the same document.

Representation Letter
.68 In an examination engagement or an agreed-upon procedures engagement, the practitioner should obtain written representations from the responsible party— 22
a.

Acknowledging the responsible party's responsibility for complying with the specified requirements.

22
Paragraph .09 of AS 2805, Management Representations, provides guidance on the date as of
which the representation letter should be signed and who should sign it.
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b.

Acknowledging the responsible party's responsibility for establishing and maintaining effective internal control over compliance.

c.

Stating that the responsible party has performed an evaluation
of (1) the entity's compliance with specified requirements or (2)
the entity's controls for ensuring compliance and detecting noncompliance with requirements, as applicable.

d.

Stating the responsible party's assertion about the entity's compliance with the specified requirements or about the effectiveness
of internal control over compliance, as applicable, based on the
stated or established criteria.

e.

Stating that the responsible party has disclosed to the practitioner
all known noncompliance.

f.

State that the responsible party has made available all documentation related to compliance with the specified requirements.

g.

Stating the responsible party's interpretation of any compliance
requirements that have varying interpretations.

h.

State that the responsible party has disclosed any communications from regulatory agencies, internal auditors, and other practitioners concerning possible noncompliance with the specified requirements, including communications received between the end
of the period addressed in the written assertion and the date of
the practitioner's report.

i.

Stating that the responsible party has disclosed any known noncompliance occurring subsequent to the period for which, or
date as of which, the responsible party selects to make its assertion.

.69 The responsible party's refusal to furnish all appropriate written representations in an examination engagement constitutes a limitation on the scope
of the engagement sufficient to preclude an unqualified opinion and is ordinarily sufficient to cause the practitioner to disclaim an opinion or withdraw
from the engagement. However, based on the nature of the representations
not obtained or the circumstances of the refusal, the practitioner may conclude
in an examination engagement that a qualified opinion is appropriate. When
the practitioner is performing agreed-upon procedures and the practitioner's
client is the responsible party, the responsible party's refusal to furnish all appropriate written representations constitutes a limitation on the scope of the
engagement sufficient to cause the practitioner to withdraw. When the practitioner's client is not the responsible party, the practitioner is not required to
withdraw but should consider the effects of the responsible party's refusal on
his or her report. Further, the practitioner should consider the effects of the
responsible party's refusal on his or her ability to rely on other representations
of the responsible party.
.70 When the practitioner's client is not the responsible party, the practitioner may also want to obtain written representations from the client. For
example, when a practitioner's client has entered into a contract with a third
party (responsible party) and the practitioner is engaged to examine the responsible party's compliance with that contract, the practitioner may want to
obtain written representations from his or her client as to their knowledge of
any noncompliance.
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Other Information in a Client-Prepared Document
Containing Management’s Assertion About the Entity’s
Compliance With Specified Requirements or the
Effectiveness of the Internal Control Over Compliance
.71 An entity may publish various documents that contain information
(referred to as other information) in addition to the practitioner's attest report
on either (a) the entity's compliance with specified requirements or (b) the
effectiveness of the entity's internal control over compliance or written assertion
thereon. Section 101.91–.94 provide guidance to the practitioner if the other
information is contained in either of the following:
a.

b.

Annual reports to holders of securities or beneficial interests, annual reports of organizations for charitable or philanthropic purposes distributed to the public, and annual reports filed with regulatory authorities under the 1934 Act
Other documents to which the practitioner, at the client's request,
devotes attention

Effective Date
.72 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted.
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Management’s Discussion and Analysis
Source: SSAE No. 10.
Effective when management’s discussion and analysis is for a period
ending on or after June 1, 2001. Earlier application is permitted.

General
.01 This section sets forth attestation standards and provides guidance
to a practitioner concerning the performance of an attest engagement 1 with
respect to management's discussion and analysis (MD&A) prepared pursuant to
the rules and regulations adopted by the Securities and Exchange Commission
(SEC), which are presented in annual reports to shareholders and in other
documents. 2
Note: In connection with an engagement performed in accordance with this
attestation standard, whenever the practitioner is required to make reference
in a report to attestation standards established by the American Institute of
Certified Public Accountants or auditing standards generally accepted in the
United States of America, the practitioner must instead refer to "the standards
of the Public Company Accounting Oversight Board (United States)." A practitioner must also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been issued.

Applicability
.02 This section is applicable to the following levels of service when a practitioner is engaged by (a) a public 3 entity that prepares MD&A in accordance
with the rules and regulations adopted by the SEC (see paragraph .04) or (b) a
nonpublic entity that prepares an MD&A presentation and whose management
provides a written assertion that the presentation has been prepared using the
rules and regulations adopted by the SEC: 4

1
Section 101, Attest Engagements, paragraph .01, defines an attest engagement as one in which
a practitioner "is engaged to issue or does issue an examination, a review, or an agreed-upon procedures report on subject matter, or an assertion about the subject matter (hereafter referred to as the
assertion), that is the responsibility of another party."
2
Because this section provides guidance specific to attest engagements concerning MD&A presentations, a practitioner should not perform a compliance attestation engagement under section 601,
Compliance Attestation, with respect to an MD&A presentation.
3
For purposes of this section, a public entity is any entity (a) whose securities trade in a public
market either on a stock exchange (domestic or foreign) or in the over-the-counter (OTC) market,
including securities quoted only locally or regionally, (b) that makes a filing with a regulatory agency
in preparation for the sale of any class of its securities in a public market, or (c) a subsidiary, corporate
joint venture, or other entity controlled by an entity covered by (a) or (b).
4
Such assertion may be made by any of the following:

(a) Including a statement in the body of the MD&A presentation that it has been prepared
using the rules and regulations adopted by the SEC.
(b) Providing a separate written assertion to accompany the MD&A presentation.
(c) Providing a written assertion in a representation letter to the practitioner.
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•
•

An examination of an MD&A presentation
A review of an MD&A presentation for an annual period, an interim period, or a combined annual and interim period 5

A practitioner 6 engaged to examine or review MD&A and report thereon should
comply with the general, fieldwork, and reporting standards in section 101, Attest Engagements, and the specific standards set forth in this section. A practitioner engaged to perform agreed-upon procedures on MD&A should follow the
guidance set forth in section 201, Agreed-Upon Procedures Engagements. 7
.03 This section does not—
a.

Change the auditor's responsibility in an audit of financial statements performed in accordance with generally accepted auditing
standards (GAAS).
b. Apply to situations in which the practitioner is requested to provide management with recommendations to improve the MD&A
rather than to provide assurance. A practitioner engaged to provide such nonattest services should refer to CS section 100, Consulting Services: Definitions and Standards.
c. Apply to situations in which the practitioner is engaged to provide attest services with respect to an MD&A presentation that
is prepared based on criteria other than the rules and regulations
adopted by the SEC. A practitioner engaged to perform an examination or a review based upon such criteria should refer to the
guidance in section 101, or to section 201 if engaged to perform
an agreed-upon procedures engagement. 8
.04 The requirements for MD&A have changed periodically since the first
requirement was adopted by the SEC in 1974. As of the date of issuance of
this SSAE, the rules and regulations for MD&A adopted by the SEC are found
in Item 303 of Regulation S-K, as interpreted by Financial Reporting Release
(FRR) No. 36, Management's Discussion and Analysis of Financial Condition
and Results of Operations; Certain Investment Company Disclosures (Chapter
5 of the "Codification of Financial Reporting Policies"); Item 303 of Regulation
S-B for small business issuers; and Item 9 of Form 20-F for Foreign Private
Issuers. 9 Item 303 of Regulation S-K, as interpreted by FRR No. 36, Item 303
5
As discussed in paragraph .85k, a review report is not intended to be filed with the SEC as a
report under the Securities Act of 1933 (the 1993 Act) or the Securities Exchange Act of 1934 (the
1934 Act) and, accordingly, the review report should contain a statement of restrictions on the use
of the report to specified parties if the entity is (a) a public entity or (b) a nonpublic entity that is
making or has made an offering of securities and it appears that the securities may subsequently be
registered or subject to a filing with the SEC or other regulatory agency.
6
In this section, the terms practitioner or accountant generally refer to a person engaged to
perform an attest service on MD&A. The term accountant may also refer to a person engaged to
review financial statements. The term auditor refers to a person engaged to audit financial statements.
As this section includes certain requirements for the practitioner to have audited or performed a
review of financial statements (AS 4105, Reviews of Interim Financial Information), the terms auditor,
practitioner, or accountant may refer, in this section, to the same person.
7
Practitioners should follow guidance in AS 6101, Letters for Underwriters and Certain Other
Requesting Parties, when requested to perform agreed-upon procedures on MD&A and report thereon
in a letter for an underwriter.
8
The guidance in this section may be helpful when performing an engagement to provide attest
services with respect to an MD&A presentation that is based on criteria other than the rules and regulations adopted by the SEC. Such other criteria would have to be suitable and available as discussed
in section 101.23–.33.
9
The SEC staff from time to time issues guidance related to the SEC's adopted requirements;
for example, Staff Accounting Bulletins (SABs), Staff Legal Bulletins, and speeches. Although such
(continued)
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of Regulation S-B for small business issuers, and Item 9 of Form 20-F for Foreign Private Issuers, provide the relevant rules and regulations adopted by
the SEC that meet the definition of suitable criteria in section 101.23–.32. The
practitioner should consider whether the SEC has adopted additional rules and
regulations with respect to MD&A subsequent to the issuance of this section.

Conditions for Engagement Performance
Examination
.05 The practitioner's objective in an engagement to examine MD&A is to
express an opinion on the MD&A presentation taken as a whole by reporting
whether—
a.

The presentation includes, in all material respects, the required
elements of the rules and regulations adopted by the SEC. 10
b. The historical financial amounts have been accurately derived, in
all material respects, from the entity's financial statements. 11
c. The underlying information, determinations, estimates, and assumptions of the entity provide a reasonable basis for the disclosures contained therein. 12
.06 A practitioner may accept an engagement to examine MD&A of a public or nonpublic entity, provided the practitioner audits, in accordance with
GAAS, 13 the financial statements for at least the latest period to which the
MD&A presentation relates and the financial statements for the other periods
covered by the MD&A presentation have been audited by the practitioner or a
predecessor auditor. A base knowledge of the entity and its operations gained
through an audit of the historical financial statements and knowledge about the
industry and the environment is necessary to provide the practitioner with sufficient knowledge to properly evaluate the results of the procedures performed
in connection with the examination.
.07 If a predecessor auditor has audited the financial statements for a prior
period covered by the MD&A presentation, the practitioner (the successor auditor) should also consider whether, under the particular circumstances, he or she
(footnote continued)
guidance may provide additional information with respect to the adopted requirements for MD&A,
the practitioner should not be expected to attest to assertions on compliance with such guidance. The
practitioner may find it helpful to also familiarize himself or herself with material contained on the
SEC's Web site http://www.sec.gov/ that provides further information with respect to the SEC's views
concerning MD&A disclosures.
10
The required elements as of the date of issuance of this SSAE include a discussion of the entity's
financial condition, changes in financial condition, and results of operations, including a discussion of
liquidity and capital resources.
11
Whether historical financial amounts are accurately derived from the financial statements
includes both amounts that are derived from the face of the financial statements (which includes the
notes to the financial statements) and financial statement schedules and those that are derived from
underlying records supporting elements, accounts, or items included in the financial statements.
12
Whether the underlying information, determinations, estimates, and assumptions of the entity
provide a reasonable basis for the disclosures contained therein requires consideration of management's interpretation of the disclosure criteria for MD&A, management's determinations as to the
relevancy of information to be included, and estimates and assumptions made by management that
affect reported information.
13
Restrictions on the scope of the audit of the financial statements will not necessarily preclude
the practitioner from accepting an engagement to examine MD&A. Note that the SEC will generally
not accept an auditor's report that is modified for a scope limitation. The practitioner should consider
the nature and magnitude of the scope limitation and the form of the auditor's report in assessing
whether an examination of MD&A could be performed.
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can acquire sufficient knowledge of the business and of the entity's accounting
and financial reporting practices for such period so that he or she would be able
to—
a.

Identify types of potential material misstatements in MD&A and
consider the likelihood of their occurrence.

b.

Perform the procedures that will provide the practitioner with a
basis for expressing an opinion as to whether the MD&A presentation includes, in all material respects, the required elements of
the rules and regulations adopted by the SEC.

c.

Perform the procedures that will provide the practitioner with a
basis for expressing an opinion on the MD&A presentation with
respect to whether the historical financial amounts have been
accurately derived, in all material respects, from the entity's financial statements for such period.

d.

Perform the procedures that will provide the practitioner with
a basis for expressing an opinion as to whether the underlying
information, determinations, estimates, and assumptions of the
entity provide a reasonable basis for the disclosures contained
therein.

Refer to paragraphs .99 through .101 for guidance regarding the review of the
predecessor auditor's working papers.

Review
.08 The objective of a review of MD&A is to report whether any information
came to the practitioner's attention to cause him or her to believe that—
a.

The MD&A presentation does not include, in all material respects,
the required elements of the rules and regulations adopted by the
SEC.

b.

The historical financial amounts included therein have not been
accurately derived, in all material respects, from the entity's financial statements.

c.

The underlying information, determinations, estimates, and assumptions of the entity do not provide a reasonable basis for the
disclosures contained therein.

A review consists principally of applying analytical procedures and making
inquiries of persons responsible for financial, accounting, and operational matters. A review ordinarily does not contemplate (a) tests of accounting records
through inspection, observation, or confirmation, (b) obtaining corroborating
evidential matter in response to inquiries, or (c) the application of certain
other procedures ordinarily performed during an examination of MD&A. A review may bring to the practitioner's attention significant matters affecting the
MD&A, but it does not provide assurance that the practitioner will become
aware of all significant matters that would be disclosed in an examination.
.09 A practitioner may accept an engagement to review the MD&A presentation of a public entity for an annual period provided the practitioner has
audited, in accordance with GAAS, the financial statements for at least the
latest annual period to which the MD&A presentation relates and the financial
statements for the other periods covered by the MD&A presentation have been
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audited by the practitioner or a predecessor auditor. 14 A base knowledge of the
entity and its operations gained through an audit of the historical financial
statements and knowledge about the industry and the environment is necessary to provide the practitioner with sufficient knowledge to properly evaluate
the results of the procedures performed in connection with the review.
.10 If a predecessor auditor has audited the financial statements for a prior
period covered by the MD&A presentation, the practitioner should also consider
whether, under the particular circumstances, he or she can acquire sufficient
knowledge of the business and of the entity's accounting and financial reporting
practices for such period so he or she would be able to—
a.

Identify types of potential material misstatements in the MD&A
and consider the likelihood of their occurrence.

b.

Perform the procedures that will provide the practitioner with
a basis for reporting whether any information has come to the
practitioner's attention to cause him or her to believe any of the
following.
(1) The MD&A presentation does not include, in all material
respects, the required elements of the rules and regulations adopted by the SEC.
(2) The historical financial amounts included therein have not
been accurately derived, in all material respects, from the
entity's financial statements for such period.
(3) The underlying information, determinations, estimates,
and assumptions of the entity do not provide a reasonable
basis for the disclosures contained therein.

.11 A practitioner may accept an engagement to review the MD&A presentation of a public entity for an interim period provided that both of the following
conditions are met.
a.

The practitioner performs either (1) a review of the historical financial statements for the related comparative interim periods
and issues a review report thereon in accordance with AS 4105,
or (2) an audit of the interim financial statements.

b.

The MD&A presentation for the most recent fiscal year has been
or will be examined or reviewed by either the practitioner or a
predecessor auditor.

.12 If a predecessor auditor examined or reviewed the MD&A presentation
of a public entity for the most recent fiscal year, the practitioner should not
accept an engagement to review the MD&A presentation for an interim period
unless he or she can acquire sufficient knowledge of the business and of the
entity's accounting and financial reporting practices for the interim period to
perform the procedures described in paragraph .10.
.13 If a nonpublic entity chooses to prepare MD&A, the practitioner should
not accept an engagement to perform a review of such MD&A for an annual
period under this section unless both of the following conditions are met.

14
As discussed in paragraph .85k, a review report is not intended to be filed with the SEC as
a report under the 1933 Act or the 1934 Act and, accordingly, the review report should contain a
statement of restrictions on the use of the report to specified parties if the entity is (a) a public entity
or (b) a nonpublic entity that is making or has made an offering of securities and it appears that
the securities may subsequently be registered or subject to a filing with the SEC or other regulatory
agency.
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a.

The annual financial statements for the periods covered by the
MD&A presentation have been or will be audited and the practitioner has audited or will audit the most recent year (refer to
paragraph .07 if the financial statements for prior years were audited by a predecessor auditor).
b. Management will provide a written assertion that the presentation has been prepared using the rules and regulations adopted
by the SEC as the criteria. (See paragraph .02.)
.14 A practitioner may accept an engagement to review the MD&A presentation of a nonpublic entity for an interim period provided that all of the
following conditions are met.
a.

b.
c.

The practitioner performs one of the following:
(1) A review of the historical financial statements for the related interim periods under the Statements on Standards
for Accounting and Review Services (SSARSs) and issues
a review report thereon
(2) A review of the condensed interim financial information
for the related interim periods under AS 4105 and issues
a review report thereon, and such interim financial information is accompanied by complete annual financial statements for the most recent fiscal year that have been audited
(3) An audit of the interim financial statements
The MD&A presentation for the most recent fiscal year has been
or will be examined or reviewed.
Management will provide a written assertion stating that the
presentation has been prepared using the rules and regulations
adopted by the SEC as the criteria. (See paragraph .02.)

Engagement Acceptance Considerations
.15 In determining whether to accept an engagement, the practitioner
should consider whether management (and others engaged by management
to assist them, such as legal counsel) has the appropriate knowledge of the
rules and regulations adopted by the SEC to prepare MD&A.

Responsibilities of Management
.16 Management is responsible for the preparation of the entity's MD&A
pursuant to the rules and regulations adopted by the SEC. The preparation
of MD&A in conformity with the rules and regulations adopted by the SEC
requires management to interpret the criteria, accurately derive the historical
amounts from the entity's books and records, make determinations as to the
relevancy of information to be included, and make estimates and assumptions
that affect reported information.
.17 An entity should not name the practitioner in a client-prepared document as having examined or reviewed MD&A unless the MD&A presentation
and related practitioner's report and the related financial statements and auditor's (or accountant's review) report are included in the document (or, in the
case of a public entity, incorporated by reference to such information filed with
a regulatory agency). If such a statement is made in a document that does not
include (or incorporate by reference) such information, the practitioner should
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request that neither his or her name nor reference to the practitioner be made
with respect to the MD&A information, or that such document be revised to include the required presentations and reports. If the client does not comply, the
practitioner should advise the client that he or she does not consent to either
the use of his or her name or the reference to the practitioner, and he or she
should consider what other actions might be appropriate. 15

Obtaining an Understanding of the SEC Rules and Regulations
and Management’s Methodology for the Preparation of MD&A
.18 The practitioner should obtain an understanding of the rules and regulations adopted by the SEC for MD&A. (Refer to paragraph .04.)
.19 The practitioner should inquire of management regarding the method
of preparing MD&A, including matters such as the sources of the information, how the information is gathered, how management evaluates the types
of factors having a material effect on financial condition (including liquidity
and capital resources), results of operations, and cash flows, and whether there
have been any changes in the procedures from the prior year.

Timing of Procedures
.20 Proper planning by the practitioner contributes to the effectiveness of
the attest procedures in an examination or a review of MD&A. Performing some
of the work in conjunction with the audit of the historical financial statements
or the review of interim financial statements may permit the work to be carried
out in a more efficient manner and to be completed at an earlier date. When
performing an examination or a review of MD&A, the practitioner may consider
the results of tests of controls, analytical procedures, 16 and substantive tests
performed in a financial statement audit or analytical procedures and inquiries
made in a review of financial statements or interim financial information.

Materiality
.21 The practitioner should consider the concept of materiality in planning and performing the engagement. The objective of an examination or a
review is to report on the MD&A presentation taken as a whole and not on
the individual amounts and disclosures contained therein. In the context of
an MD&A presentation, the concept of materiality encompasses both material
omissions (for example, the omission of trends, events, and uncertainties that
are currently known to management that are reasonably likely to have material effects on the entity's financial condition, results of operations, liquidity,
or capital resources) and material misstatements in MD&A, both of which are
referred to herein as a misstatement. Assessing the significance of a misstatement of some items in MD&A may be more dependent upon qualitative than
15
In considering what other actions, if any, may be appropriate in these circumstances, the
practitioner may wish to consult his or her legal counsel.
16
AS 2305, Substantive Analytical Procedures, defines analytical procedures as "evaluations of
financial information made by a study of plausible relationships among both financial and nonfinancial data. Analytical procedures range from simple comparisons to the use of complex models involving
many relationships and elements of data." In applying analytical procedures to MD&A, the practitioner develops expectations of matters that would be discussed in MD&A by identifying and using
plausible relationships that are reasonably expected to exist based on the practitioner's understanding of the client and of the industry in which the client operates, and the knowledge of relationships
among the various financial elements gained through the audit of financial statements or review of
interim financial information. Refer to AS 2305 for further discussion of analytical procedures.
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quantitative considerations. Qualitative aspects of materiality relate to the
relevance and reliability of the information presented (for example, qualitative
aspects of materiality are considered in assessing whether the underlying information, determinations, estimates, and assumptions of the entity provide
a reasonable basis for the disclosures in the MD&A). Furthermore, quantitative information is often more meaningful when accompanied by qualitative
disclosures. For example, quantitative information about market risk-sensitive
instruments is more meaningful when accompanied by qualitative information
about an entity's market risk exposures and how those exposures are managed.
Materiality is also a concept that is judged in light of the expected range of reasonableness of the information; therefore, users should not expect prospective
information (information about events that have not yet occurred) to be as precise as historical information.
.22 In expressing an opinion, or providing the limited assurance of a review
engagement, on the presentation, the practitioner should consider the omission
or misstatement of an individual assertion (see paragraph .34) to be material
if the magnitude of the omission or misstatement—individually or when aggregated with other omissions or misstatements—is such that a reasonable
person using the MD&A presentation would be influenced by the inclusion or
correction of the individual assertion. The relative rather than absolute size of
an omission or misstatement may determine whether it is material in a given
situation.

Inclusion of Pro Forma Financial Information
.23 Management may include pro forma financial information with respect
to a business combination or other transactions in MD&A. The practitioner
should consider the guidance in section 401, Reporting on Pro Forma Financial
Information, paragraph .10, when performing procedures with respect to such
information, even if management indicates in MD&A that certain information has been derived from unaudited financial statements. For example, in an
examination of MD&A, the practitioner's procedures would ordinarily include
obtaining an understanding of the underlying transaction or event, discussing
with management their assumptions, obtaining sufficient evidence in support
of the adjustments, and other procedures for the purpose of expressing an opinion on the MD&A presentation taken as a whole and not for expressing an
opinion on (or providing the limited assurance of a review of) the pro forma
financial information included therein under section 401.

Inclusion of External Information
.24 An entity may also include in its MD&A information external to the
entity, such as the rating of its debt by certain rating agencies or comparisons
with statistics from a trade association. Such external information should also
be subjected to the practitioner's examination or review procedures. For example, in an examination, the practitioner might compare information concerning
the statistics of a trade organization to a published source; however, the practitioner would not be expected to test the underlying support for the trade
association's calculation of such statistics.

Inclusion of Forward-Looking Information
.25 An entity may include certain forward-looking disclosures in the
MD&A presentation, including cautionary language concerning the achievability of the matters disclosed. Although any forward-looking disclosures that are
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included in the MD&A presentation should be subjected to the practitioner's
examination or review, such information is subjected to testing only for the purpose of expressing an opinion that the underlying information, determinations,
estimates, and assumptions provide a reasonable basis for the disclosures contained therein or providing the limited assurance of a review on the MD&A
presentation taken as a whole. The practitioner may consider the guidance in
section 301, Financial Forecasts and Projections, when performing procedures
with respect to forward-looking information. The practitioner may also consider
whether meaningful cautionary language has been included with the forwardlooking information.
.26 Section 27A of the Securities Act of 1933 (the 1933 Act) and Section
21E of the Securities Exchange Act of 1934 (the 1934 Act) provide a safe harbor
from liability in private litigation with respect to forward-looking statements
that include or make reference to meaningful cautionary language. However,
such sections also include exclusions from safe harbor protection in certain situations. Whether an entity's forward-looking statements and the practitioner's
report thereon qualify for safe harbor protection is a legal matter.

Inclusion of Voluntary Information
.27 An entity may voluntarily include other information in the MD&A presentation that is not required by the rules and regulations adopted by the SEC
for MD&A. When the entity includes in MD&A additional information required
by other rules and regulations of the SEC (for example, Item 305 of Regulation
S-K, Quantitative and Qualitative Disclosures About Market Risk), the practitioner should also consider such other rules and regulations in subjecting such
information to his or her examination or review procedures. 17

Examination Engagement
.28 To express an opinion about whether (a) the presentation includes,
in all material respects, the required elements of the rules and regulations
adopted by the SEC, (b) the historical financial amounts have been accurately
derived, in all material respects, from the entity's financial statements, and
(c) the underlying information, determinations, estimates, and assumptions of
the entity provide a reasonable basis for the disclosures contained therein, the
practitioner seeks to obtain reasonable assurance by accumulating sufficient
evidence in support of the disclosures and assumptions, thereby restricting
attestation risk to an appropriately low level.

Attestation Risk
.29 In an engagement to examine MD&A, the practitioner plans and performs the examination to obtain reasonable assurance of detecting both intentional and unintentional misstatements that are material to the MD&A presentation taken as a whole. Absolute assurance is not attainable because of factors
such as the need for judgment regarding the areas to be tested and the nature,
timing, and extent of tests to be performed; the concept of selective testing of the
data; and the inherent limitations of the controls applicable to the preparation
of MD&A. The practitioner exercises professional judgment in assessing the

17
To the extent that the voluntary information includes forward-looking information, refer to
paragraphs .25 and .26.
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significant determinations made by management as to the relevancy of information to be included, and the estimates and assumptions that affect reported
information. As a result of these factors, in the great majority of cases, the practitioner has to rely on evidence that is persuasive rather than convincing. Also,
procedures may be ineffective for detecting an intentional misstatement that is
concealed through collusion among client personnel and third parties or among
management or employees of the client. Therefore, the subsequent discovery
that a material misstatement exists in the MD&A does not, in and of itself,
evidence (a) failure to obtain reasonable assurance; (b) inadequate planning,
performance, or judgment on the part of the practitioner; (c) the absence of due
professional care; or (d) a failure to comply with this section.
.30 Factors to be considered by the practitioner in planning an examination
of MD&A include (a) the anticipated level of attestation risk related to assertions embodied in the MD&A presentation, (b) preliminary judgments about
materiality for attest purposes, (c) the items within the MD&A presentation
that are likely to require revision or adjustment, and (d) conditions that may
require extension or modification of attest procedures. For purposes of an engagement to examine MD&A, the components of attestation risk are defined as
follows.
a.

Inherent risk is the susceptibility of an assertion within MD&A
to a material misstatement, assuming that there are no related
controls. (See paragraphs .34 through .38.)

b.

Control risk is the risk that a material misstatement that could
occur in an assertion within MD&A will not be prevented or detected on a timely basis by the entity's controls; some control risk
will always exist because of the inherent limitations of any internal control.

c.

Detection risk is the risk that the practitioner will not detect a
material misstatement that exists in an assertion within MD&A.

Inherent Risk
.31 The level of inherent risk varies with the nature of the assertion. For
example, the inherent risk concerning financial information included in the
MD&A presentation may be low, whereas the inherent risk concerning the
completeness of the disclosure of the entity's risks or liquidity may be high.

Control Risk
.32 The practitioner should assess control risk as discussed in paragraphs
.53 through .57. Assessing control risk contributes to the practitioner's evaluation of the risk that material misstatement in the MD&A exists. In the process of
assessing control risk (together with assessing inherent risk), the practitioner
may obtain evidential matter about the risk that such misstatement may exist.
The practitioner uses this evidential matter as part of the reasonable basis for
his or her opinion on the MD&A presentation taken as a whole.

Detection Risk
.33 In determining an acceptable level of detection risk, the practitioner
assesses inherent risk and control risk, and considers the extent to which he
or she seeks to restrict attestation risk. As assessed inherent risk or control
risk decreases, the acceptable level of detection risk increases. Accordingly, the
practitioner may alter the nature, timing, and extent of tests performed based
on the assessments of inherent risk and control risk.
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Nature of Assertions
.34 Assertions are representations by management that are embodied in
the MD&A presentation. They can be either explicit or implicit and can be
classified according to the following broad categories:
a. Occurrence
b. Consistency with the financial statements
c. Completeness
d. Presentation and disclosure
.35 Assertions about occurrence address whether reported transactions or
events have occurred during a given period. Assertions about consistency with
the financial statements address whether—
a.

Reported transactions, events, and explanations are consistent
with the financial statements.
b. Historical financial amounts have been accurately derived from
the financial statements and related records.
c. Nonfinancial data have been accurately derived from related
records.
.36 Assertions about completeness address whether descriptions of transactions and events necessary to obtain an understanding of the entity's financial
condition (including liquidity and capital resources), changes in financial condition, results of operations, and material commitments for capital resources
are included in MD&A; and whether known events, transactions, conditions,
trends, demands, commitments, or uncertainties that will result in or are reasonably likely to result in material changes to these items are appropriately
described in the MD&A presentation.
.37 For example, if management asserts that the reason for an increase in
revenues is a price increase in the current year, they are explicitly asserting that
both an increase in revenues and a price increase have occurred in the current
year, and implicitly asserting that any historical financial amounts included are
consistent with the financial statements for such period. They are also implicitly
asserting that the explanation for the increase in revenues is complete; that
there are no other significant reasons for the increase in revenues.
.38 Assertions about presentation and disclosure address whether information included in the MD&A presentation is properly classified, described, and
disclosed. For example, management asserts that any forward-looking information included in MD&A is properly classified as being based on management's
present assessment and includes an appropriate description of the expected
results. To further disclose the nature of such information, management may
also include a statement that actual results in the future may differ materially
from management's present assessment. (See paragraphs .25 and .26.)
.39 Although procedures designed to achieve the practitioner's objective
of forming an opinion on the MD&A presentation taken as a whole may test
certain assertions embodied in the underlying financial statements, the practitioner is not expected to test the underlying financial statement assertions
in an examination of MD&A. For example, the practitioner is not expected to
test the completeness of revenues or the existence of inventory when testing
the assertions in MD&A concerning an increase in revenues or an increase in
inventory levels; assurance related to completeness of revenues or for existence
of inventory would be obtained as part of the audit. The practitioner is, however,
responsible for testing the completeness of the explanation for the increase in
revenues or the increase in inventory levels.
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Performing an Examination Engagement
.40 The practitioner should exercise (a) due professional care in planning,
performing, and evaluating the results of his or her examination procedures and
(b) the proper degree of professional skepticism to obtain reasonable assurance
that material misstatements will be detected.
.41 In an examination of MD&A, the practitioner should perform the following.
a.

b.
c.

d.
e.
f.

g.

Obtain an understanding of the rules and regulations adopted
by the SEC for MD&A and management's method of preparing
MD&A. (See paragraphs .18 and .19.)
Plan the engagement. (See paragraphs .42 through .48.)
Consider relevant portions of the entity's internal control applicable to the preparation of MD&A. (See paragraphs .49 through
.58.)
Obtain sufficient evidence, including testing completeness. (See
paragraphs .59 through .64.)
Consider the effect of events subsequent to the balance-sheet date.
(See paragraphs .65 and .66.)
Obtain written representations from management concerning its
responsibility for MD&A, completeness of minutes, events subsequent to the balance-sheet date, and other matters about which
the practitioner believes written representations are appropriate.
(See paragraphs .110 through .112.)
Form an opinion about whether the MD&A presentation includes,
in all material respects, the required elements of the rules and
regulations adopted by the SEC, whether the historical financial amounts included therein have been accurately derived, in
all material respects, from the entity's financial statements, and
whether the underlying information, determinations, estimates,
and assumptions of the entity provide a reasonable basis for the
disclosures contained in the MD&A. (See paragraph .67.)

Planning the Engagement
General Considerations
.42 Planning an engagement to examine MD&A involves developing an
overall strategy for the expected scope and performance of the engagement.
When developing an overall strategy for the engagement, the practitioner
should consider factors such as the following:

•

Matters affecting the industry in which the entity operates, such
as financial reporting practices, economic conditions, laws and regulations, and technological changes

•

Knowledge of the entity's internal control applicable to the preparation of MD&A obtained during the audit of the financial statements and the extent of recent changes, if any

•

Matters relating to the entity's business, including its organization, operating characteristics, capital structure, and distribution
methods

•

The types of relevant information that management reports to
external analysts (for example, press releases and presentations
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to lenders and rating agencies, if any, concerning past and future
performance)

•

How the entity analyzes actual performance compared to budgets
and the types of information provided in documents submitted
to the board of directors for purposes of the entity's day-to-day
operations and long-range planning

•

The extent of management's knowledge of and experience with the
rules and regulations adopted by the SEC for MD&A

•

If the entity is a nonpublic entity, the intended use of the MD&A
presentation

•

Preliminary judgments about (a) materiality, (b) inherent risk at
the individual assertion level, and (c) factors (for example, matters
identified during the audit or review of the historical financial
statements) relating to significant deficiencies in internal control
applicable to the preparation of MD&A (See paragraph .58.)

•

The fraud risk factors or other conditions identified during the audit of the most recent annual financial statements and the practitioner's response to such risk factors

•

The type and extent of evidential matter supporting management's assertions and disclosures in the MD&A presentation

•

The nature of complex or subjective matters potentially material
to the MD&A presentation that may require special skill or knowledge and whether such matters may require using the work of a
specialist to obtain sufficient evidential matter (See paragraph
.47.)

•

The presence of an internal audit function (See paragraph .48.)

.43 In planning an engagement when MD&A has not previously been examined, the practitioner should consider the degree to which the entity has
information available for such prior periods and the continuity of the entity's
personnel and their ability to respond to inquiries with respect to such periods.
In addition, the practitioner should obtain an understanding of the entity's
internal control in prior years applicable to the preparation of MD&A.

Consideration of Audit Results
.44 The practitioner should also consider the results of the audits of the
financial statements for the periods covered by the MD&A presentation on the
examination engagement, such as matters relating to the following:

•
•
•

The availability and condition of the entity's records
The nature and magnitude of audit adjustments
Likely misstatements[ 18 ] that were not corrected in the financial
statements that may affect MD&A disclosures (for example, misclassifications between financial statement line items)

.45 The practitioner should also consider the possible impact on the scope
of the examination engagement of any modification or contemplated modification of the auditor's report, including matters addressed in explanatory language. For example, if the auditor has modified the auditor's report to include a
going-concern uncertainty explanatory paragraph, the practitioner would consider such a matter in assessing attestation risk.
18

[Footnote deleted.]
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Multiple Components
.46 In an engagement to examine MD&A, if the entity has operations
in several components (for example, locations, branches, subsidiaries, or programs), the practitioner should determine the components to which procedures
should be applied. In making such a determination and in selecting the components to be tested, the practitioner should consider factors such as the following:

•

The relative importance of each component to the applicable
MD&A disclosure

•
•

The degree of centralization of records

•

The nature and extent of operations conducted at the various components

•

The similarity of operations and internal control for different components

The effectiveness of controls, particularly those that affect management's direct control over the exercise of authority delegated
to others and its ability to supervise activities at various locations
effectively

The practitioner should consider whether the audit base of the components is
consistent with the components that are disclosed in MD&A. Accordingly, it
may be desirable for the practitioner to coordinate the audit work with the
components that will be disclosed.

Using the Work of a Specialist
.47 In some engagements to examine MD&A, the nature of complex or
subjective matters potentially material to the MD&A presentation may require
specialized skill or knowledge in a particular field other than accounting or
auditing. For example, the entity may include information concerning plant
production capacity, which would ordinarily be determined by an engineer. In
such cases, the practitioner may use the work of a specialist and should consider
the relevant guidance in AS 1210, Using the Work of a Specialist. AS 1201,
Supervision of the Audit Engagement, provides relevant guidance for situations
in which a specialist employed by the practitioner's firm participates in the
examination.

Internal Audit Function
.48 Another factor the practitioner should consider when planning the engagement is whether the entity has an internal audit function and the extent
to which internal auditors are involved in directly testing the MD&A presentation, in monitoring the entity's internal control applicable to the preparation
of MD&A, or in testing the underlying records supporting disclosures in the
MD&A. A practitioner should consider the guidance in AS 2605, Consideration
of the Internal Audit Function, when addressing the competence and objectivity
of internal auditors; the nature, timing, and extent of work to be performed;
and other related matters.

Consideration of Internal Control Applicable
to the Preparation of MD&A
.49 The practitioner should obtain an understanding of the entity's internal control applicable to the preparation of MD&A sufficient to plan the engagement and to assess control risk. Generally, controls that are relevant to an
examination pertain to the entity's objective of preparing MD&A in conformity
with the rules and regulations adopted by the SEC, and may include controls
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within the control environment, risk assessment, control activities, information
and communication, and monitoring components.
.50 The controls relating to operations and compliance objectives may be
relevant to an examination if they pertain to data the practitioner evaluates or
uses in applying examination procedures. For example, controls over the gathering of information, which are different from financial statement controls, and
controls relating to nonfinancial data that are included in the MD&A presentation, may be relevant to an examination engagement.
.51 In planning the examination, knowledge of such controls should be
used to identify types of potential misstatement (including types of potential
material omissions), to consider factors that affect the risk of material misstatement and to design appropriate tests.
.52 A practitioner generally obtains an understanding of the design of the
entity's internal control applicable to the preparation of MD&A by making inquiries of appropriate management, supervisory, and staff personnel; by inspection of the entity's documents; and by observation of the entity's relevant activities, including controls over matters discussed, nonfinancial data included,
and management evaluation of the reasonableness of information included. The
nature and extent of procedures a practitioner performs vary from entity to entity and are influenced by factors such as the entity's complexity, the length of
time that the entity has prepared MD&A pursuant to the rules and regulations
adopted by the SEC, the practitioner's knowledge of the entity's controls obtained in audits and previous professional engagements, and judgments about
materiality.
.53 After obtaining an understanding of the entity's internal control applicable to the preparation of MD&A, the practitioner assesses control risk for
the assertions embodied in the MD&A presentation. (Refer to paragraphs .34
through .39.) The practitioner may assess control risk at the maximum level
(the greatest probability that a material misstatement that could occur in an
assertion will not be prevented or detected on a timely basis by an entity's controls) because the practitioner believes controls are unlikely to pertain to an
assertion, are unlikely to be effective, or because evaluating their effectiveness
would be inefficient. Alternatively, the practitioner may obtain evidential matter about the effectiveness of both the design and operation of a control that
supports a lower assessed level of control risk. Such evidential matter may be
obtained from tests of controls planned and performed concurrently with obtaining the understanding of the internal control or from procedures performed
to obtain the understanding that were not specifically planned as tests of controls.
.54 After obtaining the understanding and assessing control risk, the practitioner may desire to seek a further reduction in the assessed level of control
risk for certain assertions. In such cases, the practitioner considers whether evidential matter sufficient to support a further reduction is likely to be available
and whether performing additional tests of controls to obtain such evidential
matter would be efficient.
.55 When seeking to assess control risk below the maximum for controls
over financial and nonfinancial data, the practitioner should perform tests of
controls to obtain evidence to support the assessed level of control risk. For
example, the practitioner may perform tests of controls directed toward the
effectiveness of the design or operation of internal control over the accumulation
of the number of units sold for a manufacturing company, average interest rates
earned and paid for a financial institution, or average net sales per square foot
for a retail entity.
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.56 The practitioner uses the knowledge provided by the understanding of
internal control applicable to the preparation of MD&A and the assessed level
of control risk in determining the nature, timing, and extent of substantive
tests for the MD&A assertions.
.57 The practitioner should document the understanding of the internal
control components obtained to plan the examination and the assessment of
control risk. The form and extent of this documentation is influenced by the
size and complexity of the entity, as well as the nature of the entity's controls
applicable to the preparation of MD&A.
.58 During the course of an engagement to examine MD&A, the practitioner may become aware of significant deficiencies in the design or operation
of internal control applicable to the preparation of MD&A that could adversely
affect the entity's ability to prepare MD&A in accordance with the rules and regulations adopted by the SEC. The practitioner should consider the implications
of such control deficiencies on his or her ability to rely on management's explanations and on comparisons to summary accounting records. A practitioner's
responsibility to communicate these control deficiencies in an examination of
MD&A is similar to the auditor's responsibility described in AS 1305, Communications About Control Deficiencies in an Audit of Financial Statements, and
AS 1301, Communications with Audit Committees.

Obtaining Sufficient Evidence
.59 The practitioner should apply procedures to obtain reasonable assurance of detecting material misstatements. In an audit of historical financial
statements, the practitioner will have applied audit procedures to some of the
information included in the MD&A. However, because the objective of those
audit procedures is to have a reasonable basis for expressing an opinion on the
financial statements taken as a whole rather than on the MD&A, certain additional examination procedures should be performed as discussed in paragraphs
.60 through .64. Determining these procedures and evaluating the sufficiency
of the evidence obtained are matters of professional judgment.
.60 The practitioner ordinarily should apply the following procedures.
a.

Read the MD&A and compare the content for consistency with the
audited financial statements; compare financial amounts to the
audited financial statements or related accounting records and
analyses; recompute the increases, decreases, and percentages
disclosed.

b.

Compare nonfinancial amounts to the audited financial statements, if applicable, or to other records. (Refer to paragraphs .62
through .64.)

c.

Consider whether the explanations in MD&A are consistent with
the information obtained during the audit; investigate further
those explanations that cannot be substantiated by information
in the audit working papers through inquiry (including inquiry of
officers and other executives having responsibility for operational
areas) and inspection of client records.

d.

Examine internally generated documents (for example, variance
analyses, sales analyses, wage cost analyses, sales or service pricing sheets, and business plans or programs) and externally generated documents (for example, correspondence, contracts, or loan
agreements) in support of the existence, occurrence, or expected
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occurrence of events, transactions, conditions, trends, demands,
commitments, and uncertainties disclosed in the MD&A.
Obtain available prospective financial information (for example,
budgets; sales forecasts; forecasts of labor, overhead, and materials costs; capital expenditure requests; and financial forecasts
and projections) and compare such information to forward-looking
MD&A disclosures. Inquire of management as to the procedures
used to prepare the prospective financial information. Evaluate
whether the underlying information, determinations, estimates,
and assumptions of the entity provide a reasonable basis for the
MD&A disclosures of events, transactions, conditions, trends, demands, commitments, or uncertainties. 19
Consider obtaining available prospective financial information relating to prior periods and comparing actual results with forecasted and projected amounts.
Make inquiries of officers and other executives having responsibility for operational areas (such as sales, marketing, and production) and financial and accounting matters, as to their plans and
expectations for the future that could affect the entity's liquidity
and capital resources.
Consider obtaining external information concerning industry
trends, inflation, and changing prices and comparing the related
MD&A disclosures to such information.
Compare the information in MD&A with the rules and regulations adopted by the SEC and consider whether the presentation
includes the required elements of such rules and regulations.
Read the minutes of meetings to date of the board of directors
and other significant committees to identify matters that may
affect MD&A; consider whether such matters are appropriately
addressed in MD&A.
Inquire of officers as to the entity's prior experience with the SEC
and the extent of comments received upon review of documents
by the SEC; read correspondence between the entity and the SEC
with respect to such review, if any.
Obtain public communications (for example, press releases and
quarterly reports) and the related supporting documentation
dealing with historical and future results; consider whether
MD&A is consistent with such communications.
Consider obtaining other types of publicly available information
(for example, analyst reports and news articles); compare the
MD&A presentation with such information.

Testing Completeness
.61 The practitioner should design procedures to test the presentation for
completeness, including tests of the completeness of explanations that relate to
historical disclosures as discussed in paragraphs .36 and .37. The practitioner
should also consider whether the MD&A discloses matters that could significantly impact future financial condition and results of operations of the entity
by considering information that he or she obtained through the following:
19
Refer to paragraph .26 for a discussion concerning the safe harbor rules for forward-looking
statements.
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a.
b.

Audit of the financial statements
Inquiries of the entity's officers and other executives directed to
current events, conditions, economic changes, commitments and
uncertainties, within both the entity and its industry
c. Other information obtained through procedures such as those
listed in paragraphs .60, .65, and .66
As discussed in paragraph .31, the inherent risk concerning the completeness
of disclosures may be high; if it is, the practitioner may extend the procedures
(for example, by making additional inquiries of management or by examining
additional internally generated documents).

Nonfinancial Data
.62 Management may include nonfinancial data (such as units produced;
the number of units sold, locations, or customers; plant utilization; or square
footage) in the MD&A. The practitioner should consider whether the definitions used by management for such nonfinancial data are reasonable for the
particular disclosure in the MD&A and whether there are suitable criteria (for
example, industry standards with respect to square footage for retail operations), as discussed in section 101.23–.32.
.63 In some situations, the nonfinancial data or the controls over the nonfinancial data may have been tested by the practitioner in conjunction with
the financial statement audit; however, the practitioner's consideration of the
nature of the procedures to apply to nonfinancial data in an examination of
MD&A is based on the concept of materiality with respect to the MD&A presentation. The practitioner should consider whether industry standards exist for
the nonfinancial data or whether there are different methods of measurement
that may be used, and, if such methods could result in significantly different
results, whether the method of measurement selected by management is reasonable and consistent between periods covered by the MD&A presentation.
For example, the number of customers reported by management could vary depending on whether management defines a customer as a subsidiary or "ship
to" location of a company rather than the company itself.
.64 In testing nonfinancial data included in the MD&A, the practitioner
may seek to assess control risk below the maximum for controls over such
nonfinancial data, as discussed in paragraph .55. The practitioner weighs the
increase in effort of the examination associated with the additional tests of controls that is necessary to obtain evidential matter against the resulting decrease
in examination effort associated with the reduced substantive tests. For those
nonfinancial assertions for which the practitioner performs additional tests of
controls, the practitioner determines the assessed level of control risk that the
results of those tests will support. This assessed level of control risk is used
in determining the appropriate detection risk to accept for those nonfinancial
assertions and, accordingly, in determining the nature, timing, and extent of
substantive tests for such assertions.

Consideration of the Effect of Events Subsequent to the
Balance-Sheet Date
.65 As there is an expectation by the SEC that MD&A considers events
through a date at or near the filing date, 20 the practitioner should consider

20

A registration statement under the 1933 Act speaks as of its effective date.
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information about events 21 that comes to his or her attention after the end of
the period addressed by MD&A and prior to the issuance of his or her report that
may have a material effect on the entity's financial condition (including liquidity
and capital resources), changes in financial condition, results of operations, and
material commitments for capital resources. Events or matters that should be
disclosed in MD&A include those that— 22

•

Are reasonably expected to have a material favorable or unfavorable impact on net sales or revenues or income from continuing
operations.

•

Are reasonably likely to result in the entity's liquidity increasing
or decreasing in any material way.

•
•

Will have a material effect on the entity's capital resources.
Would cause reported financial information not to be necessarily
indicative of future operating results or of future financial condition.

The practitioner should consider whether events identified during the examination of the MD&A presentation or the audit of the related financial statements
require adjustment to or disclosure in the MD&A presentation. When MD&A
will be included or incorporated by reference in a 1933 Act document that is
filed with the SEC, the practitioner's procedures should extend up to the filing
date or as close to it as is reasonable and practicable in the circumstances. 23 If
a public entity's MD&A presentation is to be included only in a filing under the
1934 Act (for example, Forms 10-K or 10-KSB), the practitioner's responsibility
to consider subsequent events does not extend beyond the date of the report on
MD&A. Paragraphs .94 through .98 provide guidance when the practitioner is
engaged subsequent to the filing of the MD&A presentation.
.66 In an examination of MD&A, the practitioner's fieldwork ordinarily extends beyond the date of the auditor's report on the related financial
statements. 24 Accordingly, the practitioner generally should—
a.

Read available minutes of meetings of stockholders, the board of
directors, and other appropriate committees; as to meetings for
which minutes are not available, inquire about matters dealt with
at such meetings.

b.

Read the latest available interim financial statements for periods
subsequent to the date of the auditor's report, compare them with
the financial statements for the periods covered by the MD&A,

21
Such events are only referred to as subsequent events in relation to an MD&A presentation if
they occur after the MD&A presentation has been issued. The annual MD&A presentation ordinarily
would not be updated for subsequent events if an MD&A presentation for a subsequent interim period
has been issued or the event has been reported through a filing on Form 8-K.
22
The practitioner should refer to the rules and regulations adopted by the SEC for other examples of events that should be disclosed.
23
Additionally, if the practitioner's report on MD&A is included or incorporated by reference in
a 1933 Act document, the practitioner should extend his or her procedures with respect to subsequent
events from the date of his or her report on MD&A up to the effective date or as close thereto as is
reasonable and practicable in the circumstances.
24
Undertaking an engagement to examine MD&A does not extend the auditor's responsibility
to update the subsequent events review procedures for the financial statements beyond the date of
the auditor's report. However, see AS 2905, Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report. Also, see AS 4101, Responsibilities Regarding Filings Under Federal Securities
Statutes, as to an auditor's responsibility when his or her report is included in a registration statement
filed under the 1933 Act.
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and inquire of and discuss with officers and other executives having responsibility for operational, financial, and accounting matters (limited where appropriate to major locations) matters such
as the following:

•
•
•
•
c.

d.

e.

f.

Whether interim financial statements have been prepared
on the same basis as the audited financial statements
Whether there were any significant changes in the entity's operations, liquidity, or capital resources in the subsequent period
The current status of items in the financial statements for
which the MD&A has been prepared that were accounted
for on the basis of tentative, preliminary, or inconclusive
data
Whether any unusual adjustments were made during the
period from the balance-sheet date to the date of inquiry

Make inquiries of members of senior management as to the current status of matters concerning litigation, claims, and assessments identified during the audit of the financial statements and
of any new matters or unfavorable developments. Consider obtaining updated legal letters from legal counsel. 25
Consider whether there have been any changes in economic conditions or in the industry that could have a significant effect on
the entity.
Obtain written representations from appropriate officials as to
whether any events occurred subsequent to the latest balancesheet date that would require disclosure in the MD&A. (See paragraphs .110 through .112.)
Make such additional inquiries or perform such other procedures
as considered necessary and appropriate to address questions
that arise in carrying out the foregoing procedures, inquiries, and
discussions.

Forming an Opinion
.67 The practitioner should consider the concept of materiality discussed
in paragraphs .21 and .22, and the impact of any modification of the auditor's
report on the historical financial statements in forming an opinion on the examination of MD&A, including the practitioner's ability to evaluate the results
of inquiries and other procedures.

Reporting
.68 In order for the practitioner to issue a report on an examination of
MD&A, the financial statements for the periods covered by the MD&A presentation and the related auditor's report(s) should accompany the MD&A presentation (or, with respect to a public entity, be incorporated in the document containing the MD&A by reference to information filed with a regulatory agency).
In addition, if the entity is a nonpublic entity, one of the following conditions
should be met.
25
See AS 2505, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments, for
guidance concerning obtaining legal letters.
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a.

A statement should be included in the body of the MD&A presentation that it has been prepared using the rules and regulations
adopted by the SEC.
b. A separate written assertion should accompany the MD&A presentation or such assertion should be included in a representation
letter obtained from the entity.
.69 The practitioner's report on an examination of MD&A should include
the following:
a.
b.
c.

d.

e.

f.
g.

h.

i.

j.
k.

A title that includes the word independent
An identification of the MD&A presentation, including the period
covered
A statement that management is responsible for the preparation
of the MD&A pursuant to the rules and regulations adopted by
the SEC, and a statement that the practitioner's responsibility
is to express an opinion on the presentation based on his or her
examination
A reference to the auditor's report on the related financial statements, and if the report was other than a standard report, the
substantive reasons therefor
A statement that the examination was conducted in accordance
with attestation standards established by the AICPA and a description of the scope of an examination of MD&A
A statement that the practitioner believes the examination provides a reasonable basis for his or her opinion
A paragraph stating that—
(1) The preparation of MD&A requires management to interpret the criteria, make determinations as to the relevancy
of information to be included, and make estimates and assumptions that affect reported information
(2) Actual results in the future may differ materially from
management's present assessment of information regarding the estimated future impact of transactions and events
that have occurred or are expected to occur, expected
sources of liquidity and capital resources, operating trends,
commitments, and uncertainties
If the entity is a nonpublic entity, a statement that, although the
entity is not subject to the rules and regulations of the SEC, the
MD&A presentation is intended to be a presentation in accordance with the rules and regulations adopted by the SEC
The practitioner's opinion on whether—
(1) The presentation includes, in all material respects, the required elements of the rules and regulations adopted by
the SEC
(2) The historical financial amounts have been accurately derived, in all material respects, from the entity's financial
statements
(3) The underlying information, determinations, estimates,
and assumptions of the entity provide a reasonable basis
for the disclosures contained therein
The manual or printed signature of the practitioner's firm
The date of the examination report
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Appendix A [paragraph .114], "Examination Reports," includes a standard examination report. (See Example 1.)

Dating
.70 The practitioner's report on the examination of MD&A should be dated
as of the completion of the practitioner's examination procedures. That date
should not precede the date of the auditor's report on the latest historical financial statements covered by the MD&A.

Report Modifications
.71 The practitioner should modify the standard report described in paragraph .69, if any of the following conditions exist.

•

The presentation excludes a material required element under the
rules and regulations adopted by the SEC. (See paragraph .72.)

•

The historical financial amounts have not been accurately derived,
in all material respects, from the entity's financial statements.
(See paragraph .72.)

•

The underlying information, determinations, estimates, and assumptions used by management do not provide the entity with a
reasonable basis for the disclosure in the MD&A. (See paragraph
.72.)

•

There is a restriction on the scope of the engagement. (See paragraph .73.)

•

The practitioner decides to refer to the report of another practitioner as the basis in part for his or her report. (See paragraph
.74.)

•

The practitioner is engaged to examine the MD&A presentation
after it has been filed with the SEC or other regulatory agency.
(See paragraphs .94 through .98.)

.72 The practitioner should express a qualified or an adverse opinion if (a)
the MD&A presentation excludes a material required element, (b) historical
financial amounts have not been accurately derived in all material respects, or
(c) the underlying information, determinations, estimates, and assumptions of
the entity do not provide a reasonable basis for the disclosures; for example,
if there is a lack of consistency between management's method of measuring
nonfinancial data between periods covered by the MD&A presentation. The
basis for such opinion should be stated in the practitioner's report. Appendix A
[paragraph .114] includes several examples of such modifications. (See Example
2.) Also refer to paragraph .107 for required communications with the audit
committee.
.73 If the practitioner is unable to perform the procedures he or she considers necessary in the circumstances, the practitioner should modify the report or
withdraw from the engagement. If the practitioner modifies the report, he or she
should describe the limitation on the scope of the examination in an explanatory paragraph and qualify his or her opinion, or disclaim an opinion. However,
limitations on the ability of the practitioner to perform necessary procedures
could also arise because of the lack of adequate support for a significant representation in the MD&A. That circumstance may result in a conclusion that
the unsupported representation constitutes a material misstatement of fact
and, accordingly, the practitioner may qualify his or her opinion or express an
adverse opinion, as described in paragraph .72.
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Reference to Report of Another Practitioner
.74 If another practitioner examined the MD&A presentation of a component (refer to paragraph .46), the practitioner may decide to make reference
to such report of the other practitioner as a basis for his or her opinion on the
consolidated MD&A presentation. The practitioner should disclose this fact in
the introductory paragraph of the report and should refer to the report of the
other practitioner in expressing an opinion on the consolidated MD&A presentation. These references indicate a division of responsibility for performance of
the examination. Appendix A [paragraph .114] provides an example of a report
for such a situation. (See Example 3.) Refer to paragraph .105 for guidance
when the other practitioner does not issue a report.

Emphasis of a Matter
.75 In a number of circumstances, the practitioner may wish to emphasize
a matter regarding the MD&A presentation. For example, he or she may wish
to emphasize that the entity has included information beyond the required
elements of the rules and regulations adopted by the SEC. Such explanatory
comments should be presented in a separate paragraph of the practitioner's
report.

Review Engagement
.76 The objective of a review engagement, including a review of MD&A for
an interim period, is to accumulate sufficient evidence to provide the practitioner with a basis for reporting whether any information came to the practitioner's attention to cause him or her to believe that (a) the MD&A presentation
does not include, in all material respects, the required elements of the rules and
regulations adopted by the SEC, (b) the historical financial amounts included
therein have not been accurately derived, in all material respects, from the entity's financial statements, or (c) the underlying information, determinations,
estimates, and assumptions of the entity do not provide a reasonable basis
for the disclosures contained therein. MD&A for an interim period may be a
freestanding presentation or it may be combined with the MD&A presentation
for the most recent fiscal year. Procedures for conducting a review of MD&A
generally are limited to inquiries and analytical procedures, rather than also
including search and verification procedures, concerning factors that have a
material effect on financial condition, including liquidity and capital resources,
results of operations, and cash flows. In a review engagement, the practitioner
should—
a.

Obtain an understanding of the rules and regulations adopted
by the SEC for MD&A and management's method of preparing
MD&A. (See paragraphs .18 and .19.)

b.

Plan the engagement. (See paragraph .77.)

c.

Consider relevant portions of the entity's internal control applicable to the preparation of the MD&A. (See paragraph .78.)

d.

Apply analytical procedures and make inquiries of management
and others. (See paragraphs .79 and .80.)

e.

Consider the effect of events subsequent to the balance-sheet
date. The practitioner's consideration of such events in a review
of MD&A is similar to the practitioner's consideration in an examination. (See paragraphs .65 and .66.)
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f.

g.

Obtain written representations from management concerning its
responsibility for MD&A, completeness of minutes, events subsequent to the balance-sheet date, and other matters about which
the practitioner believes written representations are appropriate.
(See paragraph .110.)
Form a conclusion as to whether any information came to the
practitioner's attention that causes him or her to believe any of
the following.
(1) The MD&A presentation does not include, in all material
respects, the required elements of the rules and regulations adopted by the SEC.
(2) The historical financial amounts included therein have not
been accurately derived, in all material respects, from the
entity's financial statements.
(3) The underlying information, determinations, estimates,
and assumptions of the entity do not provide a reasonable
basis for the disclosures contained therein.

Planning the Engagement
.77 Planning an engagement to review MD&A involves developing an overall strategy for the analytical procedures and inquiries to be performed. When
developing an overall strategy for the review engagement, the practitioner
should consider factors such as the following:

•

Matters affecting the industry in which the entity operates, such
as financial reporting practices, economic conditions, laws and regulations, and technological changes

•

Matters relating to the entity's business, including its organization, operating characteristics, capital structure, and distribution
methods

•

The types of relevant information that management reports to external analysts (for example, press releases or presentations to
lenders and rating agencies concerning past and future performance)

•

The extent of management's knowledge of and experience with the
rules and regulations adopted by the SEC for MD&A

•

If the entity is a nonpublic entity, the intended use of the MD&A
presentation

•

Matters identified during the audit or review of the historical financial statements relating to MD&A reporting, including knowledge of the entity's internal control applicable to the preparation
of MD&A and the extent of recent changes, if any

•

Matters identified during prior engagements to examine or review
MD&A

•
•

Preliminary judgments about materiality

•

The presence of an internal audit function and the extent to which
internal auditors are involved in directly testing the MD&A presentation or underlying records
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Consideration of Internal Control Applicable
to the Preparation of MD&A
.78 To perform a review of MD&A, the practitioner needs to have sufficient knowledge of the entity's internal control applicable to the preparation of
MD&A to—

•

Identify types of potential misstatements in MD&A, including
types of material omissions, and consider the likelihood of their
occurrence.

•

Select the inquiries and analytical procedures that will provide
a basis for reporting whether any information causes the practitioner to believe the following.
— The MD&A presentation does not include, in all material respects, the required elements of the rules and regulations adopted by the SEC, or the historical financial
amounts included therein have not been accurately derived, in all material respects, from the entity's financial
statements.
— The underlying information, determinations, estimates,
and assumptions of the entity do not provide a reasonable
basis for the disclosures contained therein.

Application of Analytical Procedures and Inquiries
.79 The practitioner ordinarily would not obtain corroborating evidential
matter of management's responses to the practitioner's inquiries in performing
a review of MD&A. The practitioner should, however, consider the consistency
of management's responses in light of the results of other inquiries and the
application of analytical procedures. The practitioner ordinarily should apply
the following analytical procedures and inquiries.
a.

b.

c.

d.

Read the MD&A presentation and compare the content for consistency with the audited financial statements (or reviewed interim financial information if MD&A includes interim information); compare financial amounts to the audited or reviewed financial statements or related accounting records and analyses;
recompute the increases, decreases, and percentages disclosed.
Compare nonfinancial amounts to the audited (or reviewed) financial statements, if applicable, or to other records. (Refer to
paragraph .80.)
Consider whether the explanations in MD&A are consistent with
the information obtained during the audit or the review of interim
financial information; make further inquiries of officers and other
executives having responsibility for operational areas as necessary.
Obtain available prospective financial information (for example,
budgets; sales forecasts; forecasts of labor, overhead, and materials costs; capital expenditure requests; and financial forecasts
and projections) and compare such information to forward-looking
MD&A disclosures. Inquire of management as to the procedures
used to prepare the prospective financial information. Consider
whether information came to the practitioner's attention that
causes him or her to believe that the underlying information,
determinations, estimates, and assumptions of the entity do not
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provide a reasonable basis for the disclosures of trends, demands,
commitments, events, or uncertainties. 26
e. Make inquiries of officers and other executives having responsibility for operational areas (such as sales, marketing, and production) and financial and accounting matters, as to any plans and
expectations for the future that could affect the entity's liquidity
and capital resources.
f. Compare the information in MD&A with the rules and regulations adopted by the SEC and consider whether the presentation
includes the required elements of such rules and regulations.
g. Read the minutes of meetings to date of the board of directors
and other significant committees to identify actions that may affect MD&A; consider whether such matters are appropriately addressed in the MD&A presentation.
h. Inquire of officers as to the entity's prior experience with the SEC
and the extent of comments received upon review of documents
by the SEC; read correspondence between the entity and the SEC
with respect to such review, if any.
i. Inquire of management regarding the nature of public communications (for example, press releases and quarterly reports) dealing with historical and future results and consider whether the
MD&A presentation is consistent with such communications.
.80 If nonfinancial data are included in the MD&A presentation, the practitioner should inquire as to the nature of the records from which such information was derived and observe the existence of such records, but need not
perform other tests of such records beyond analytical procedures and inquiries
of individuals responsible for maintaining them. The practitioner should consider whether such nonfinancial data are relevant to users of the MD&A presentation and whether such data are clearly defined in the MD&A presentation.
The practitioner should make inquiries regarding whether the definition of the
nonfinancial data was consistently applied during the periods reported.
.81 However, if the practitioner becomes aware that the presentation may
be incomplete or contain inaccuracies, or is otherwise unsatisfactory, the practitioner should perform the additional procedures he or she deems necessary
to achieve the limited assurance contemplated by a review engagement.

Reporting
.82 In order for the practitioner to issue a report on a review of MD&A for
an annual period, the financial statements for the periods covered by the MD&A
presentation and the related auditor's report(s) should accompany the MD&A
presentation (or with respect to a public entity be incorporated in the document containing the MD&A by reference to information filed with a regulatory
agency).
.83 If the MD&A presentation relates to an interim period and the entity
is a public entity, the financial statements for the interim periods covered by
the MD&A presentation and the related accountant's review report(s) should
accompany the MD&A presentation, or be incorporated in the document containing the MD&A by reference to information filed with a regulatory agency.
The comparative financial statements for the most recent annual period and
26
Refer to paragraph .26 for a discussion concerning the safe harbor rules for forward-looking
statements.
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the related MD&A should accompany the MD&A presentation for the interim
period, or be incorporated by reference to information filed with a regulatory
agency. Generally, the requirement for inclusion of the annual financial statements and related MD&A is satisfied by a public entity that has met its reporting responsibility for filing its annual financial statements and MD&A in its
annual report on Form 10-K.
.84 If the MD&A presentation relates to an interim period and the entity
is a nonpublic entity, the following documents should accompany the interim
MD&A presentation in order for the practitioner to issue a review report:
a.

The MD&A presentation for the most recent fiscal year and related accountant's examination or review report(s)
b. The financial statements for the periods covered by the respective
MD&A presentations (most recent fiscal year and interim periods and the related auditor's report(s) and accountant's review
report(s))
In addition, one of the following conditions should be met.

•

A statement should be included in the body of the MD&A presentation that it has been prepared using the rules and regulations
adopted by the SEC.

•

A separate written assertion should accompany the MD&A presentation or such assertion should be included in a representation
letter obtained from the entity.

.85 The practitioner's report on a review of MD&A should include the following:
a.
b.
c.

d.

e.
f.
g.

h.

A title that includes the word independent
An identification of the MD&A presentation, including the period
covered
A statement that management is responsible for the preparation
of the MD&A pursuant to the rules and regulations adopted by
the SEC
A reference to the auditor's report on the related financial statements, and, if the report was other than a standard report, the
substantive reasons therefor
A statement that the review was conducted in accordance with
attestation standards established by the AICPA
A description of the procedures for a review of MD&A
A statement that a review of MD&A is substantially less in scope
than an examination, the objective of which is an expression of
opinion regarding the MD&A presentation, and accordingly, no
such opinion is expressed
A paragraph stating that—
(1) The preparation of MD&A requires management to interpret the criteria, make determinations as to the relevancy
of information to be included, and make estimates and assumptions that affect reported information
(2) Actual results in the future may differ materially from
management's present assessment of information regarding the estimated future impact of transactions and events
that have occurred or are expected to occur, expected
sources of liquidity and capital resources, operating trends,
commitments, and uncertainties
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i.

If the entity is a nonpublic entity, a statement that although the
entity is not subject to the rules and regulations of the SEC, the
MD&A presentation is intended to be a presentation in accordance with the rules and regulations adopted by the SEC

j.

A statement about whether any information came to the practitioner's attention that caused him or her to believe that—
(1) The MD&A presentation does not include, in all material
respects, the required elements of the rules and regulations adopted by the SEC
(2) The historical financial amounts included therein have not
been accurately derived, in all material respects, from the
entity's financial statements
(3) The underlying information, determinations, estimates,
and assumptions of the entity do not provide a reasonable
basis for the disclosures contained therein

k.

If the entity is a public entity as defined in paragraph .02, or a
nonpublic entity that is making or has made an offering of securities and it appears that the securities may subsequently be
registered or subject to a filing with the SEC or other regulatory
agency (for example, certain offerings of securities under Rule
144A of the 1933 Act that purport to conform to Regulation S-K),
a statement of restrictions on the use of the report to specified
parties, because it is not intended to be filed with the SEC as a
report under the 1933 Act or the 1934 Act.

l.

The manual or printed signature of the practitioner's firm

m.

The date of the review report

Appendix B [paragraph .115], "Review Reports," provides examples of a standard review report for an annual and interim period.

Dating
.86 The practitioner's report on the review of MD&A should be dated as
of the completion of the practitioner's review procedures. That date should not
precede the date of the accountant's report on the latest historical financial
statements covered by the MD&A.

Report Modifications
.87 The practitioner should modify the standard review report described
in paragraph .86 if any of the following conditions exist.

•

The presentation excludes a material required element of the rules
and regulations adopted by the SEC. (See paragraph .89.)

•

The historical financial amounts have not been accurately derived,
in all material respects, from the entity's financial statements.
(See paragraph .89.)

•

The underlying information, determinations, estimates, and assumptions used by management do not provide the entity with a
reasonable basis for the disclosures in the MD&A. (See paragraph
.89.)
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•

The practitioner decides to refer to the report of another practitioner as the basis, in part, for his or her report. (See paragraph
.90.)

•

The practitioner is engaged to review the MD&A presentation after it has been filed with the SEC or other regulatory agency. (See
paragraphs .94 through .98.)

.88 When the practitioner is unable to perform the inquiry and analytical procedures he or she considers necessary to achieve the limited assurance
provided by a review, or the client does not provide the practitioner with a representation letter, the review will be incomplete. A review that is incomplete is
not an adequate basis for issuing a review report. If the practitioner is unable
to complete a review because of a scope limitation, the practitioner should consider the implications of that limitation with respect to possible misstatements
of the MD&A presentation. In those circumstances, the practitioner should also
refer to paragraphs .107 through .109 for guidance concerning communications
with the audit committee.
.89 If the practitioner becomes aware that the MD&A is materially misstated, the practitioner should modify the review report to describe the nature
of the misstatement. Appendix B [paragraph .115] contains an example of such
a modification of the accountant's report. (See Example 3.)
.90 If another practitioner reviewed or examined the MD&A for a material
component, the practitioner may decide to make reference to such report of the
other practitioner in reporting on the consolidated MD&A presentation. Such
reference indicates a division of responsibility for performance of the review.

Emphasis of a Matter
.91 In some circumstances, the practitioner may wish to emphasize a matter regarding the MD&A presentation. For example, he or she may wish to emphasize that the entity has included information beyond the required elements
of the rules and regulations adopted by the SEC. Such explanatory comments
should be presented in a separate paragraph of the practitioner's report.

Combined Examination and Review Report
on MD&A
.92 A practitioner may be engaged both to examine an MD&A presentation as of the most recent fiscal year-end and to review a separate MD&A
presentation for a subsequent interim period. If the examination and review
are completed at the same time, a combined report may be issued. Appendix
C [paragraph .116], "Combined Reports," contains an example of a combined
report on an examination of an annual MD&A presentation and the review of
a separate MD&A presentation for an interim period. (See Example 1.)
.93 If an entity prepares a combined MD&A presentation for annual and
interim periods in which there is a discussion of liquidity and capital resources
only as of the most recent interim period but not as of the most recent annual
period, the practitioner is limited to performing the highest level of service
that is provided with respect to the historical financial statements for any of
the periods covered by the MD&A presentation. For example, if the annual
financial statements have been audited and the interim financial statements
have been reviewed, the practitioner may be engaged to perform a review of
the combined MD&A presentation. Appendix C [paragraph .116] contains an
example of a review report on a combined MD&A presentation for annual and
interim periods. (See Example 2.)
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When Practitioner Is Engaged Subsequent
to the Filing of MD&A
.94 Management's responsibility for updating an MD&A presentation for
events occurring subsequent to the issuance of MD&A depends on whether
the entity is a public or nonpublic entity. A public entity is required to report
significant subsequent events in a Form 8-K or Form 10-Q, or in a registration
statement; therefore, a public company would ordinarily not modify its MD&A
presentation once it is filed with the SEC (or other regulatory agency).
.95 Therefore, if the practitioner is engaged to examine (or review) an
MD&A presentation of a public entity that has already been filed with the
SEC (or other regulatory agency), the practitioner should consider whether
material subsequent events are appropriately disclosed in a Form 8-K or 10Q, or a registration statement that includes or incorporates by reference such
MD&A presentation. Refer to paragraphs .65 and .66 for guidance concerning
consideration of events up to the filing date when the practitioner's report on
MD&A will be included (or incorporated by reference) in a 1933 Act document
filed with the SEC that will require a consent.
.96 If subsequent events of a public entity are appropriately disclosed in a
Form 8-K or 10-Q, or in a registration statement, or if there have been no material subsequent events, the practitioner should add the following paragraph
to his or her examination or review report following the opinion or concluding
paragraph, respectively.
The accompanying Management's Discussion and Analysis does not consider
events that have occurred subsequent to Month XX, 20X6, the date as of which
it was filed with the Securities and Exchange Commission.
.97 If there has been a material subsequent event that has not been disclosed in a manner described in paragraph .95 and if the practitioner determines
that it is appropriate to issue a report even though the MD&A presentation has
not been updated for such material subsequent event (for example, because the
filing of the Form 10-Q that will disclose such events has not yet occurred), the
practitioner should express a qualified or an adverse opinion (or appropriately
modify the review report) on the MD&A presentation. As discussed in paragraph .107, if such material subsequent event is not appropriately disclosed,
the practitioner should evaluate (a) whether to resign from the engagement
related to the MD&A presentation and (b) whether to remain as the entity's
auditor or stand for re-election to audit the entity's financial statements.
.98 Because a nonpublic entity is not subject to the filing requirements of
the SEC, an MD&A presentation of a nonpublic entity should be updated for
material subsequent events through the date of the practitioner's report.

When a Predecessor Auditor Has Audited Prior Period
Financial Statements
.99 If a predecessor auditor has audited the financial statements for a
prior period covered by the MD&A, the need by the practitioner reporting on
the MD&A for an understanding of the business and the entity's accounting and
financial reporting practices for such prior period, as discussed in paragraph
.07, is not diminished and the practitioner should apply the appropriate procedures. In applying the appropriate procedures, the practitioner may consider
reviewing the predecessor auditor's working papers with respect to audits of
financial statements and examinations or reviews of MD&A presentations for
such prior periods.
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.100 Information that may be obtained from the audit or attest working
papers of the predecessor auditor will not provide a sufficient basis in itself for
the practitioner to express an opinion with respect to the MD&A disclosures for
such prior periods. If the practitioner has audited the current year, the results
of such audit may be considered in planning and performing the examination
of MD&A and may provide evidential matter that is useful in performing the
examination, including with respect to matters disclosed for prior periods. For
example, an increase in salaries expense may be the result of an acquisition in
the last half of the prior year. Auditing procedures applied to payroll expense
in the current year that validate the increase as a result of the acquisition may
provide evidential matter with respect to the increase in salaries expense in
the prior year attributed to the acquisition.
.101 In addition to the procedures described in paragraphs .49 through
.66, the practitioner will need to make inquiries of the predecessor auditor and
management as to audit adjustments proposed by the predecessor auditor that
were not recorded in the financial statements.

Communications Between Predecessor and Successor Auditors
.102 If the practitioner is appointed as the successor auditor, he or she
follows the guidance AS 2610, Initial Audits—Communications Between Predecessor and Successor Auditors, in considering whether or not to accept the
engagement. If, at the time of the appointment as auditor, the practitioner is
also being engaged to examine or review MD&A, the practitioner should also
make specific inquiries of the predecessor auditor regarding MD&A.
.103 The practitioner's examination may be facilitated by (a) making specific inquiries of the predecessor regarding matters that the successor believes
may affect the conduct of the examination (or review), such as areas that required an inordinate amount of time or problems that arose from the condition of
the records, and (b) if the predecessor previously examined or reviewed MD&A,
reviewing the predecessor's working papers for the predecessor's examination
or review engagement.
.104 If, subsequent to his or her engagement to audit the financial statements, the practitioner is requested to examine MD&A, the practitioner should
request the client to authorize the predecessor auditor to allow a review of the
predecessor's audit working papers related to the financial statement periods
included in the MD&A presentation. Although the practitioner may previously
have had access to the predecessor auditor's working papers in connection with
the successor's audit of the financial statements, ordinarily the predecessor auditor should permit the practitioner to review those audit working papers relating to matters that are disclosed or that would likely be disclosed in MD&A.

Another Auditor Audits a Significant Part of the
Financial Statements
.105 When another auditor or auditors audit a significant part of the financial statements, the practitioner 27 may request that such other auditor or
auditors perform procedures with respect to the MD&A or the practitioner may
perform the procedures directly with respect to such component(s). 28 Unless the
27
The practitioner serving as principal auditor is presumed to have an audit base for purposes
of examining or reviewing the consolidated MD&A presentation.
28
The practitioner should consider whether he or she has sufficient industry expertise with
respect to a subsidiary audited by another auditor to take sole responsibility for the consolidated
MD&A presentation.
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other auditor issues an examination or review report on a separate MD&A presentation of such component(s) (see paragraph .74), the principal practitioner
should not make reference to the work of the other practitioner on MD&A in his
or her report on MD&A. 29 Accordingly, if the practitioner has requested such
other auditor to perform procedures, the principal practitioner should perform
those procedures that he or she considers necessary to take responsibility for
the work of the other auditor. Such procedures may include one or more of the
following:
a.

Visiting the other auditor and discussing the procedures followed
and the results thereof.
b. Reviewing the working papers of the other auditor with respect
to the component.
c. Participating in discussions with the component's management
regarding matters that may affect the preparation of MD&A.
d. Making supplemental tests with respect to such component.
The determination of the extent of the procedures to be applied by the principal practitioner rests with the principal practitioner alone in the exercise of
his or her professional judgment and in no way constitutes a reflection on the
adequacy of the other auditor's work. Because the principal practitioner in this
case assumes responsibility for his or her opinion on the MD&A presentation
without making reference to the procedures performed by the other auditor,
the practitioner's judgment should govern as to the extent of procedures to be
undertaken.

Responsibility for Other Information in Documents
Containing MD&A
.106 A client may publish annual reports containing MD&A and other documents to which the practitioner, at the client's request, devotes attention. See
section 101.91–.94 for pertinent guidance in these circumstances. See Appendix
D [paragraph .117], "Comparison of Activities Performed Under AS 2710, Other
Information in Documents Containing Audited Financial Statements, Versus a
Review or an Examination Attest Engagement." The guidance in AS 4101 is
pertinent when the practitioner's report on MD&A is included in a registration
statement, proxy statement, or periodic report filed under the federal securities
statutes.

Communications With the Audit Committee
.107 If the practitioner concludes that the MD&A presentation contains
material inconsistencies with other information included in the document containing the MD&A presentation or with the historical financial statements, 30
material omissions, or material misstatements of fact, and management refuses
to take corrective action, the practitioner should inform the audit committee or
others with equivalent authority and responsibility. If the MD&A is not revised,
the practitioner should evaluate (a) whether to resign from the engagement related to the MD&A, and (b) whether to remain as the entity's auditor or stand

29
This does not preclude the practitioner from referring to the other auditor's report on the
financial statements in his or her report on MD&A.
30
See AS 2710 for guidance on the impact of material inconsistencies or material misstatements
of fact on the auditor's report on the related historical financial statements.
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for re-election to audit the entity's financial statements. The practitioner may
wish to consult with his or her attorney when making these evaluations.
.108 If the practitioner is engaged after the MD&A presentation has been
filed with the SEC (or other regulatory agency), and becomes aware that such
MD&A presentation on file with the SEC (or other regulatory agency) has not
been revised for a matter for which the practitioner has or would qualify his or
her opinion, the practitioner should discuss such matter with the audit committee and request that the MD&A presentation be revised. If the audit committee
fails to take appropriate action, the practitioner should consider whether to
resign as the independent auditor of the company. The practitioner may consider the guidance concerning communication with the audit committee and
other considerations in paragraphs .17, .22, and .23 of AS 2405, Illegal Acts by
Clients.
.109 If, as a result of performing an examination or a review of MD&A,
the practitioner has determined that there is evidence that fraud may exist,
that matter should be brought to the attention of an appropriate level of management. This is generally appropriate even if the matter might be considered
clearly inconsequential. If the matter relates to the audited financial statements, the practitioner should consider the guidance in AS 2401, Consideration
of Fraud in a Financial Statement Audit, concerning communication responsibilities, and the effect on the auditor's report on the financial statements.

Obtaining Written Representations
.110 In an examination or a review engagement, the practitioner should
obtain written representations from management. 31 The specific written representations obtained by the practitioner will depend on the circumstances of
the engagement and the nature of the MD&A presentation. Specific representations should relate to the following matters:
a.

b.

c.

d.

e.

Management's acknowledgment of its responsibility for the preparation of MD&A and management's assertion that the MD&A
presentation has been prepared in accordance with the rules and
regulations adopted by the SEC for MD&A 32
A statement that the historical financial amounts included in
MD&A have been accurately derived from the entity's financial
statements
Management's belief that the underlying information, determinations, estimates, and assumptions of the entity provide a reasonable basis for the disclosures contained in the MD&A
A statement that management has made available all significant
documentation related to compliance with SEC rules and regulations for MD&A
Completeness and availability of all minutes of meetings of stockholders, directors, and committees of directors

31
Paragraph .09 of AS 2805, Management Representations, provides guidance on the date as of
which management should sign such a representation letter and on which member(s) of management
should sign it. AS 4101.10 provides guidance concerning obtaining updated representations from
management in connection with accountant's reports included or incorporated by reference in filings
under the 1933 Act. (See paragraph .65.)
32
Management should specify the SEC rules (for example, Item 303 of Regulation S-K, Item
303 of Regulation S-B, or Item 9 of Form 20-F). For nonpublic entities, the practitioner also obtains
a written assertion that the presentation has been prepared using the rules and regulations adopted
by the SEC. (See paragraph .02.)
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f.

g.
h.

For a public entity, whether any communications from the SEC
were received concerning noncompliance with or deficiencies in
MD&A reporting practices
Whether any events occurred subsequent to the latest balancesheet date that would require disclosure in the MD&A
If forward-looking information is included, a statement that—

•
•
•

i.

j.

The forward-looking information is based on management's best estimate of expected events and operations,
and is consistent with budgets, forecasts, or operating
plans prepared for such periods
The accounting principles expected to be used for the
forward-looking information are consistent with the principles used in preparing the historical financial statements
Management has provided the latest version of such budgets, forecasts, or operating plans, and has informed the
practitioner of any anticipated changes or modifications
to such information that could affect the disclosures contained in the MD&A presentation

If voluntary information is included that is subject to the rules
and regulations adopted by the SEC (for example, information
required by Item 305, Quantitative and Qualitative Disclosures
About Market Risk), a statement that such voluntary information has been prepared in accordance with the related rules and
regulations adopted by the SEC for such information
If pro forma information is included, a statement that—

•
•

•

Management is responsible for the assumptions used in
determining the pro forma adjustments
Management believes that the assumptions provide a reasonable basis for presenting all the significant effects directly attributable to the transaction or event, that the
related pro forma adjustments give appropriate effect to
those assumptions, and that the pro forma column reflects
the proper application of those adjustments to the historical financial statements
Management believes that the significant effects directly
attributable to the transaction or event are appropriately
disclosed in the pro forma financial information

.111 In an examination, management's refusal to furnish written representations constitutes a limitation on the scope of the engagement sufficient to
preclude an unqualified opinion and is ordinarily sufficient to cause a practitioner to disclaim an opinion or withdraw from the examination engagement.
However, based on the nature of the representations not obtained or the circumstances of the refusal, the practitioner may conclude that a qualified opinion
is appropriate in an examination engagement. In a review engagement, management's refusal to furnish written representations constitutes a limitation of
the scope of the engagement sufficient to require withdrawal from the review
engagement. Further, the practitioner should consider the effects of the refusal
on his or her ability to rely on other management representations.
.112 If the practitioner is precluded from performing procedures he or
she considers necessary in the circumstances with respect to a matter that is
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material to the MD&A presentation, even though management has given representations concerning the matter, there is a limitation on the scope of the
engagement, and the practitioner should qualify his or her opinion or disclaim an opinion in an examination engagement, or withdraw from a review
engagement.

Effective Date
.113 This section is effective when management's discussion and analysis
is for a period ending on or after June 1, 2001. Early application is permitted.
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Appendix A
Examination Reports

Example 1: Standard Examination Report
1. The following is an illustration of a standard examination report.
Independent Accountant's Report
[Introductory paragraph]
We have examined XYZ Company's Management's Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company's [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company's Management's Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. Our responsibility is to express an opinion on the presentation
based on our examination. We have audited, in accordance with auditing standards generally accepted in the United States of America, the financial statements of XYZ Company as of December 31, 20X5 and 20X4, and for each of
the years in the three-year period ended December 31, 20X5, and in our report
dated [Month] XX, 20X6, we expressed an unqualified opinion on those financial
statements. 33
[Scope paragraph]
Our examination of Management's Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the presentation. An examination also includes assessing the significant determinations
made by management as to the relevancy of information to be included and the
estimates and assumptions that affect reported information. We believe that
our examination provides a reasonable basis for our opinion.

33
If prior financial statements were audited by other auditors, this sentence would be replaced
by the following.

We have audited, in accordance with auditing standards generally accepted in the United States
of America, the financial statements of XYZ Company as of and for the year ended December 31,
20X5, and in our report dated [Month] XX, 20X6, we expressed an unqualified opinion on those
financial statements. The financial statements of XYZ Company as of December 31, 20X4, and for
each of the years in the two-year period then ended were audited by other auditors, whose report
dated [Month] XX, 20X5, expressed an unqualified opinion on those financial statements. If the
practitioner's opinion on the financial statements is based on the report of other auditors, this
sentence would be replaced by the following:
We have audited, in accordance with auditing standards generally accepted in the United States
of America, the financial statements of XYZ Company as of December 31, 20X5 and 20X4, and
for each of the years in the three-year period ended December 31, 20X5, and in our report dated
[Month] XX, 20X6, we expressed an unqualified opinion on those financial statements based on
our audits and the report of other auditors.
Refer to Example 3 if the practitioner's opinion on MD&A is based on the report of another practitioner on a component of the entity.
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[Explanatory paragraph] 34

The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
this information because events and circumstances frequently do not occur as
expected.
[Opinion paragraph]
In our opinion, the Company's presentation of Management's Discussion and
Analysis includes, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission; the historical financial amounts included therein have been accurately derived, in all
material respects, from the Company's financial statements; and the underlying information, determinations, estimates, and assumptions of the Company
provide a reasonable basis for the disclosures contained therein.
[Signature]
[Date]

Example 2: Modifications to Examination Report
for a Qualified Opinion
2. An example of a modification of an examination report for a qualified opinion
due to a material omission described in paragraph .72 follows.
[Additional explanatory paragraph preceding the opinion paragraph]
Based on information furnished to us by management, we believe that the
Company has excluded a discussion of the significant capital outlay required
for its plans to expand into the telecommunications industry and the possible
effects on the Company's financial condition, liquidity, and capital resources.
[Opinion paragraph]
In our opinion, except for the omission of the matter described in the preceding paragraph, the Company's presentation of Management's Discussion and
Analysis includes, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission; the historical financial amounts included therein have been accurately derived, in all
material respects, from the Company's financial statements; and the underlying information, determinations, estimates, and assumptions of the Company
provide a reasonable basis for the disclosures contained therein.
3. An example of a modification of an examination report for a qualified
opinion when overly subjective assertions are included in MD&A follows.

34
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h:

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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[Additional explanatory paragraph preceding the opinion paragraph]

Based on information furnished to us by management, we believe that the
underlying information, determinations, estimates, and assumptions used by
management do not provide the Company with a reasonable basis for the disclosure concerning [describe] in the Company's Management's Discussion and
Analysis.
[Opinion paragraph]
In our opinion, except for the disclosure regarding [describe] discussed in the
preceding paragraph, the Company's presentation of Management's Discussion and Analysis includes, in all material respects, the required elements of
the rules and regulations adopted by the Securities and Exchange Commission; the historical financial amounts included therein have been accurately
derived, in all material respects, from the Company's financial statements; and
the underlying information, determinations, estimates, and assumptions of the
Company provide a reasonable basis for the disclosures contained therein.

Example 3: Examination Report With Reference to the
Report of Another Practitioner
4. The following is an illustration of an examination report indicating a division of responsibility with another practitioner, who has examined a separate
MD&A presentation of a wholly-owned subsidiary, when the practitioner reporting is serving as the principal auditor of the related consolidated financial
statements.
Independent Accountant's Report
[Introductory paragraphs]
We have examined XYZ Company's Management's Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company's [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company's Management's Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. Our responsibility is to express an opinion on the presentation
based on our examination. We did not examine Management's Discussion and
Analysis of ABC Corporation, a wholly-owned subsidiary, included in ABC Corporation's [insert description of registration statement or document]. Such Management's Discussion and Analysis was examined by other accountants, whose
report has been furnished to us, and our opinion, insofar as it relates to information included for ABC Corporation, is based solely on the report of the other
accountants.
We have audited, in accordance with auditing standards generally accepted
in the United States of America, the consolidated financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements
based on our audits and the report of other auditors.
[Scope paragraph]
Our examination of Management's Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the presentation. An examination also includes assessing the significant determinations
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made by management as to the relevancy of information to be included and the
estimates and assumptions that affect reported information. We believe that
our examination and the report of other accountants provide a reasonable basis
for our opinion.
[Explanatory paragraph] 35
The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
this information because events and circumstances frequently do not occur as
expected.
[Opinion paragraph]
In our opinion, based on our examination and the report of other accountants,
the Company's presentation of Management's Discussion and Analysis included
[incorporated by reference] in the Company's [insert description of registration
statement or document] includes, in all material respects, the required elements
of the rules and regulations adopted by the Securities and Exchange Commission; the historical financial amounts included therein have been accurately
derived, in all material respects, from the Company's financial statements; and
the underlying information, determinations, estimates, and assumptions of the
Company provide a reasonable basis for the disclosures contained therein.
[Signature]
[Date]

35
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h.

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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Appendix B
Review Reports

Example 1: Standard Review Report on an Annual
MD&A Presentation
1. The following is an illustration of a standard review report on an annual
MD&A presentation.
Independent Accountant's Report
[Introductory paragraph]
We have reviewed XYZ Company's Management's Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company's [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company's Management's Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. We have audited, in accordance with auditing standards generally accepted in the United States of America, the financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements.
[Scope paragraph]
We conducted our review of Management's Discussion and Analysis in accordance with attestation standards established by the American Institute of Certified Public Accountants. A review of Management's Discussion and Analysis
consists principally of applying analytical procedures and making inquiries of
persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
[Explanatory paragraph] 36
The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
this information because events and circumstances frequently do not occur as
expected.
36
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .85i.

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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[Concluding paragraph]

Based on our review, nothing came to our attention that caused us to believe that
the Company's presentation of Management's Discussion and Analysis does not
include, in all material respects, the required elements of the rules and regulations adopted by the Securities and Exchange Commission, that the historical
financial amounts included therein have not been accurately derived, in all
material respects, from the Company's financial statements, or that the underlying information, determinations, estimates and assumptions of the Company
do not provide a reasonable basis for the disclosures contained therein.
[Restricted use paragraph] 37
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]
[Date]

Example 2: Standard Review Report on an Interim
MD&A Presentation
2. The following is an illustration of a standard review report on an MD&A
presentation for an interim period.
Independent Accountant's Report
[Introductory paragraph]
We have reviewed XYZ Company's Management's Discussion and Analysis
taken as a whole included in the Company's [insert description of registration
statement or document]. Management is responsible for the preparation of the
Company's Management's Discussion and Analysis pursuant to the rules and
regulations adopted by the Securities and Exchange Commission. We have reviewed, in accordance with standards established by the American Institute of
Certified Public Accountants, the interim financial information of XYZ Company as of June 30, 20X6 and 20X5, and for the three-month and six-month
periods then ended, and have issued our report thereon dated July XX, 20X6.
[Scope paragraph]
We conducted our review of Management's Discussion and Analysis in accordance with attestation standards established by the American Institute of Certified Public Accountants. A review of Management's Discussion and Analysis
consists principally of applying analytical procedures and making inquiries of
persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
[Explanatory paragraph] 38
37

This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .85i.
38

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
this information because events and circumstances frequently do not occur as
expected.
[Concluding paragraph]
Based on our review, nothing came to our attention that caused us to believe that
the Company's presentation of Management's Discussion and Analysis does not
include, in all material respects, the required elements of the rules and regulations adopted by the Securities and Exchange Commission, that the historical
financial amounts included therein have not been accurately derived, in all material respects, from the Company's financial statements, or that the underlying
information, determinations, estimates, and assumptions of the Company do
not provide a reasonable basis for the disclosures contained therein.
[Restricted use paragraph] 39
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]
[Date]

Example 3: Modification to Review Report for a
Material Misstatement
3. An example of a modification of the accountant's report when MD&A is materially misstated, as discussed in paragraph .89, follows.
[Additional explanatory paragraph preceding the concluding paragraph]
Based on information furnished to us by management, we believe that the
Company has excluded a discussion of the significant capital outlay required
for its plans to expand into the telecommunications industry and the possible
effects on the Company's financial condition, liquidity, and capital resources.
[Concluding paragraph]
Based on our review, with the exception of the matter described in the preceding paragraph, nothing came to our attention that caused us to believe that
the Company's presentation of Management's Discussion and Analysis does not
include, in all material respects, the required elements of the rules and regulations adopted by the Securities and Exchange Commission, that the historical
financial amounts included therein have not been accurately derived, in all
material respects, from the Company's financial statements, or that the underlying information, determinations, estimates and assumptions of the Company
do not provide a reasonable basis for the disclosures contained therein.

39

This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)
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.116

Appendix C
Combined Reports

Example 1: Combined Examination and Review
Report on MD&A
1. An example of a combined report on an examination of an annual MD&A
presentation and the review of MD&A for an interim period discussed in paragraph .92 follows.
Independent Accountant's Report
[Introductory paragraph]
We have examined XYZ Company's Management's Discussion and Analysis
taken as a whole for the three-year period ended December 31, 20X5, included
[incorporated by reference] in the Company's [insert description of registration
statement or document]. Management is responsible for the preparation of the
Company's Management's Discussion and Analysis pursuant to the rules and
regulations adopted by the Securities and Exchange Commission. Our responsibility is to express an opinion on the annual presentation based on our examination. We have audited, in accordance with auditing standards generally
accepted in the United States of America, the financial statements of XYZ Company as of December 31, 20X5 and 20X4, and for each of the years in the threeyear period ended December 31, 19X5, and in our report dated [Month] XX,
20X6, we expressed an unqualified opinion on those financial statements.
[Scope paragraph]
Our examination of Management's Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the presentation. An examination also includes assessing the significant determinations
made by management as to the relevancy of information to be included and the
estimates and assumptions that affect reported information. We believe that
our examination provides a reasonable basis for our opinion.
[Explanatory paragraph] 40
The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
40
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h.

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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this information because events and circumstances frequently do not occur as
expected.
[Opinion paragraph]
In our opinion, the Company's presentation of Management's Discussion and
Analysis for the three-year period ended December 31, 20X5, includes, in all
material respects, the required elements of the rules and regulations adopted
by the Securities and Exchange Commission; the historical financial amounts
included therein have been accurately derived, in all material respects, from
the Company's financial statements; and the underlying information, determinations, estimates, and assumptions of the Company provide a reasonable basis
for the disclosures contained therein.
[Paragraphs on interims]
We have also reviewed XYZ Company's Management's Discussion and Analysis taken as a whole for the six-month period ended June 30, 20X6 included
[incorporated by reference] in the Company's [insert description of registration
statement or document]. We have reviewed, in accordance with standards established by the American Institute of Certified Public Accountants, the interim
financial information of XYZ Company as of June 30, 20X6 and 20X5, and for
the six-month periods then ended, and have issued our report thereon dated
July XX, 20X6.
We conducted our review of Management's Discussion and Analysis in accordance with attestation standards established by the American Institute of Certified Public Accountants. A review of Management's Discussion and Analysis
consists principally of applying analytical procedures and making inquiries of
persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
Based on our review, nothing came to our attention that caused us to believe
that the Company's presentation of Management's Discussion and Analysis for
the six-month period ended June 30, 20X6, does not include, in all material
respects, the required elements of the rules and regulations adopted by the
Securities and Exchange Commission, that the historical financial amounts
included therein have not been accurately derived, in all material respects, from
the Company's unaudited interim financial statements, or that the underlying
information, determinations, estimates, and assumptions of the Company do
not provide a reasonable basis for the disclosures contained therein.
[Restricted use paragraph] 41
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]
[Date]

Example 2: Review Report on a Combined Annual
and Interim MD&A Presentation
2. An example of a review report on a combined MD&A presentation for annual
and interim periods follows.
41

This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)

AT §701.116

Management’s Discussion and Analysis

2287

Independent Accountant's Report
[Introductory paragraph]
We have reviewed XYZ Company's Management's Discussion and Analysis
taken as a whole included [incorporated by reference] in the Company's [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company's Management's Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. We have audited, in accordance with auditing standards generally accepted in the United States of America, the financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements.
We have reviewed, in accordance with standards established by the American
Institute of Certified Public Accountants, the interim financial information of
XYZ Company as of June 30, 20X6 and 20X5, and for the six-month periods
then ended, and have issued our report thereon dated July XX, 20X6.
[Scope paragraph]
We conducted our review of Management's Discussion and Analysis in accordance with attestation standards established by the American Institute of Certified Public Accountants. A review of Management's Discussion and Analysis
consists principally of applying analytical procedures and making inquiries of
persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
[Explanatory paragraph] 42
The preparation of Management's Discussion and Analysis requires management to interpret the criteria, make determinations as to the relevancy of information to be included, and make estimates and assumptions that affect
reported information. Management's Discussion and Analysis includes information regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results
in the future may differ materially from management's present assessment of
this information because events and circumstances frequently do not occur as
expected.
[Concluding paragraph]
Based on our review, nothing came to our attention that caused us to believe that
the Company's presentation of Management's Discussion and Analysis does not
include, in all material respects, the required elements of the rules and regulations adopted by the Securities and Exchange Commission, that the historical
financial amounts included therein have not been accurately derived, in all material respects, from the Company's financial statements, or that the underlying
information, determinations, estimates, and assumptions of the Company do
not provide a reasonable basis for the disclosures contained therein.

42
The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h.

Although XYZ Company is not subject to the rules and regulations of the Securities and Exchange
Commission, the accompanying Management's Discussion and Analysis is intended to be a presentation in accordance with the rules and regulations adopted by the Securities and Exchange
Commission.
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[Restricted use paragraph] 43

This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]
[Date]

43

This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)
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N/A

Consider internal control.

[Footnote deleted.]

N/A

Plan the engagement.

∗

AS 2710

Not applicable (N/A)—Auditor is
only required to read the
information in the MD&A and
consider whether such information,
or the manner of its presentation, is
materially inconsistent with
information, or the manner of its
presentation, appearing in the
financial statements.

Activities

Obtain an understanding of SEC
rules and regulations and
management's methodology for
the preparation of Management's
Discussion and Analysis (MD&A).

Examination

Consider relevant portions of the
entity's internal control applicable to
the preparation of MD&A to identify
the types of potential misstatements
and to select the inquiries and
analytical procedures; no testing of
controls would be performed.

Develop an overall strategy for the
analytical procedures and inquiries
to be performed to provide negative
assurance.

Inquire of management regarding
the method of preparing MD&A.

(continued)

Obtain an understanding of
internal control applicable to the
preparation of MD&A sufficient
to plan the engagement and to
assess control risk; controls may
be tested by performing inquiries
of client personnel, inspection of
documents, and observation of
relevant activities.

Develop an overall strategy for
the expected scope and
performance of the engagement
to obtain reasonable assurance to
express an opinion.

Obtain an understanding of the
Same as for a review.
rules and regulations adopted by the
SEC for MD&A.

Review

Comparison of Activities Performed Under AS 2710, Other Information in Documents
Containing Audited Financial Statements [AU section 550], Versus a Review or an Examination
Attest Engagement∗

Appendix D
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Test assertions.

Activities

N/A

AS 2710

AT §701.117

•

•

Consider whether MD&A
explanations are consistent
with information obtained
during the audit or review of
financial statements; make
further inquiries, as necessary.
(Note: Such additional
inquiries may result in a
decision to perform other
procedures or detail tests.)

Compare nonfinancial amounts
to the financial statements or
other records.

•

•

Consider whether
explanations are consistent
with the information
obtained during the audit of
financial statements;
investigate further
explanations that cannot be
substantiated by
information in the audit
working papers through
inquiry and inspection of
client records.

Compare nonfinancial
amounts to the financial
statements or other records;
perform tests on other
records based on the concept
of materiality.

Read the MD&A and
compare the content for
consistency with the
financial statements;
compare financial amounts
to the financial statements
or related accounting records
and analyses; recompute
increases, decreases and
percentages disclosed.

•

•
Read the MD&A and compare
the content for consistency
with the financial statements;
compare financial amounts to
the financial statements or
related accounting records and
analyses; recompute increases,
decreases and percentages
disclosed.

Apply the following analytical
and corroborative procedures to
obtain reasonable assurance of
detecting material
misstatements:

Examination

Apply the following analytical
procedures and make inquiries of
management and others; no
corroborating evidential matter is
obtained:

Review
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Test assertions.
(continued)

Activities

AS 2710

•

•

•

Obtain public communications
and minutes of meetings for
comparison with disclosures in
MD&A.

Obtain and read available
prospective financial
information; inquire of
management as to the
procedures used to prepare
such information; consider
whether information came to
the practitioner's attention that
causes him or her to believe
that the underlying
information, determinations,
estimates, and assumptions do
not provide a reasonable basis
for the MD&A disclosures.

Compare information in MD&A
with the rules and regulations
adopted by the SEC.

Review

•

•

•

(continued)

Obtain and read available
prospective financial
information; inquire of
management as to the
procedures used to prepare
such information; evaluate
whether the underlying
information, determinations,
estimates, and assumptions
provide a reasonable basis
for the MD&A disclosures.

Compare information in
MD&A with the rules and
regulations adopted by the
SEC.

Examine internally and
externally generated
documents in support of the
existence, occurrence, or
expected occurrence of
events, transactions,
conditions, trends, demands,
commitments, and
uncertainties disclosed in
MD&A.

Examination
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Activities

Test assertions.
(continued)

AS 2710

AT §701.117

•

•

•

Consider whether there are
any additional matters that
should be disclosed in the
MD&A based on the results of
the preceding procedures and
knowledge obtained during
the audit or review of the
financial statements.

Inquire as to prior experience
with the SEC and the extent
of comments received; read
correspondence.

Make inquiries of the officers
or executives with
responsibility for operational
areas and financial and
accounting matters as to their
plans and expectations for the
future.

Review

•

•

•

•

Test completeness by considering
the results of the preceding
procedures and knowledge obtained
during the audit of the financial
statements, and whether such
matters are appropriately disclosed
in the MD&A; extend procedures if
the inherent risk relating to
completeness of disclosures is high.

Inquire as to prior experience with
the SEC and the extent of
comments received; read
correspondence.

Make inquiries of the officers or
executives with responsibility for
operational areas and financial and
accounting matters as to their
plans and expectations for the
future.

Obtain public communications and
minutes of meetings; consider
obtaining other types of publicly
available information for
comparison with the disclosures in
MD&A.

Examination
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N/A

The auditor has no reporting
responsibility with respect to
MD&A unless the auditor
concludes that there is a material
inconsistency in the MD&A that
has not been eliminated. In such a
situation, the auditor may add an
explanatory paragraph concerning
the inconsistency to the auditor's
report on the financial statements
or withhold the use of the report in
the document.

Obtain written
representations from
management.

Form a conclusion
and report.

If, while reading the MD&A, the
auditor becomes aware of
information that is believed to be a
material misstatement of fact, the
auditor should discuss such matter
with the client.

N/A

AS 2710

Consider the effect of
events subsequent to
the balance-sheet
date.

Activities

Form a conclusion based on the
results of the preceding procedures
and report in the form of negative
assurance.

Yes

Yes

Review

Form an opinion based on the results
of the preceding procedures and
report conclusion by expressing an
opinion.

Yes

Yes

Examination

Management’s Discussion and Analysis
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ET Section 101

Independence
.01 Rule 101—Independence A member in public practice shall be independent in the performance of professional services as required by standards
promulgated by bodies designated by Council.
[As adopted January 12, 1988.]

Interpretations under Rule
101—Independence
In performing an attest engagement, a member should consult the rules of his or
her state board of accountancy, his or her state CPA society, the U.S. Securities
and Exchange Commission (SEC) if the member's report will be filed with the
SEC, the U.S. Department of Labor (DOL) if the member's report will be filed
with the DOL, the AICPA SEC Practice Section (SECPS) if the member's firm is a
member of the SECPS, the General Accounting Office (GAO) if law, regulation,
agreement, policy or contract requires the member's report to be filed under
GAO regulations, and any organization that issues or enforces standards of
independence that would apply to the member's engagement. Such organizations
may have independence requirements or rulings that differ from (e.g., may be
more restrictive than) those of the AICPA.
.02 101-1—Interpretation of Rule 101 Independence shall be considered to be impaired if:
A.

During the period of the professional engagement* a covered member
1. Had or was committed to acquire any direct or material
indirect financial interest in the client.
2. Was a trustee of any trust or executor or administrator of
any estate if such trust or estate had or was committed to
acquire any direct or material indirect financial interest
in the client and
(i) The covered member (individually or with others)
had the authority to make investment decisions
for the trust or estate; or
(ii) The trust or estate owned or was committed to
acquire more than 10 percent of the client's outstanding equity securities or other ownership interests; or
(iii) The value of the trust's or estate's holdings in the
client exceeded 10 percent of the total assets of
the trust or estate.

*
Terms shown in boldface type upon first usage in this interpretation are defined in ET section
92, Definitions. [Footnote added, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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3. Had a joint closely held investment that was material
to the covered member.
4. Except as specifically permitted in interpretation 101-5
[ET section 101.07], had any loan to or from the client,
any officer or director of the client, or any individual owning 10 percent or more of the client's outstanding equity
securities or other ownership interests.
B.

During the period of the professional engagement, a partner or
professional employee of the firm, his or her immediate family,
or any group of such persons acting together owned more than 5
percent of a client's outstanding equity securities or other ownership interests.

C.

During the period covered by the financial statements or during
the period of the professional engagement, a firm, or partner or
professional employee of the firm was simultaneously associated
with the client as a(n)
1. Director, officer, or employee, or in any capacity equivalent
to that of a member of management;
2. Promoter, underwriter, or voting trustee; or
3. Trustee for any pension or profit-sharing trust of the client.

Transition Period for Certain Business and Employment Relationships
A business or employment relationship with a client that impairs independence
under interpretation 101-1.C [ET section 101.02], and that existed as of November 2001, will not be deemed to impair independence provided such relationship
was permitted under rule 101 [ET section 101.01], and its interpretations and
rulings as of November 2001, and the individual severed that relationship on
or before May 31, 2002.
Application of the Independence Rules to Covered Members Formerly
Employed by a Client or Otherwise Associated With a Client
An individual who was formerly (i) employed by a client or (ii) associated with a
client as a(n) officer, director, promoter, underwriter, voting trustee, or trustee
for a pension or profit-sharing trust of the client would impair his or her firm's
independence if the individual—
1.

Participated on the attest engagement team or was an individual in a position to influence the attest engagement for
the client when the attest engagement covers any period that
includes his or her former employment or association with that
client; or

2.

Was otherwise a covered member with respect to the client unless
the individual first dissociates from the client by—
(a) Terminating any relationships with the client described in
interpretation 101-1.C [ET section 101.02];
(b) Disposing of any direct or material indirect financial interest in the client;
(c) Collecting or repaying any loans to or from the client, except for loans specifically permitted or grandfathered under interpretation 101-5 [ET section 101.07];
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(d) Ceasing to participate1 in all employee benefit plans sponsored by the client, unless the client is legally required to
allow the individual to participate in the plan (for example, COBRA) and the individual pays 100 percent of the
cost of participation on a current basis; and
(e) Liquidating or transferring all vested benefits in the
client's defined benefit plans, defined contribution plans,
deferred compensation plans, and other similar arrangements at the earliest date permitted under the plan. However, liquidation or transfer is not required if a penalty2
significant to the benefits is imposed upon liquidation or
transfer.
Application of the Independence Rules to a Covered Member’s Immediate Family
Except as stated in the following paragraph, a covered member's immediate
family is subject to rule 101 [ET section 101.01], and its interpretations and
rulings.
The exceptions are that independence would not be considered to be impaired
solely as a result of the following:
1.
2.

An individual in a covered member's immediate family was employed by the client in a position other than a key position.
In connection with his or her employment, an individual in the
immediate family of one of the following covered members participated in a retirement, savings, compensation, or similar plan
that is a client, is sponsored by a client, or that invests in a client
(provided such plan is normally offered to all employees in similar
positions):
a. A partner or manager who provides ten or more hours of
non-attest services to the client; or
b. Any partner in the office in which the lead attest engagement partner primarily practices in connection with the
attest engagement.

For purposes of determining materiality under rule 101 [ET section 101.01]
the financial interests of the covered member and his or her immediate family
should be aggregated.
Application of the Independence Rules to Close Relatives
Independence would be considered to be impaired if—
1.

An individual participating on the attest engagement team has a
close relative who had
a. A key position with the client, or
b. A financial interest in the client that
(i) Was material to the close relative and of which
the individual has knowledge; or

1
See Ethics Ruling No. 107, "Participation in Health and Welfare Plan of Client" [ET section
191.214–.215], for instances in which participation was the result of permitted employment of the
individual's spouse or spousal equivalent.
2
A penalty includes an early withdrawal penalty levied under the tax law but excludes other
income taxes that would be owed or market losses that may be incurred as a result of the liquidation
or transfer.
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(ii) Enabled the close relative to exercise significant
influence over the client.
2.

An individual in a position to influence the attest engagement or
any partner in the office in which the lead attest engagement partner primarily practices in connection with the attest engagement
has a close relative who had
a. A key position with the client; or
b. A financial interest in the client that
(i) Was material to the close relative and of which
the individual or partner has knowledge; and
(ii) Enabled the close relative to exercise significant
influence over the client.

Grandfathered Employment Relationships
Employment relationships of a covered member's immediate family and close
relatives with an existing attest client that impair independence under this
interpretation and that existed as of November 2001, will not be deemed to
impair independence provided such relationships were permitted under preexisting requirements of rule 101 [ET section 101.01], and its interpretations and
rulings.
Other Considerations
It is impossible to enumerate all circumstances in which the appearance of independence might be questioned. Members should consider whether personal
and business relationships between the member and the client or an individual associated with the client would lead a reasonable person aware of all the
relevant facts to conclude that there is an unacceptable threat to the member's
and the firm's independence.
[Paragraph added by adoption of the Code of Professional Conduct on January
12, 1988. Revised, effective June 30, 1990, by the Professional Ethics Executive
Committee. Revised, November 1991, effective January 1, 1992, with earlier application encouraged, by the Professional Ethics Executive Committee. Revised,
effective February 28, 1998, by the Professional Ethics Executive Committee.
Revised, November 2001, effective May 31, 2002, with earlier application encouraged, by the Professional Ethics Executive Committee. Revised, effective
July 31, 2002, by the Professional Ethics Executive Committee. Revised, effective March 31, 2003, by the Professional Ethics Executive Committee. Revised,
effective April 30, 2003, by the Professional Ethics Executive Committee.]
[.03] [Formerly paragraph .02 renumbered by adoption of the Code of Professional Conduct on January 12, 1988. Formerly interpretation 101-1, renumbered as 101-4 and moved to paragraph .06, April 1992.]
.04 101-2—Employment or association with attest clients. A firm's
independence will be considered to be impaired with respect to a client if a partner or professional employee leaves the firm and is subsequently employed by or
associated with that client in a key position unless all the following conditions
are met:
1.

ET §101[.03]

Amounts due to the former partner or professional employee for
his or her previous interest in the firm and for unfunded, vested
retirement benefits are not material to the firm, and the underlying formula used to calculate the payments remains fixed during
the payout period. Retirement benefits may also be adjusted for
inflation and interest may be paid on amounts due.
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2.

The former partner or professional employee is not in a position
to influence the accounting firm's operations or financial policies.

3.

The former partner or professional employee does not participate
or appear to participate in, and is not associated with the firm,
whether or not compensated for such participation or association,
once employment or association with the client begins. An appearance of participation or association results from such actions
as:

•
•

The individual provides consultation to the firm.

•

The individual's name is included in the firm's office directory.

•

The individual's name is included as a member of the
firm in other membership lists of business, professional,
or civic organizations, unless the individual is clearly designated as retired.

The firm provides the individual with an office and related amenities (for example, secretarial and telephone
services).

4.

The ongoing attest engagement team considers the appropriateness or necessity of modifying the engagement procedures to adjust for the risk that, by virtue of the former partner or professional employee's prior knowledge of the audit plan, audit effectiveness could be reduced.

5.

The firm assesses whether existing attest engagement team members have the appropriate experience and stature to effectively
deal with the former partner or professional employee and his or
her work, when that person will have significant interaction with
the attest engagement team.

6.

The subsequent attest engagement is reviewed to determine
whether the engagement team members maintained the appropriate level of skepticism when evaluating the representations
and work of the former partner or professional employee, when
the person joins the client in a key position within one year of
disassociating from the firm and has significant interaction with
the attest engagement team. The review should be performed by
a professional with appropriate stature, expertise, and objectivity and should be tailored based on the position that the person
assumed at the client, the position he or she held at the firm, the
nature of the services he or she provided to the client, and other
relevant facts and circumstances. Appropriate actions, as deemed
necessary, should be taken based on the results of the review.

Responsible members within the firm should implement procedures for compliance with the preceding conditions when firm professionals are employed or
associated with attest clients.
With respect to conditions 4, 5, and 6, the procedures adopted will depend on
several factors, including whether the former partner or professional employee
served as a member of the engagement team, the positions he or she held at the
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firm and has accepted at the client, the length of time that has elapsed since
the professional left the firm, and the circumstances of his or her departure.3
Considering Employment or Association With the Client
When a member of the attest engagement team or an individual in a position
to influence the attest engagement intends to seek or discuss potential employment or association with an attest client, or is in receipt of a specific offer of
employment from an attest client, independence will be impaired with respect
to the client unless the person promptly reports such consideration or offer to
an appropriate person in the firm, and removes himself or herself from the
engagement until the employment offer is rejected or employment is no longer
being sought. When a covered member becomes aware that a member of the
attest engagement team or an individual in a position to influence the attest
engagement is considering employment or association with a client, the covered
member should notify an appropriate person in the firm.
The appropriate person should consider what additional procedures may be
necessary to provide reasonable assurance that any work performed for the
client by that person was performed with objectivity and integrity as required
under rule 102 [ET section 102.01]. Additional procedures, such as reperformance of work already done, will depend on the nature of the engagement and
the individual involved.
[Replaces previous interpretation 101-2, Retired Partners and Firm Independence, August, 1989, effective August 31, 1989. Revised, effective December
31, 1998, by the Professional Ethics Executive Committee. Revised, July 2002,
to reflect conforming changes necessary due to the revision of interpretation
101-1. Revised, effective April 30, 2003, by the Professional Ethics Executive
Committee.]
.05 101-3—Performance of other services. A member or his or her firm
("member") who performs an attest engagement for a client may also perform
other nonattest services ("other services") for that client. Before a member performs other services for an attest client, he or she must evaluate the effect of
such services on his or her independence. In particular, care should be taken not
to perform management functions or make management decisions for the attest
client, the responsibility for which remains with the client's board of directors
and management.
Before performing other services, the member should establish an understanding with the client regarding the objectives of the engagement, the services
to be performed, management's responsibilities, the member's responsibilities,
and the limitations of the engagement. It is preferable that this understanding
be documented in an engagement letter. In addition, the member should be
satisfied that the client is in a position to have an informed judgment on the
results of the other services and that the client understands its responsibility
to—
1. Designate a management-level individual or individuals to be responsible for overseeing the services being provided.
2. Evaluate the adequacy of the services performed and any findings
that result.
3. Make management decisions, including accepting responsibility
for the results of the other services.
3
An inadvertent and isolated failure to meet conditions 4, 5, and 6 would not impair independence
provided that the required procedures are performed promptly upon discovery of the failure to do so,
and all other provisions of the interpretation are met. [Footnote added, effective April 30, 2003, by
the Professional Ethics Executive Committee.]

ET §101.05

2321

Independence
4.

Establish and maintain internal controls, including monitoring
ongoing activities.
General Activities
The following are some general activities that would be considered to impair a
member's independence:

•

Authorizing, executing or consummating a transaction, or otherwise exercising authority on behalf of a client or having the authority to do so

•

Preparing source documents4 or originating data, in electronic or
other form, evidencing the occurrence of a transaction (for example, purchase orders, payroll time records, and customer orders)

•
•

Having custody of client assets

•

Determining which recommendations of the member should be
implemented

•
•

Reporting to the board of directors on behalf of management

Supervising client employees in the performance of their normal
recurring activities

Serving as a client's stock transfer or escrow agent, registrar, general counsel or its equivalent

The examples in the following table identify the effect that performance of
other services for an attest client can have on a member's independence. These
examples are not intended to be all-inclusive of the types of other services
performed by members.
Impact on Independence of Performance of Other Services
Type of
Other Service
Bookkeeping

Independence Would
Not Be Impaired

Independence Would
Be Impaired

•

Record transactions for which
management has determined
or approved the appropriate
account classification, or post
coded transactions to a client's
general ledger.

•

Determine or change journal
entries, account codings or
classification for
transactions, or other
accounting records without
obtaining client approval.

•

Prepare financial statements
based on information in the
trial balance.

•

Authorize or approve
transactions.

•

Post client-approved entries to
a client's trial balance.

•

Prepare source documents or
originate data.

•

Make changes to source
documents without client
approval.
(continued)

4
The documents upon which evidence of an accounting transaction are initially recorded. Source
documents are often followed by the creation of many additional records and reports, which do not,
however, qualify as initial recordings. Examples of source documents are purchase orders, payroll
time cards, and customer orders. [Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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Type of
Other Service

Payroll and other
disbursement

Benefit plan
administration6

Independence Would
Not Be Impaired

•

Propose standard, adjusting,
or correcting journal entries
or other changes affecting the
financial statements to the
client.

•

Provide data-processing
services.

•

Using payroll time records
provided and approved by the
client, generate unsigned
checks, or process client's
payroll.

•

Transmit client-approved
payroll or other disbursement
information to a financial
institution provided the client
has authorized the member to
make the transmission and
has made arrangements for
the financial institution to
limit the corresponding
individual payments as to
amount and payee. In
addition, once transmitted,
the client must authorize the
financial institution to process
the information.

Independence Would
Be Impaired

•

Accept responsibility to
authorize payment of client
funds, electronically or
otherwise, except as
specifically provided for
with respect to electronic
payroll tax payments.

•

Accept responsibility to
sign or cosign client checks,
even if only in emergency
situations.

•

Maintain a client's bank
account or otherwise have
custody of a client's funds
or make credit or banking
decisions for the client.

•

Sign payroll tax return on
behalf of client
management.

•

Make electronic payroll tax
payments in accordance with
U.S. Treasury Department
guidelines provided the client
has made arrangements for
its financial institution to
limit such payments to a
named payee.5

•

Approve vendor invoices
for payment.

•

Communicate summary plan
data to plan trustee.

•

•

Advise client management
regarding the application or
impact of provisions of the
plan document.

Make policy decisions on
behalf of client
management.

•

When dealing with plan
participants, interpret the
plan document on behalf of
management without first
obtaining management's
concurrence.

5
Although this type of transaction may be considered by some to be similar to signing checks
or disbursing funds, the Professional Ethics Executive Committee concluded that making electronic
payroll tax payments under the specified criteria would not impair a member's independence. [Footnote
renumbered by the revision of interpretation 101-2, April 2003.]
6
When auditing plans subject to the Employee Retirement Income Security Act (ERISA), Department of Labor (DOL) regulations, which may be more restrictive, must be followed. [Footnote
renumbered by the revision of interpretation 101-2, April 2003.]
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Type of
Other Service

Independence Would
Not Be Impaired

•

Investment—
advisory or
management

Process transactions (e.g.,
investment/benefit elections
or increase/decrease
contributions to the plan; data
entry; participant
confirmations; and processing
of distributions and loans)
initiated by plan participants
through the member's
electronic medium, such as an
interactive voice response
system or Internet connection
or other media.

Independence Would
Be Impaired

•

Make disbursements on
behalf of the plan.

•

Have custody of assets of a
plan.

•

Serve a plan as a fiduciary
as defined by ERISA.

•

Prepare account valuations
for plan participants using
data collected through the
member's electronic or other
media.

•

Prepare and transmit
participant statements to
plan participants based on
data collected through the
member's electronic or other
medium.

•

Recommend the allocation of
funds that a client should
invest in various asset
classes, depending upon the
client's desired rate of return,
risk tolerance, etc.

•

Make investment decisions
on behalf of client
management or otherwise
have discretionary
authority over a client's
investments.

•

Perform recordkeeping and
reporting of client's portfolio
balances including providing
a comparative analysis of the
client's investments to
third-party benchmarks.

•

Execute a transaction to
buy or sell a client's
investment.

•

Have custody of client
assets, such as taking
temporary possession of
securities purchased by a
client.

•

Review the manner in which a
client's portfolio is being
managed by investment
account managers, including
determining whether the
managers are (1) following
the guidelines of the client's
investment policy statement;
(2) meeting the client's
investment objectives; and (3)
conforming to the client's
stated investment styles.

•

Transmit a client's
investment selection to a
broker-dealer or equivalent
provided the client has
authorized the broker-dealer
or equivalent to execute the
transaction.
(continued)
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Type of
Other Service
Corporate
finance—consulting
or advisory

•
•

•

Appraisal,
valuation or
actuarial

Executive or
employee search

ET §101.05
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Not Be Impaired
Assist in developing corporate
strategies.
Assist in identifying or
introducing the client to
possible sources of capital
that meet the client's
specifications or criteria.
Assist in analyzing the effects
of proposed transactions
including providing advice to
a client during negotiations
with potential buyers, sellers,
or capital sources.

•

Assist in drafting an offering
document or memorandum.

•

Participate in transaction
negotiations in an advisory
capacity.

•

Be named as a financial
adviser in a client's private
placement memoranda or
offering documents.

•

Test the reasonableness of the
value placed on an asset or
liability included in a client's
financial statements by
preparing a separate
valuation of that asset or
liability.

•

Perform a valuation of a
client's business when all
significant matters of
judgment are determined or
approved by the client and the
client is in a position to have
an informed judgment on the
results of the valuation.

•

Independence Would
Be Impaired
Commit the client to the
terms of a transaction or
consummate a transaction
on behalf of the client.

•

Act as a promoter,
underwriter, broker-dealer,
or guarantor of client
securities, or distributor of
private placement
memoranda or offering
documents.

•

Maintain custody of client
securities.

•

Prepare a valuation of an
employer's securities
contained in an employee
stock ownership plan
(ESOP) to support
transactions with
participants, plan
contributions, and
allocations within the
ESOP, when the client is
not in a position to have an
informed judgment on the
results of this valuation.

•

Prepare an appraisal,
valuation, or actuarial
report using assumptions
determined by the member
and not approved by the
client.

•

Recommend a position
description or candidate
specifications.

•

Commit the client to
employee compensation or
benefit arrangements.

•

Solicit and perform screening
of candidates and recommend
qualified candidates to a client
based on the client-approved
criteria (e.g., required skills
and experience).

•

Hire or terminate client
employees.

•

Participate in employee hiring
or compensation discussions
in an advisory capacity.
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Type of
Other Service
Business risk
consulting

Information
systems—design,
installation or
integration

•

Independence Would
Not Be Impaired
Provide assistance in
assessing the client's business
risks and control processes.

•

Recommend a plan for
making improvements to a
client's control processes and
assist in implementing these
improvements.

•

Design, install or integrate a
client's information system,
provided the client makes all
management decisions.

•

Customize a prepackaged
accounting or information
system, provided the client
makes all management
decisions.

•

Provide the initial training
and instruction to client
employees on a newly
implemented information and
control system.

•

Independence Would
Be Impaired
Make or approve business
risk decisions.

•

Present business risk
considerations to the board
or others on behalf of
management.

•

Supervise client personnel
in the daily operation of a
client's information system.

•

Operate a client's local area
network (LAN) system
when the client has not
designated a competent
individual, preferably
within senior management,
to be responsible for the
LAN.

[Formerly paragraph .04, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, effective May 31, 1999, by the
Professional Ethics Executive Committee. Revised, effective April 30, 2000, by
the Professional Ethics Executive Committee. Revised, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1. ]
.06 101-4—Honorary directorships and trusteeships of not-forprofit organization Partners or professional employees of a firm (individual)
may be asked to lend the prestige of their names to not-for-profit organizations
that limit their activities to those of a charitable, religious, civic, or similar
nature by being named as a director or a trustee. An individual who permits
his or her name to be used in this manner would not be considered to impair
independence under rule 101 [ET section 101.01] provided his or her position
is clearly honorary, and he or she cannot vote or otherwise participate in board
or management functions. If the individual is named in letterheads and externally circulated materials, he or she must be identified as an honorary director
or honorary trustee. [Formerly paragraph .05, renumbered by adoption of the
Code of Professional Conduct on January 12, 1988. Formerly interpretation
101-1. Revised, effective June 30, 1990, by the Professional Ethics Executive
Committee. Renumbered as interpretation 101-4 and moved from paragraph
.03, April, 1992. Revised, July 2002, to reflect conforming changes necessary
due to the revision of interpretation 101-1.]
.07 101-5—Loans from financial institution clients and related terminology. Interpretation 101-1.A.4 [ET section 101.02] provides that, except
as permitted in this interpretation, independence shall be considered to be
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impaired if a covered member|| has any loan to or from a client, any officer
or director of the client, or any individual owning ten percent or more of the
client's outstanding equity securities or other ownership interests. This interpretation describes the conditions a covered member (or his or her immediate
family) must meet in order to apply an exception for a "Grandfathered Loan"
or "Other Permitted Loan."
Grandfathered Loans
Unsecured loans that are not material to the covered member's net worth, home
mortgages,7 and other secured loans are grandfathered if:
(1)

they were obtained from a financial institution under that institution's normal lending procedures, terms, and requirements,

(2)

after becoming a covered member they are kept current as to all
terms at all times and those terms do not change in any manner
not provided for in the original loan agreement,8 and

(3)

they were:
a) obtained from the financial institution prior to its becoming a client requiring independence; or
b) obtained from a financial institution for which independence was not required and were later sold to a client for
which independence is required; or
c) obtained prior to February 5, 2001 and met the requirements of previous provisions of Interpretation 101-5 [ET
section 101.07] covering grandfathered loans; or
d) obtained between February 5, 2001 and May 31, 2002, and
the covered member was in compliance with the applicable
independence requirements of the SEC during that period;
or
e) obtained after May 31, 2002 from a financial institution
client requiring independence by a borrower prior to his or
her becoming a covered member with respect to that client

In determining when a loan was obtained, the date a loan commitment or line
of credit is granted must be used, rather than the date a transaction closes or
funds are obtained.

||
Terms shown in boldface type upon first usage in this interpretation are defined in ET section
92, Definitions.
7
The value of the collateral securing a home mortgage or other secured loan should equal or
exceed the remaining balance of the grandfathered loan during the term of the loan. If the value of
the collateral is less than the remaining balance of the grandfathered loan, the portion of the loan that
exceeds the value of the collateral must not be material to the covered member's net worth. [Footnote
added, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.
Footnote renumbered by the revision of interpretation 101-2, April 2003.]
8
Changes in the terms of the loan include, but are not limited to, a new or extended maturity
date, a new interest rate or formula, revised collateral, or revised or waived covenants. [Footnote
added, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.
Footnote renumbered by the revision of interpretation 101-2, April 2003.]
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For purposes of applying the grandfathered loans provision when the covered
member is a partner in a partnership:

•

a loan to a limited partnership (or similar type of entity) or a
general partnership would be ascribed to each covered member
who is a partner in the partnership on the basis of their legal
liability as a limited or general partner if:
— the covered member's interest in the limited partnership,
either individually or combined with the interest of one
or more covered members, exceeds 50 percent of the total
limited partnership interest; or
— the covered member, either individually or together with
one or more covered members, can control the general partnership.

•

even if no amount of a partnership loan is ascribed to the covered
member(s) identified above, independence is considered to be impaired if the partnership renegotiates the loan or enters into a
new loan that is not one of the permitted loans described below.

Other Permitted Loans
This interpretation permits only the following new loans to be obtained from
a financial institution client for which independence is required. These loans
must be obtained under the institution's normal lending procedures, terms, and
requirements and must, at all times, be kept current as to all terms.
1.

Automobile loans and leases collateralized by the automobile.

2.

Loans fully collateralized by the cash surrender value of an insurance policy.

3.

Loans fully collateralized by cash deposits at the same financial
institution (e.g., "passbook loans").

4.

Credit cards and cash advances where the aggregate outstanding
balance on the current statement is reduced to $5,000 or less by
the payment due date.

Related prohibitions that may be more restrictive are prescribed by certain state
and federal agencies having regulatory authority over such financial institutions. Broker-dealers, for example, are subject to regulation by the Securities
and Exchange Commission.
[Revised, November 30, 1987, by the Professional Ethics Executive Committee.
Formerly paragraph .06, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. References revised to reflect issuance of AICPA
Code of Professional Conduct on January 12, 1988. Revised, effective June
30, 1990, by the Professional Ethics Executive Committee. Revised, November 1991, effective January 1, 1992 with earlier application encouraged, by the
Professional Ethics Executive Committee. Revised, effective February 28, 1998
by the Professional Ethics Executive Committee. Revised, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1. Revised, November 2002, by the Professional Ethics Executive Committee.]
.08 101-6—The effect of actual or threatened litigation on independence. In some circumstances, independence may be considered to be impaired
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as a result of litigation or the expressed intention to commence litigation as discussed below.
Litigation between client and member
The relationship between the management of the client and a covered member
must be characterized by complete candor and full disclosure regarding all aspects of the client's business operations. In addition, there must be an absence
of bias on the part of the covered member so that he or she can exercise professional judgment on the financial reporting decisions made by the management.
When the present management of a client company commences, or expresses
an intention to commence, legal action against a covered member, the covered
member and the client's management may be placed in adversarial positions
in which the management's willingness to make complete disclosures and the
covered member's objectivity may be affected by self-interest.
For the reasons outlined above, independence may be impaired whenever the
covered member and the covered member's client or its management are in
threatened or actual positions of material adverse interests by reason of threatened or actual litigation. Because of the complexity and diversity of the situations of adverse interests which may arise, however, it is difficult to prescribe
precise points at which independence may be impaired. The following criteria
are offered as guidelines:
1.

The commencement of litigation by the present management alleging deficiencies in audit work for the client would be considered
to impair independence.

2.

The commencement of litigation by the covered member against
the present management alleging management fraud or deceit
would be considered to impair independence.

3.

An expressed intention by the present management to commence
litigation against the covered member alleging deficiencies in audit work for the client would be considered to impair independence
if the auditor concludes that it is probable that such a claim will
be filed.

4.

Litigation not related to performance of an attest engagement
for the client (whether threatened or actual) for an amount not
material to the covered member's firm9 or to the client company
would not generally be considered to affect the relationship in
such a way as to impair independence. Such claims may arise, for
example, out of disputes as to billings for services, results of tax
or management services advice or similar matters.

Litigation by security holders
A covered member may also become involved in litigation ("primary litigation")
in which the covered member and the client or its management are defendants.
Such litigation may arise, for example, when one or more stockholders bring

9
Because of the complexities of litigation and the circumstances under which it may arise, it
is not possible to prescribe meaningful criteria for measuring materiality; accordingly, the covered
member should consider the nature of the controversy underlying the litigation and all other relevant
factors in reaching a judgment. [Footnote renumbered and revised, July 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1. Footnote subsequently renumbered by
the revision of interpretation 101-2, April 2003.]
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a stockholders' derivative action or a so-called "class action" against the client
or its management, its officers, directors, underwriters and covered members
under the securities laws. Such primary litigation in itself would not alter fundamental relationships between the client or its management and the covered
member and therefore would not be deemed to have an adverse impact on
independence. These situations should be examined carefully, however, since
the potential for adverse interests may exist if cross-claims are filed against
the covered member alleging that the covered member is responsible for any
deficiencies or if the covered member alleges fraud or deceit by the present
management as a defense. In assessing the extent to which independence may
be impaired under these conditions, the covered member should consider the
following additional guidelines:
1. The existence of cross-claims filed by the client, its management,
or any of its directors to protect a right to legal redress in the
event of a future adverse decision in the primary litigation (or, in
lieu of cross-claims, agreements to extend the statute of limitations) would not normally affect the relationship between client
management and the covered member in such a way as to impair independence, unless there exists a significant risk that the
cross-claim will result in a settlement or judgment in an amount
material to the covered member's firm10 or to the client.
2. The assertion of cross-claims against the covered member by underwriters would not generally impair independence if no such
claims are asserted by the client or the present management.
3. If any of the persons who file cross-claims against the covered
member are also officers or directors of other clients of the covered
member, independence with respect to such other clients would
not generally be considered to be impaired.
Other third-party litigation
Another type of third-party litigation against the covered member may be commenced by a lending institution, other creditor, security holder, or insurance
company who alleges reliance on financial statements of the client with which
the covered member is associated as a basis for extending credit or insurance
coverage to the client. In some instances, an insurance company may commence
litigation (under subrogation rights) against the covered member in the name
of the client to recover losses reimbursed to the client. These types of litigation
would not normally affect independence with respect to a client who is either not
the plaintiff or is only the nominal plaintiff, since the relationship between the
covered member and client management would not be affected. They should be
examined carefully, however, since the potential for adverse interests may exist
if the covered member alleges, in his defense, fraud, or deceit by the present
management.
If the real party in interest in the litigation (e.g., the insurance company) is also
a client of the covered member ("the plaintiff client"), independence with respect
to the plaintiff client may be impaired if the litigation involves a significant
risk of a settlement or judgment in an amount which would be material to the
covered member's firm11 or to the plaintiff client.
10
See footnote 9. [Footnote renumbered, July 2002, to reflect conforming changes necessary due
to the revision of interpretation 101-1. Footnote subsequently renumbered by the revision of interpretation 101-2, April 2003.]
11
See footnote 9. [Footnote renumbered, July 2002, to reflect conforming changes necessary
due to the revision of interpretation 101-1. Footnote subsequently renumbered by the revision of
interpretation 101-2, April 2003.]
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Effects of impairment of independence
If the covered member believes that the circumstances would lead a reasonable
person having knowledge of the facts to conclude that the actual or intended
litigation poses an unacceptable threat to independence, the covered member
should either (a) disengage himself or herself, or (b) disclaim an opinion because
of lack of independence. Such disengagement may take the form of resignation
or cessation of any attest engagement then in progress pending resolution of
the issue between the parties.
Termination of impairment
The conditions giving rise to a lack of independence are generally eliminated
when a final resolution is reached and the matters at issue no longer affect
the relationship between the covered member and client. The covered member
should carefully review the conditions of such resolution to determine that all
impairments to the covered member's objectivity have been removed.
[Formerly paragraph .07, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, effective September 30, 1995,
by the Professional Ethics Executive Committee, by deletion of subhead and
paragraph and reissuance as ethics ruling No. 100, Actions Permitted When
Independence is Impaired, under rule 101. Revised, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.]
[.09] [101-7]—[Deleted] [Formerly paragraph .08, renumbered by adoption of the Code of Professional Conduct on January 12, 1988.]
.10 101-8—Effect on independence of financial interests in nonclients having investor or investee relationships with a covered member’s client.
Introduction
Financial interests in nonclients that are related in various ways to a client
may impair independence. Situations in which the nonclient investor is a partnership are covered in other rulings [ET section 191.138–.139, .158–.159, and
.162–.163].
Terminology
The following specifically identified terms are used in this interpretation as
indicated:
1.

Client. The term client means the person or entity with whose
financial statements a covered member is associated.

2.

Significant Influence. The term significant influence is as defined
in Accounting Principles Board (APB) Opinion 18 [AC I82].

3.

Investor. The term investor means (a) a parent, (b) a general partner, or (c) a natural person or corporation that has the ability to
exercise significant influence.

4.

Investee. The term investee means (a) a subsidiary or (b) an entity over which an investor has the ability to exercise significant
influence.
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Interpretation
Where a nonclient investee is material to a client investor, any direct or material
indirect financial interest of a covered member in the nonclient investee would
be considered to impair independence with respect to the client investor. If
the nonclient investee is immaterial to the client investor, a covered member's
material investment in the nonclient investee would cause an impairment of
independence.

Where a client investee is material to nonclient investor, any direct or material indirect financial interest of a covered member in the nonclient investor
would be considered to impair independence with respect to the client investee.
If the client investee is immaterial to the nonclient investor, and if a covered
member's financial interest in the nonclient investor allows the covered member to exercise significant influence over the actions of the nonclient investor,
independence would be considered to be impaired.
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Other relationships, such as those involving brother-sister common control or
client-nonclient joint ventures, may affect the appearance of independence. The
covered member should make a reasonable inquiry to determine whether such
relationships exist, and if they do, careful consideration should be given to
whether the financial interests in question would lead a reasonable observer to
conclude that the specified relationships pose an unacceptable threat to independence.
In general, in brother-sister common control situations, an immaterial financial interest of a covered member in the nonclient investee would not impair
independence with respect to the client investee, provided the covered member
could not exercise significant influence over the nonclient investor. However, if
a covered member's financial interest in a nonclient investee is material, the
covered member could be influenced by the nonclient investor, thereby impairing independence with respect to the client investee. In like manner, in a joint
venture situation, an immaterial financial interest of a covered member in the
nonclient investor would not impair the independence of the covered member
with respect to the client investor, provided that the covered member could not
exercise significant influence over the nonclient investor.
If a covered member does not and could not reasonably be expected to have
knowledge of the financial interests or relationship described in this interpretation, independence would not be considered to be impaired under this interpretation.
[Revised, December 31, 1983, by the Professional Ethics Executive Committee.
Formerly paragraph .09 renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. References changed to reflect the issuance of the
AICPA Code of Professional Conduct on January 12, 1988. Replaces previous interpretation 101-8, Effect on Independence of Financial Interests in Nonclients
Having Investor or Investee Relationships With a Member's Client, April 1991,
effective April 30, 1991. Revised, December 31, 1991, by the Professional Ethics
Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.]
[.11] [101-9]—[Deleted]
.12 101-10—The effect on independence of relationships with entities included in the governmental financial statements.12 For purposes of
this Interpretation, a financial reporting entity's basic financial statements, issued in conformity with generally accepted accounting principles in the United
States of America, include the government-wide financial statements (consisting of the entity's governmental activities, business-type activities, and discretely presented component units), the fund financial statements (consisting
of major funds, nonmajor governmental and enterprise funds, internal service
funds, blended component units, and fiduciary funds) and other entities disclosed in the notes to the basic financial statements. Entities that should be
disclosed in the notes to the basic financial statements include, but are not limited to, related organizations, joint ventures, jointly governed organizations,
and component units of another government with characteristics of a joint venture or jointly governed organization.

12
Except for a financial reporting entity's basic financial statements, which is defined within
the text of this Interpretation, certain terminology used throughout the Interpretation is specifically
defined by the Governmental Accounting Standards Board. [Footnote renumbered, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1. Footnote subsequently
renumbered by the revision of interpretation 101-2, April 2003.]
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Auditor of Financial Reporting Entity
A covered member issuing a report on the basic financial statements of the financial reporting entity must be independent of the financial reporting entity,
as defined in paragraph 1 of this Interpretation. However, independence is not
required with respect to any major or nonmajor fund, internal service fund,
fiduciary fund, or component unit or other entities disclosed in the financial
statements, where the primary auditor explicitly states reliance on other auditors reports thereon. In addition, independence is not required with respect
to an entity disclosed in the notes to the basic financial statements, if the financial reporting entity is not financially accountable for the organization and
the required disclosure does not include financial information. For example, a
disclosure limited to the financial reporting entity's ability to appoint the governing board members would not require a member to be independent of that
organization.
However, the covered member and his or her immediate family should not hold
a key position with a major fund, nonmajor fund, internal service fund, fiduciary
fund, or component unit of the financial reporting entity or other entity that
should be disclosed in the notes to the basic financial statements.
Auditor of a Major Fund, Nonmajor Fund, Internal Service Fund, Fiduciary Fund, or Component Unit of the Financial Reporting Entity or
Other Entity That Should Be Disclosed in the Notes to the Basic Financial Statements
A covered member who is auditing the financial statements of a major fund,
nonmajor fund, internal service fund, fiduciary fund, or component unit of the
financial reporting entity or an entity that should be disclosed in the notes to the
basic financial statements of the financial reporting entity, but is not auditing
the primary government, should be independent with respect to those financial
statements that the covered member is reporting upon. The covered member
is not required to be independent of the primary government or other funds
or component units of the reporting entity or entities that should be disclosed
in the notes to the basic financial statements. However, the covered member
and his or her immediate family should not hold a key position within the primary government. For purposes of this Interpretation, a covered member and
immediate family member would not be considered employed by the primary
government if the exceptions provided for in ET section 92.03 are met.[13–14]
[Formerly paragraph .11, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. References changed to reflect the issuance of the
AICPA Code of Professional Conduct on January 12, 1988. Replaces previous
interpretation 101-10, The Effect on Independence of Relationships Proscribed
by Rule 101 and its Interpretations With Nonclient Entities Included With a
Member's Client in the Financial Statements of a Governmental Reporting Entity, April 1991, effective April 30, 1991. Replaces previous interpretation 10110, The Effect on Independence of Relationships With Entities Included in the
Governmental Financial Statements, January 1996, effective January 31, 1996.
Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Revised, effective March 31, 2003, by the Professional
Ethics Executive Committee.]

[13–14]
[Footnotes deleted by the Professional Ethics Executive Committee, March 2003. Footnotes
renumbered by the revision of interpretation 101-2, April 2003.]
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.13 101-11—Modified application of rule 101 for certain engagements to issue restricted-use reports under the Statements on Standards for Attestation Engagements Rule 101: Independence [ET section
101.01], and its interpretations and rulings apply to all attest engagements.
However, for purposes of performing engagements to issue reports under the
Statements on Standards for Attestation Engagements (SSAEs) that are restricted to identified parties, only the following covered members, and their
immediate families, are required to be independent with respect to the responsible party 15 in accordance with rule 101 [ET section 101.01]:

•
•

Individuals participating on the attest engagement team;

•

Individuals who consult with the attest engagement team regarding technical or industry-related issues specific to the attest engagement.

Individuals who directly supervise or manage the attest engagement partner; and

In addition, independence would be considered to be impaired if the firm had
a financial relationship covered by interpretation 101-1.A [ET section 101.02]
with the responsible party that was material to the firm.
In cases where the firm provides non-attest services to the responsible party
that are proscribed under interpretation 101-3 [ET section 101.05] and that do
not directly relate to the subject matter of the attest engagement, independence
would not be considered to be impaired.
In circumstances where the individual or entity that engages the firm is not the
responsible party or associated with the responsible party, individuals on the
attest engagement team need not be independent of the individual or entity, but
should consider their responsibilities under interpretation 102-2 [ET section
102.03] with regard to any relationships that may exist with the individual or
entity that engages them to perform these services.
This interpretation does not apply to an engagement performed under the
Statements on Auditing Standards or Statements on Standards for Accounting
and Review Services, or to an examination or review engagement performed
under the Statements on Standards for Attestation Engagements.
[Replaces previous interpretation 101-11, Independence and Attest Engagements, January 1996, effective January 31, 1996. Revised, effective November
30, 2001, by the Professional Ethics Executive Committee.]
.14 101-12—Independence and cooperative arrangements with
clients. Independence will be considered to be impaired if, during the period
of a professional engagement, a member or his or her firm had any cooperative
arrangement with the client that was material to the member's firm or to the
client.
Cooperative Arrangement—A cooperative arrangement exists when a member's
firm and a client jointly participate in a business activity. The following are
examples, which are not all inclusive, of cooperative arrangements:

15
As defined in the SSAEs. [Footnote renumbered, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1. Footnote subsequently renumbered by the revision
of interpretation 101-2, April 2003.]

ET §101.13

2335

Independence
1.

Prime/subcontractor arrangements to provide services or products to a third party

2.

Joint ventures to develop or market products or services

3.

Arrangements to combine one or more services or products of the
firm with one or more services or products of the client and market
the package with references to both parties

4.

Distribution or marketing arrangements under which the firm
acts as a distributor or marketer of the client's products or services, or the client acts as the distributor or marketer of the products or services of the firm

Nevertheless, joint participation with a client in a business activity does not ordinarily constitute a cooperative arrangement when all the following conditions
are present:
a.

The participation of the firm and the participation of the client
are governed by separate agreements, arrangements, or understandings.

b.

The firm assumes no responsibility for the activities or results of
the client, and vice versa.

c.

Neither party has the authority to act as the representative or
agent of the other party.

In addition, the member's firm should consider the requirements of rule 302
[ET section 302.01] and rule 503 [ET section 503.01].
[Effective November 30, 1993. Revised, July 2002, to reflect conforming changes
necessary due to the revision of interpretation 101-1.]
.15 101-13—Extended audit services A member or his or her firm
("member") may be asked by a client, for which the member performs an attest
engagement, to perform extended audit services. These services may include
assistance in the performance of the client's internal audit activities and/or
an extension of the member's audit service beyond the requirements of generally accepted auditing standards (hereinafter referred to as "extended audit
services").
A member's performance of extended audit services would not be considered
to impair independence with respect to a client for which the member also
performs an attest engagement, provided that the member or his or her firm
is not an employee of the client or does not act or appear to act in a capacity
equivalent to a member of client management .
The responsibilities of the client, including its board of directors, audit committee, and management, and the responsibilities of the member, as described
below, should be understood by both the member and the client. It is preferable
that this understanding be documented in an engagement letter that indicates
that the member may not perform management functions or make management
decisions.
A member should be satisfied that the client understands its responsibility
for establishing and maintaining internal control and directing the internal
audit function, if any. As part of its responsibility to establish and maintain
internal control, management monitors internal control to assess the quality
of its performance over time. Monitoring can be accomplished through ongoing
activities, separate evaluations or a combination of both.
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Ongoing monitoring activities are the procedures designed to assess the quality of internal control performance over time and that are built into the normal
recurring activities of an entity and include regular management and supervisory activities, comparisons, reconciliations and other routine actions. Separate
evaluations focus on the continued effectiveness of a client's internal control. A
member's independence would not be impaired by the performance of separate
evaluations of the effectiveness of a client's internal control, including separate
evaluations of the client's ongoing monitoring activities.
The member should understand that, with respect to the internal audit function, the client is responsible for—

•

Designating a competent individual or individuals, preferably
within senior management, to be responsible for the internal audit
function

•

Determining the scope, risk and frequency of internal audit activities, including those to be performed by the member providing
extended audit services

•

Evaluating the findings and results arising from the internal audit activities, including those performed by the member providing
extended audit services

•

Evaluating the adequacy of the audit procedures performed and
the findings resulting from the performance of those procedures
by, among other things, obtaining reports from the member

The member should be satisfied that the board of directors and/or audit committee is informed of roles and responsibilities of both client management and
the member with respect to the engagement to provide extended audit services
as a basis for the board of directors and/or audit committee to establish guidelines for both management and the member to follow in carrying out these
responsibilities and monitoring how well the respective responsibilities have
been met.
The member should be responsible for performing the audit procedures in accordance with the terms of the engagement and reporting thereon. The dayto-day performance of the audit procedures should be directed, reviewed, and
supervised by the member. The report should include information that allows
the individual responsible for the internal audit function to evaluate the adequacy of the audit procedures performed and the findings resulting from the
performance of those procedures. This report may include recommendations for
improvements in systems, processes, and procedures. The member may assist
the individual responsible for the internal audit function in performing preliminary audit risk assessments, preparing audit plans, and recommending audit
priorities. However, the member should not undertake any responsibilities that
are required, as described above, to be performed by the individual responsible
for the internal audit function.
Performing procedures that are generally of the type considered to be extensions of the member's audit scope applied in the audit of the client's financial
statements, such as confirming of accounts receivable and analyzing fluctuations in account balances, would not impair the independence even if the extent
of such testing exceeds that required by generally accepted auditing standards.
The following are examples of activities that, if performed as part of an extended
audit service, would be considered to impair independence:
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•

Performing ongoing monitoring activities or control activities (for
example, reviewing loan originations as part of the client's approval process or reviewing customer credit information as part
of the customer's sales authorization process) that affect the execution of transactions or ensure that transactions are properly
executed, accounted for, or both, and performing routine activities
in connection with the client's operating or production processes
that are equivalent to those of an ongoing compliance or quality
control function

•

Determining which, if any, recommendations for improving the
internal control system should be implemented

•

Reporting to the board of directors or audit committee on behalf of
management or the individual responsible for the internal audit
function

•

Authorizing, executing, or consummating transactions or otherwise exercising authority on behalf of the client

•
•
•

Preparing source documents on transactions

•

Being connected with the client as an employee or in any capacity equivalent to a member of client management (for example,
being listed as an employee in client directories or other client
publications, permitting himself or herself to be referred to by title or description as supervising or being in charge of the client's
internal audit function, or using the client's letterhead or internal
correspondence forms in communications)

Having custody of assets
Approving or being responsible for the overall internal audit work
plan including the determination of the internal audit risk and
scope, project priorities and frequency of performance of audit procedures

The foregoing list in not intended to be all inclusive.
[Effective August 31, 1996. Revised, effective September 30, 1999, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1.]
.16 101-14—The effect of alternative practice structures on the applicability of independence rules. Because of changes in the manner in
which members # are structuring their practices, the AICPA's professional
ethics executive committee (PEEC) studied various alternatives to "traditional
structures" to determine whether additional independence requirements are
necessary to ensure the protection of the public interest.
In many "nontraditional structures," a substantial (the nonattest) portion of
a member's practice is conducted under public or private ownership, and the
attest portion of the practice is conducted through a separate firm owned and
controlled by the member. All such structures must comply with applicable
laws, regulations, and Rule 505, Form of Organization and Name [ET section
505.01]. In complying with laws, regulations, and rule 505 [ET section 505.01],
many elements of quality control are required to ensure that the public interest
is adequately protected. For example, all services performed by members and
#
Terms shown in boldface type upon first usage in this interpretation are defined in ET section
92, Definitions. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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persons over whom they have control must comply with standards promulgated
by AICPA Council-designated bodies, and, for all other firms providing attest
services, enrollment is required in an AICPA-approved practice-monitoring program. Finally, and importantly, the members are responsible, financially and
otherwise, for all the attest work performed. Considering the extent of such
measures, PEEC believes that the additional independence rules set forth in
this interpretation are sufficient to ensure that attest services can be performed
with objectivity and, therefore, the additional rules satisfactorily protect the
public interest.
Rule 505 [ET section 505.01] and the following independence rules for an alternative practice structure (APS) are intended to be conceptual and applicable to
all structures where the "traditional firm" engaged in attest services is closely
aligned with another organization, public or private, that performs other professional services. The following paragraph and the chart below provide an
example of a structure in use at the time this interpretation was developed.
Many of the references in this interpretation are to the example. PEEC intends
that the concepts expressed herein be applied, in spirit and in substance, to
variations of the example structure as they develop.
The example APS in this interpretation is one where an existing CPA practice
("Oldfirm") is sold by its owners to another (possibly public) entity ("PublicCo").
PublicCo has subsidiaries or divisions such as a bank, insurance company or
broker-dealer, and it also has one or more professional service subsidiaries or
divisions that offer to clients nonattest professional services (e.g., tax, personal
financial planning, and management consulting). The owners and employees
of Oldfirm become employees of one of PublicCo's subsidiaries or divisions and
may provide those nonattest services. In addition, the owners of Oldfirm form
a new CPA firm ("Newfirm") to provide attest services. CPAs, including the
former owners of Oldfirm, own a majority of Newfirm (as to vote and financial interests). Attest services are performed by Newfirm and are supervised
by its owners. The arrangement between Newfirm and PublicCo (or one of its
subsidiaries or divisions) includes the lease of employees, office space and equipment; the performance of back-office functions such as billing and collections;
and advertising. Newfirm pays a negotiated amount for these services.
APS Independence Rules for Covered Members
The term covered member in an APS includes both employed and leased
individuals. The firm in such definition would be Newfirm in the example APS.
All covered members, including the firm, are subject to rule 101 [ET section
101.01] and its interpretations and rulings in their entirety. For example, no
covered member may have, among other things, a direct financial interest in or
a loan to or from an attest client of Newfirm.
Partners of one Newfirm generally would not be considered partners of another
Newfirm except in situations where those partners perform services for the
other Newfirm or where there are significant shared economic interests between
partners of more than one Newfirm. If, for example, partners of Newfirm 1
perform services in Newfirm 2, such owners would be considered to be partners
of both Newfirms for purposes of applying the independence rules.
APS Independence Rules for Persons and Entities Other Than Covered
Members
As stated above, the independence rules normally extend only to those persons
and entities included in the definition of covered member. This normally would
include only the "traditional firm" (Newfirm in the example APS), those covered members who own or are employed or leased by Newfirm, and entities controlled by one or more of such persons. Because of the close alignment in many
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APSs between persons and entities included in covered member and other persons and entities, to ensure the protection of the public interest, PEEC believes
it appropriate to require restrictions in addition to those required in a traditional firm structure. Those restrictions are divided into two groups:
1. Direct Superiors. Direct Superiors are defined to include those persons so
closely associated with a partner or manager who is a covered member, that
such persons can directly control the activities of such partner or manager.
For this purpose, a person who can directly control is the immediate superior
of the partner or manager who has the power to direct the activities of that
person so as to be able to directly or indirectly (e.g. through another entity over
which the Direct Superior can exercise significant influence 16 ) derive a benefit
from that person's activities. Examples would be the person who has day-to-day
responsibility for the activities of the partner or manager and is in a position
to recommend promotions and compensation levels. This group of persons is, in
the view of PEEC, so closely aligned through direct reporting relationships with
such persons that their interests would seem to be inseparable. Consequently,
persons considered Direct Superiors, and entities within the APS over which such
persons can exercise significant influence 17 are subject to rule 101 [ET section
101.01] and its interpretations and rulings in their entirety.
2. Indirect Superiors and Other PublicCo Entities. Indirect Superiors are those
persons who are one or more levels above persons included in Direct Superior.
Generally, this would start with persons in an organization structure to whom
Direct Superiors report and go up the line from there. PEEC believes that certain restrictions must be placed on Indirect Superiors, but also believes that
such persons are sufficiently removed from partners and managers who are
covered persons to permit a somewhat less restrictive standard. Indirect Superiors are not connected with partners and managers who are covered members
through direct reporting relationships; there always is a level in between. The
PEEC also believes that, for purposes of the following, the definition of Indirect
Superior also includes the immediate family of the Indirect Superior.
PEEC carefully considered the risk that an Indirect Superior, through a Direct
Superior, might attempt to influence the decisions made during the engagement for a Newfirm attest client. PEEC believes that this risk is reduced to
a sufficiently low level by prohibiting certain relationships between Indirect
Superiors and Newfirm attest clients and by applying a materiality concept

16
For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
17
For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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with respect to financial relationships. If the financial relationship is not material to the Indirect Superior, PEEC believes that he or she would not be sufficiently financially motivated to attempt such influence particularly with sufficient effort to overcome the presumed integrity, objectivity and strength of
character of individuals involved in the engagement.
Similar standards also are appropriate for Other PublicCo Entities. These entities are defined to include PublicCo and all entities consolidated in the PublicCo
financial statements that are not subject to rule 101 [ET section 101.01] and
its interpretations and rulings in their entirety.
The rules for Indirect Superiors and Other PublicCo Entities are as follows:
A.

Indirect Superiors and Other PublicCo Entities may not have
a relationship contemplated by interpretation 101-1.A [ET section 101.02] (e.g., investments, loans, etc.) with an attest client
of Newfirm that is material. In making the test for materiality
for financial relationships of an Indirect Superior, all the financial relationships with an attest client held by such person should
be aggregated and, to determine materiality, assessed in relation
to the person's net worth. In making the materiality test for financial relationships of Other PublicCo Entities, all the financial
relationships with an attest client held by such entities should
be aggregated and, to determine materiality, assessed in relation
to the consolidated financial statements of PublicCo. In addition,
any Other PublicCo Entity over which an Indirect Superior has
direct responsibility cannot have a financial relationship with an
attest client that is material in relation to the Other PublicCo
Entity's financial statements.

B.

Further, financial relationships of Indirect Superiors or Other
PublicCo Entities should not allow such persons or entities to exercise significant influence 18 over the attest client. In making the
test for significant influence, financial relationships of all Indirect
Superiors and Other PublicCo Entities should be aggregated.

C.

Neither Other PublicCo Entities nor any of their employees may
be connected with an attest client of Newfirm as a promoter, underwriter, voting trustee, director or officer.

D.

Except as noted in C above, Indirect Superiors and Other PublicCo Entities may provide services to an attest client of Newfirm
that would impair independence if performed by Newfirm. For example, trustee and asset custodial services in the ordinary course
of business by a bank subsidiary of PublicCo would be acceptable
as long as the bank was not subject to rule 101 [ET section 101.01]
and its interpretations and rulings in their entirety.

18
For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily allinclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April 2003.]
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Other Matters
1. An example, using the chart below, of the application of the concept of Direct
and Indirect Superiors would be as follows: The chief executive of the local office
of the Professional Services Subsidiary (PSS), where the partners of Newfirm
are employed, would be a Direct Superior. The chief executive of PSS itself
would be an Indirect Superior, and there may be Indirect Superiors in between
such as a regional chief executive of all PSS offices within a geographic area.
2. PEEC has concluded that Newfirm (and its partners and employees) may
not perform an attest engagement for PublicCo or any of its subsidiaries or
divisions.
3. PEEC has concluded that independence would be considered to be impaired
with respect to an attest client of Newfirm if such attest client holds an investment in PublicCo that is material to the attest client or allows the attest client
to exercise significant influence 19 over PublicCo.
4. When making referrals of services between Newfirm and any of the entities
within PublicCo, a member should consider the provisions of Interpretation
102-2, Conflicts of Interest [ET section 102.03].
Alternative Practice Structure (APS) Model

[Effective February 28, 1999; Revised, November 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1.]

19
For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily allinclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April 2003.]
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ET Section 102

Integrity and Objectivity
Source: Auditing Standard Nos. 8–15.
.01 Rule 102—Integrity and objectivity. In the performance of any professional service, a member shall maintain objectivity and integrity, shall be
free of conflicts of interest, and shall not knowingly misrepresent facts or subordinate his or her judgment to others.
[As adopted January 12, 1988.]

Interpretations under Rule 102—
Integrity and Objectivity
.02 102-1—Knowing misrepresentations in the preparation of financial statements or records. A member shall be considered to have knowingly misrepresented facts in violation of rule 102 [ET section 102.01] when he
or she knowingly—
a.

Makes, or permits or directs another to make, materially false and
misleading entries in an entity's financial statements or records;
or

b.

Fails to correct an entity's financial statements or records that are
materially false and misleading when he or she has the authority
to record an entry; or

c.

Signs, or permits or directs another to sign, a document containing
materially false and misleading information.

[Revised, effective May 31, 1999, by the Professional Ethics Executive Committee.]
.03 102-2—Conflicts of interest. A conflict of interest may occur if a
member performs a professional service for a client or employer and the member or his or her firm has a relationship with another person, entity, product,
or service that could, in the member's professional judgment, be viewed by the
client, employer, or other appropriate parties as impairing the member's objectivity. If the member believes that the professional service can be performed
with objectivity, and the relationship is disclosed to and consent is obtained from
such client, employer, or other appropriate parties, the rule shall not operate
to prohibit the performance of the professional service. When making the disclosure, the member should consider Rule 301, Confidential Client Information
[ET section 301.01].
Certain professional engagements, such as audits, reviews, and other attest
services, require independence. Independence impairments under rule 101 [ET
section 101.01], its interpretations, and rulings cannot be eliminated by such
disclosure and consent.
The following are examples, not all-inclusive, of situations that should cause a
member to consider whether or not the client, employer, or other appropriate
parties could view the relationship as impairing the member's objectivity:
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•

A member has been asked to perform litigation services for the
plaintiff in connection with a lawsuit filed against a client of the
member's firm.

•

A member has provided tax or personal financial planning (PFP)
services for a married couple who are undergoing a divorce, and
the member has been asked to provide the services for both parties
during the divorce proceedings.

•

In connection with a PFP engagement, a member plans to suggest that the client invest in a business in which he or she has a
financial interest.

•

A member provides tax or PFP services for several members of a
family who may have opposing interests.

•

A member has a significant financial interest, is a member of management, or is in a position of influence in a company that is a
major competitor of a client for which the member performs management consulting services.

•

A member serves on a city's board of tax appeals, which considers
matters involving several of the member's tax clients.

•

A member has been approached to provide services in connection
with the purchase of real estate from a client of the member's firm.

•

A member refers a PFP or tax client to an insurance broker or
other service provider, which refers clients to the member under
an exclusive arrangement to do so.

•

A member recommends or refers a client to a service bureau in
which the member or partner(s) in the member's firm hold material financial interest(s).

The above examples are not intended to be all-inclusive.
[Replaces previous interpretation 102-2, Conflicts of Interest, August 1995, effective August 31, 1995.]
.04 102-3—Obligations of a Member to His or Her Employer’s External Accountant Under rule 102 [ET section 102.01], a member must maintain
objectivity and integrity in the performance of a professional service. In dealing
with his or her employer's external accountant, a member must be candid and
not knowingly misrepresent facts or knowingly fail to disclose material facts.
This would include, for example, responding to specific inquiries for which his
or her employer's external accountant requests written representation.
[Effective November 30, 1993.]
.05 102-4—Subordination of judgment by a member. Subordination
of judgment by a member. Rule 102 [ET section 102.01] prohibits a member from
knowingly misrepresenting facts or subordinating his or her judgment when
performing professional services. Under this rule, if a member and his or her
supervisor have a disagreement or dispute relating to the preparation of financial statements or the recording of transactions, the member should take the
following steps to ensure that the situation does not constitute a subordination
of judgment:1

1
See paragraph .05b of AS 1201, Supervision of the Audit Engagement, and paragraph .12d of
AS 1215, Audit Documentation. [Footnote revised, effective for audits of fiscal years beginning on or
after December 15, 2010. See PCAOB Release 2010-004.]
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1.

The member should consider whether (a) the entry or the failure
to record a transaction in the records, or (b) the financial statement presentation or the nature or omission of disclosure in the
financial statements, as proposed by the supervisor, represents
the use of an acceptable alternative and does not materially misrepresent the facts. If, after appropriate research or consultation,
the member concludes that the matter has authoritative support
and/or does not result in a material misrepresentation, the member need do nothing further.
2. If the member concludes that the financial statements or records
could be materially misstated, the member should make his or
her concerns known to the appropriate higher level(s) of management within the organization (for example, the supervisor's
immediate superior, senior management, the audit committee or
equivalent, the board of directors, the company's owners). The
member should consider documenting his or her understanding
of the facts, the accounting principles involved, the application
of those principles to the facts, and the parties with whom these
matters were discussed.
3. If, after discussing his or her concerns with the appropriate person(s) in the organization, the member concludes that appropriate
action was not taken, he or she should consider his or her continuing relationship with the employer. The member also should consider any responsibility that may exist to communicate to third
parties, such as regulatory authorities or the employer's (former
employer's) external accountant. In this connection, the member
may wish to consult with his or her legal counsel.
4. The member should at all times be cognizant of his or her obligations under interpretation 102-3 [ET section 102.04].
[Effective November 30, 1993.]
.06 102-5—Applicability of Rule 102 to Members Performing Educational Service Educational services (for example, teaching full- or part-time
at a university, teaching a continuing professional education course, or engaging in research and scholarship) are professional services as defined in ET
section 92.11, and are therefore subject to rule 102 [ET section 102.01]. Rule
102 [ET section 102.01] provides that the member shall maintain objectivity
and integrity, shall be free of conflicts of interest, and shall not knowingly misrepresent facts or subordinate his or her judgment to others.
[Effective March 31, 1995.]
.07 102-6—Professional services involving client advocacy. A member or a member's firm may be requested by a client—
1.

To perform tax or consulting services engagements that involve
acting as an advocate for the client.
2. To act as an advocate in support of the client's position on accounting or financial reporting issues, either within the firm or outside
the firm with standard setters, regulators, or others.
Services provided or actions taken pursuant to such types of client requests are
professional services [ET section 92.11] governed by the Code of Professional
Conduct and shall be performed in compliance with Rule 201, General Standards [ET section 201.01], Rule 202, Compliance With Standards [ET section
202.01], and Rule 203, Accounting Principles [ET section 203.01], and interpretations thereof, as applicable. Furthermore, in the performance of any professional service, a member shall comply with rule 102 [ET section 102.01], which
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requires maintaining objectivity and integrity and prohibits subordination of
judgment to others. When performing professional services requiring independence, a member shall also comply with rule 101 [ET section 101.01] of the Code
of Professional Conduct.
Moreover, there is a possibility that some requested professional services involving client advocacy may appear to stretch the bounds of performance standards,
may go beyond sound and reasonable professional practice, or may compromise
credibility, and thereby pose an unacceptable risk of impairing the reputation
of the member and his or her firm with respect to independence, integrity, and
objectivity. In such circumstances, the member and the member's firm should
consider whether it is appropriate to perform the service.
[Effective August 31, 1995.]
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ET Section 191

Ethics Rulings on Independence, Integrity,
and Objectivity
1. Acceptance of a Gift
.001 Question—Would independence be considered to be impaired if a
member accepts a gift or other unusual consideration from a client?
.002 Answer—Independence would be considered to be impaired if a covered member accepts more than a token gift from a client, even with the knowledge of the member's firm.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

2. Association Membership
.003 Question—Would independence be considered to be impaired if a
member joined a trade association that is a client of the firm?
.004 Answer—Independence would not be considered to be impaired provided the member did not serve as an officer, director, or in any capacity equivalent to that of a member of management.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[3.] Member as Signer or Cosigner of Checks
[.005–.006] [Deleted May 1999]

[4.] Payroll Preparation Services
[.007–.008] [Deleted May 1999]

[5.] Member as Bookkeeper
[.009–.010] [Deleted June 1991]

[6.] Member’s Spouse as Accountant of Client
[.011–.012] [Deleted November 2001]

[7.] Member Providing Contract Services
[.013–.014] [Deleted May 1999]

8. Member Providing Advisory Services
.015 Question—A member provides extensive advisory services for a client.
In that connection, the member attends board meetings, interprets financial
statements, forecasts and other analyses, counsels on potential expansion plans
and on banking relationships. Would independence be considered to be impaired
under these circumstances?
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.016 Answer—Independence would not be considered to be impaired because the member's role is advisory in nature.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

9. Member as Representative of Creditor’s Committee
.017 Question—A member performs the following functions for a creditors'
committee in control of a debtor corporation which will continue to operate
under its existing management subject to extension agreements:

•
•

Signs or co-signs checks issued by the debtor corporation.

•

Exercises general supervision to insure compliance with budgetary controls and pricing formulas established by management,
with the consent of the creditors, as part of an overall program
aimed at the liquidation of deferred indebtedness.

Signs or co-signs purchase orders in excess of established minimum amounts.

Would independence be considered to be impaired with respect to the debtor
corporation?
.018 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm performed any of the functions
described, since these are considered to be management functions.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

10. Member as Legislator
.019 Question—A member is an elected legislator in a local government (a
city). The city manager, who is responsible for all administrative functions, is
also an elected official. Would independence be considered to be impaired with
respect to the city?
.020 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served as an elected legislator for
a city at the same time his or her firm was engaged to perform the city's attest
engagement, even though the city manager is an elected official rather than an
appointee of the legislature.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

11. Member Designated to Serve as Executor or Trustee
.021 Question—A member has been designated to serve as an executor or
trustee of the estate of an individual who owns the majority of a client's stock.
Would independence be considered to be impaired with respect to the client?
.022 Answer—The mere designation of a covered member as executor or
trustee would not be considered to impair independence, however, if a covered
member actually served in such capacity, independence would be considered to
be impaired.
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[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

12. Member as Trustee of Charitable Foundation
.023 Question—A charitable foundation is the sole beneficiary of the estate
of the foundation's deceased organizer. If a member becomes a trustee of the
foundation, would independence be considered to be impaired with respect to
(1) the foundation or (2) the estate?
.024 Answer—If a covered member served as trustee of the foundation, independence would be considered to be impaired with respect to both the foundation and the estate.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[13.] Member as Bank Stockholder
[.025–.026] [Deleted November 1993]

14. Member on Board of Federated Fund-Raising
Organization
.027 Question—A member serves as a director or officer of a United Way
or similar federated fund-raising organization (the organization). Certain local
charities receive funds from the organization. Would independence be considered to be impaired with respect to such charities?
.028 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served as a director or officer of
the organization and the organization exercised managerial control over the
local charities. (See ethics ruling No. 93 [ET section 191.186–.187] under rule
101 [ET section 101.01] for additional guidance.)
[Replaces previous ruling No. 14, Member on Board of Directors of United Fund,
April 1991. Revised, July 2002, to reflect conforming changes necessary due to
the revision of interpretation 101-1.]

[15.] Retired Partner as Director
[.029–.030] [Deleted June 1991]

16. Member on Board of Directors of Nonprofit
Social Club
.031 Question—Would independence be considered to be impaired if a
member served on the board of directors of a nonprofit social club?
.032 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the board of directors
since the board has ultimate responsibility for the club's affairs.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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17. Member of Social Club
.033 Question—Would independence be considered to be impaired if a
member belongs to a social club (for example, country club, tennis club) that
requires him or her to acquire a pro rata share of the club's equity or debt
securities?
.034 Answer—As long as membership in a club is essentially a social matter, a covered member's association with the club would not impair independence because such equity or debt ownership would not be considered to be a
direct financial interest within the meaning of rule 101 [ET section 101.01].
Also see interpretation 101-1.C [ET section 101.02].
[Replaces previous ruling No. 17, Member as Stockholder in Country Club,
February 1991. Revised, July 2002, to reflect conforming changes necessary
due to the revision of interpretation 101-1.]

[18.] Member as City Council Chairman
[.035–.036] [Deleted June 1991]

19. Member on Deferred Compensation Committee
.037 Question—Would independence be considered to be impaired if a
member served on a committee that administers a client's deferred compensation program?
.038 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the committee since
such service constitutes participation in the client's management functions. The
partner or professional employee could however render consulting assistance
without joining the committee.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

20. Member Serving on Governmental Advisory Unit
.039 Question—A member serves on a citizens' committee which is studying possible changes in the form of a county government that the firm audits.
The member also serves on a committee appointed to study the financial status
of a state. Would independence be considered to be impaired with respect to a
county in that state?
.040 Answer—Independence would not be considered to be impaired with
respect to the county through the member's service on either committee.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

21. Member as Director and Auditor of an Entity’s Profit
Sharing and Retirement Trust
.041 Question—A member serves in the dual capacity of director of an
entity and auditor of the financial statements of that entity's profit sharing and
retirement trust (the trust). Would independence be considered to be impaired
with respect to the trust?
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.042 Answer—Service as director of an entity constitutes participation in
management functions that affect the entity's trust. Accordingly, independence
would be considered to be impaired if any partner or professional of the firm
served in such capacity.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[22.] Family Relationship, Brother
[.043–.044] [Deleted June 1991]

[23.] Family Relationship, Uncle by Marriage
[.045–.046] [Deleted June 1991]

[24.] Family Relationship, Father
[.047–.048] [Deleted June 1991]

[25.] Family Relationship, Son
[.049–.050] [Deleted June 1991]

[26.] Family Relationship, Son
[.051–.052] [Deleted June 1991]

[27.] Family Relationship, Spouse as Trustee
[.053–.054] [Deleted June 1991]

[28.] Cash Account With Brokerage Client
[.055–.056] [Superseded by ethics ruling No. 59.]

29. Member as Bondholder
.057 Question—Would independence be considered to be impaired if a
member owned an immaterial amount of a municipal authority's outstanding
bonds?
.058 Answer—Ownership of a client's bonds constitute a loan to that client.
Accordingly, if a covered member owned such bonds, independence would be
considered to be impaired.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[30.] Financial Interest by Employee
[.059–.060] [Deleted July 1979]
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31. Performance of Services for Common Interest
Realty Associations (CIRAs), Including Cooperatives,
Condominium Associations, Planned Unit
Developments, Homeowners Associations, and
Timeshare Developments
.061 Question—A member belongs to a common interest realty association
(CIRA) as the result of the ownership or lease of real estate. Would independence
be considered to be impaired with respect to the CIRA?
.062 Answer—Independence would be considered to be impaired if a covered member was a member of a CIRA unless all of the following conditions are
met:
a.

The CIRA performs functions similar to local governments, such
as public safety, road maintenance, and utilities.
b. The covered member's annual assessment is not material to either the covered member or the CIRA's operating budgeted assessments.
c. The liquidation of the CIRA or the sale of common assets would
not result in a distribution to the covered member.
d. The CIRA's creditors would not have recourse to the covered member's assets if the CIRA became insolvent.
Also see interpretation 101-1.C [ET section 101.02] for additional restrictions
related to associations with a client.
If the member has a relationship with a real estate developer or management
company that is associated with the CIRA, see interpretation 102-2 [ET section
102.03] for guidance.
[Revised, effective May 31, 1998, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[32.] Mortgage Loan to Member’s Corporation
[.063–.064] [Deleted December 1991]

[33.] Member as Participant in Employee Benefit Plan
[.065–.066] [Deleted May 1998]

[34.] Member as Auditor of Common Trust Funds
[.067–.068] [Deleted February 1991]

35. Stockholder in Mutual Funds
.069 Question—A member owns shares in a non-regulated mutual investment fund (the fund) which holds shares of stock in a client. Would independence be considered to be impaired with respect to the client whose stock is
held by the fund?
.070 Answer—Client securities held by the fund represent indirect financial interests. Accordingly, if a covered member has such an indirect financial
interest, which is material to the covered member, independence would be considered to be impaired. In addition, if any partner or professional employee in
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the firm has significant influence over the fund, independence would be considered to be impaired.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

36. Participant in Investment Club
.071 Question—A member participates in an investment club. Would independence be considered to be impaired with respect to a client in which the
investment club holds shares?
.072 Answer—Independence would be considered to be impaired if a covered member owned stock in a client through an investment club as such holdings would be deemed to be a direct financial interest. Accordingly, any of the
club's investments in a client would be deemed to impair independence regardless of materiality of the investment to the covered member's net worth.
See interpretation 101-1.B [ET section 101.02] for additional restrictions relating to all partners and professionals of the firm.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[37.] Retired Partners as Co-Trustee
[.073–.074] [Deleted November 1980]

38. Member as Co-Fiduciary With Client Bank
.075 Question—A member serves with a client bank in a co-fiduciary capacity with respect to an estate or trust. Would independence be considered to
be impaired with respect to the bank or the bank's trust department?
.076 Answer—Independence would not be considered to be impaired provided the assets in the estate or trust were not material to the total assets of
the bank and/or the bank's trust department.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[39.] Member as Officially Appointed Stock Transfer
Agent or Registrar
[.077–.078] [Deleted May 1999]

[40.] Controller Entering Public Practice
[.079–.080] [Deleted June 1979]

41. Financial Services Company Client Has Custody
of a Member’s Assets
.081 Question—A financial services company client (for example, insurance company, investment adviser, broker-dealer, bank, or other depository institution) has custody of a member's assets (other than depository accounts),
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including retirement plan assets. Would independence be considered to be impaired?
.082 Answer—If a covered member's assets were held by a financial services company client, independence would not be considered to be impaired
provided the services were rendered under the company's normal terms, procedures, and requirements and any of the covered member's assets subject to
the risk of loss were immaterial to the covered member's net worth. Risk of
loss may include losses arising from the bankruptcy of or defalcation by the
client but would exclude losses due to a market decline in the value of the assets. When considering the materiality of assets subject to the risk of loss, the
covered member should consider the following:

•

Protection provided by state or federal regulators (for example,
state insurance funds)

•

Private insurance or other forms of protection (for example, the
Securities Investor Protection Corporation) obtained by the financial services company to protect the assets

•

Protection from creditors (for example, assets held in a pooled
separate account)

For guidance dealing with depository accounts, see ethics ruling No. 70 [ET
section 191.140 and .141].
[Replaces previous ruling No. 41, Member as Auditor of Mutual Insurance Company, November, 1990. Revised, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1. Revised, effective March 31,
2003, by the Professional Ethics Executive Committee.]

[42.] Member as Life Insurance Policy Holder
[.083–.084] [Deleted April 1991]

[43.] Member’s Employee as Treasurer of a Client
[.085–.086] [Deleted June 1991]

[44.] Past Due Billings
[.087–.088] [Superseded by ethics ruling No. 52.]

[45.] Past Due Fees: Client in Bankruptcy
[.089–.090] [Deleted November 1990]

[46.] Member as General Counsel
[.091–.092] [Superseded by ethics ruling No. 51.]

[47.] Member as Auditor of Mutual Fund and
Shareholder of Investment Advisor/Manager
[.093–.094] [Deleted February 1991]

48. Faculty Member as Auditor of a Student Fund
.095 Question—A full or part-time faculty member employed by a university is asked to audit the financial statements of the Student Senate Fund. The
university:
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1.

Acts as a collection agent for student fees and remits them to the
Student Senate.
2. Requires that a university administrator approve and sign Student Senate checks.
Would independence be considered to be impaired under these circumstances?
.096 Answer—Independence would be considered to be impaired with respect to the Student Senate Fund if any partner or professional employee (individual) performed the functions described since the individual would be auditing several of the management functions performed by the university, the
individual's employer.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[49.] Investor and Investee Companies
[.097–.098] [Superseded by interpretation 101-8.]

[50.] Family Relationship, Brother-in-Law
[.099–.100] [Deleted June 1983]

[51.] Member Providing Legal Services
[.101–.102] [Deleted May 1999]

52. Unpaid Fees
.103 Question—A client of the member's firm has not paid fees for previously rendered professional services. Would independence be considered to be
impaired for the current year?
.104 Answer—Independence is considered to be impaired if, when the report on the client's current year is issued, billed or unbilled fees, or a note
receivable arising from such fees, remain unpaid for any professional services
provided more than one year prior to the date of the report.
This ruling does not apply to fees outstanding from a client in bankruptcy.
[Replaces previous ruling No. 52, Past Due Fees, November 1990. Revised, effective November 30, 1997, by the Professional Ethics Executive Committee.
Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[53.] Member as Auditor of Employee Benefit Plan and
Sponsoring Company
[.105–.106] [Deleted June 1991]

[54.] Member Providing Appraisal, Valuation, or
Actuarial Services
[.107–.108] [Deleted May 1999]

[55.] Independence During Systems Implementation
[.109–.110] [Deleted May 1999]
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[56.] Executive Search
[.111–.112] [Deleted May 1999]

[57.] MAS Engagement to Evaluate Service Bureaus
[.113–.114] [Deleted August 1995]

[58.] Member as Lessor
[.115–.116] [Deleted May 1998]

[59.] Account With Brokerage Client
[.117–.118] [Deleted November 1987]

60. Employee Benefit Plans—Member’s Relationships
With Participating Employer
.119 Question—A member has been asked to audit the financial statements of an employee benefit plan ("the plan") that may have one or more
participating employer(s). Would independence be considered to be impaired
with respect to the plan if the member had financial or other relationships with
a participating employer(s)?
.120 Answer—Independence would be considered to be impaired with respect to the plan if any partner or professional employee of the firm had significant influence over such employer, was in a key position with the employer, or
was associated with the employer as a promoter, underwriter, or voting trustee.
When auditing plans subject to the Employee Retirement Income Security Act
of 1974 (ERISA), Department of Labor (DOL) regulations must be followed.1
[Replaces previous ruling No. 60, Employee Benefit Plans—Member's Relationships With Participating Employer(s), November 1993. Revised, effective
November 30, 2001, by the Professional Ethics Executive Committee. Revised,
July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.]

[61.] Participation of Member’s Spouse in Client’s Stock
Ownership Plans (Including an ESOP)
[.121–.122] [Deleted May 1998]

[62.] Member and Client Are Limited Partners in a
Limited Partnership
[.123–.124] [Deleted April 1991]

[63.] Review of Prospective Financial
Information—Member’s Independence of Promotors
[.125–.127] [Deleted August 1992]

1

Currently, DOL regulations are more restrictive than the position taken in this ruling.
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64. Member Serves on Board of Organization for
Which Client Raises Funds
.128 Question—A member serves on the board of directors of an organization. A fund-raising foundation functions solely to raise funds for that organization. Would independence be considered to be impaired with respect to the
fund-raising foundation?
.129 Answer—Independence would be considered to be impaired with respect to the fund-raising foundation if any partner or professional employee of
the firm served on the organization's board of directors. However, if the directorship were clearly honorary (in accordance with ET section 101.06, Honorary directorships and trusteeships of not-for-profit organization), independence would
not be considered to be impaired.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

65. Use of the CPA Designation by Member Not in
Public Practice
.130 Question—A member who is not in public practice wishes to use his
or her CPA designation in connection with financial statements and correspondence of the member's employer. The member also wants to use the CPA designation along with employment title on business cards. Is it permissible for the
member to use the CPA designation in these manners?
.131 Answer—Yes. However, if the member uses the CPA designation in
a manner to imply that he or she is independent of the employer, the member
would be knowingly misrepresenting facts in violation of rule 102 [ET section
102.01]. Therefore, it is advisable that in any transmittal within which the
member uses his or her CPA designation, he or she clearly indicate the employment title. In addition, if the member states affirmatively in any transmittal
that a financial statement is presented in conformity with generally accepted
accounting principles, the member is subject to rule 203 [ET section 203.01].
[Replaces previous ruling No. 65, Use of the CPA Designation by Member Not
in Public Practice, February 1996, effective February 29, 1996.]

66. Member’s Retirement or Savings Plan Has Financial
Interest in Client
.132 Question—A member's retirement or savings plan has a financial interest in a client. Would independence be considered to be impaired?
.133 Answer—Any direct or material indirect financial interest in a client
held through a retirement or savings plan would be considered to be a direct
or material indirect financial interest in the client. Accordingly, if a covered
member had such a financial interest, independence would be considered to be
impaired.
See interpretation 101-1.B [ET section 101.02] for additional restrictions relating to all partners and professionals of the firm.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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67. Servicing of Loan
.134 Question—Would the mere servicing of a loan by a client financial
institution impair independence with respect to the client?
.135 Answer—No.
[Replaces previous ruling No. 67, Servicing of Loan, November 1993. Revised,
July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.]

68. Blind Trust
.136 Question—Would independence be considered to be impaired if a
member transferred a direct financial interest in a client into a blind trust?
.137 Answer—Independence would be considered impaired if a covered
member had a direct financial interest in a client, whether or not the interest was placed in a blind trust. Further, the covered member should ensure
that any blind trust for which he or she is a beneficiary does not hold a direct
or material indirect financial interest in any clients with respect to which he or
she is a covered member.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

69. Investment With a General Partner
.138 Question—A private, closely held entity is the general partner and
controls (as defined in Generally Accepted Accounting Principles) limited partnership A. The member has a material financial interest in limited partnership
A. The member's firm has been asked to perform an attest engagement for a
new limited partnership (B), which has the same general partner as limited
partnership A. Would independence be considered to be impaired with respect
to limited partnership B?
.139 Answer—Because the general partner has control over limited partnership A, the covered member would be considered to have a joint closely held
investment with the general partner, who has significant influence over limited
partnership B, the proposed client. Accordingly, independence would be considered to be impaired with respect to limited partnership B if the covered member
had a material investment in limited partnership A.
[Replaces previous ruling No. 69, Joint Investment With a Promoter and/or
General Partner, April 1991, effective April 30, 1991. Revised, July 2002, to
reflect conforming changes necessary due to the revision of interpretation
101-1.]

70. Member’s Depository Relationship With Client
Financial Institution
.140 Question—A member maintains checking or savings accounts, certificates of deposit, or money market accounts at a client financial institution.
Would these depository relationships impair independence?
.141 Answer—If an individual is a covered member, independence would
not be considered to be impaired provided that—
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•

The checking accounts, savings accounts, certificates of deposit,
or money market accounts were fully insured by the appropriate
state or federal government deposit insurance agencies or by any
other insurer; or

•

The uninsured amounts, in the aggregate, were not material to
the net worth of the covered member. (When insured amounts
were considered material, independence would not be considered
impaired provided the uninsured balance was reduced to an immaterial amount no later than 30 days from the date the uninsured
amount becomes material.)

A firm's depository relationship would not impair its independence provided
that the likelihood of the financial institution experiencing financial difficulties
was considered to be remote.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Revised, effective March 31, 2003, by the Professional
Ethics Executive Committee.]

71. Use of Nonindependent CPA Firm
on an Engagement
.142 Question—Firm A is not independent with respect to a client. Partners or professional employees of Firm A are participating on Firm B's attest
engagement team for that client. Would Firm B's independence be considered
to be impaired?
.143 Answer—Yes. The use by Firm B of partners or professional employees
from Firm A as part of the attest engagement team would impair Firm B's
independence with respect to that engagement.
However, use of the work of such individuals in a manner similar to internal
auditors is permissible provided that there is compliance with the Statements
on Auditing Standards. Applicable literature contained in the Statements on
Auditing Standards should be consulted.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

72. Member on Advisory Board of Client
.144 Question—Would service on a client's advisory board impair independence?
.145 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the advisory board unless
all the following criteria are met: (1) the responsibilities of the advisory board
are in fact advisory in nature; (2) the advisory board has no authority to make
nor does it appear to make management decisions on behalf of the client; and (3)
the advisory board and those having authority to make management decisions
(including the board of directors or its equivalent) are distinct groups with
minimal, if any, common membership.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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[73.] Meaning of the Period of a Professional
Engagement
[.146–.147] [Deleted February 1998]

74. Audits, Reviews, or Compilations and a
Lack of Independence
.148 Question—If a member or his or her firm is not independent with
respect to a client, is it permissible to issue an audit, review, or compilation
report for that client?
.149 Answer—A member or his or her firm may not issue an audit or review
report if not independent of the client. A compilation report may be issued
provided that the report specifically discloses the lack of independence without
giving reasons for the impairment.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

75. Membership in Client Credit Union
.150 Question—Does membership in a client credit union impair independence?
.151 Answer—A covered member's association with a client credit union
would not impair independence provided all of the following criteria are met:
1.

2.

3.

The covered member individually qualifies to join the credit union
(other than by virtue of the professional services provided to the
client).
Any loans from the credit union to the covered member meet
the conditions specified in interpretation 101-1.A.4 [ET section
101.02] and are made under normal lending procedures, terms,
and requirements (see interpretation 101-5 [ET section 101.07]).
Any deposits with the credit union meet the conditions specified
in ruling No. 70 [ET section 191.140–.141] under rule 101 [ET
section 101.01].

Partners and professional employees may be subject to additional restrictions
as described in interpretation 101-1.B [ET section 101.02].
[Effective February 28, 1992, earlier application is encouraged. Revised, July
2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.]

[76.] Guarantee of Loan
[.152–.153] [Deleted December 1991]

[77.] Individual Considering or Accepting Employment
With the Client
[.154–.155] [Deleted April 2003]

[78.] Service on Governmental Board
[.156–.157] [Deleted August 1995]
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79. Member’s Investment in a Partnership That Invests
in Client
.158 Question—Would independence be considered to be impaired if a
member had a direct financial interest in a partnership that invests in a client?
.159 Answer—If a covered member is a general partner, or functions in a
capacity similar to that of a general partner, in a partnership that invests in a
client, the covered member is deemed to have a direct financial interest in the
client. Independence is considered to be impaired.
If a covered member is a limited partner in a partnership that invests in a
client, the covered member is considered to have an indirect financial interest
in the client. Independence would be considered to be impaired if the indirect
financial interest is material to the covered member's net worth.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[80.] The Meaning of a Joint Closely Held
Business Investment
[.160–.161] [Deleted November 2001]

81. Member’s Investment in a Limited Partnership
.162 Question—A member is a limited partner in a limited partnership
(LP), including a master limited partnership. A client is a general partner in
the same LP. Is independence considered to be impaired with respect to (1) the
LP, (2) the client, and (3) any subsidiaries of the LP?
.163 Answer— 1. A covered member's limited partnership interest in the
LP is a direct financial interest in the LP that would impair independence under
interpretation 101-1.A.1 [ET section 101.02].
2. The LP is an investee of the client because the client is a general partner in the
LP. Therefore, under interpretation 101-8 [ET section 101.10], if the investment
in the LP were material to the client, a covered member's financial interest in
the LP would impair independence. However, if the client's financial interest in
the LP were not material to the client, a covered member's immaterial financial
interest in the LP would not impair independence.
3. If the covered member is a limited partner in the LP, the covered member is
considered to have an indirect financial interest in all subsidiaries of the LP. If
the indirect financial interest in the subsidiaries were material to the covered
member, independence would be considered to be impaired with respect to those
subsidiaries under interpretation 101-1.A.1 [ET section 101.02].
If the covered member or client general partner, individually or together can
control the LP, the LP would be considered a joint closely held investment under
ET section 92.16.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

82. Campaign Treasurer
.164 Question—A member serves as the campaign treasurer of a mayoral
candidate. Would independence be considered to be impaired with respect to (1)
the political party with which the candidate is associated, (2) the municipality
of which the candidate may become mayor, or (3) the campaign organization?
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.165 Answer—Independence would not be considered to be impaired with
respect to the political party or municipality. However, if any partner or professional employee of the firm served as campaign treasurer, independence would
be considered to be impaired with respect to the campaign organization.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[83.] Member on Board of Component Unit and Auditor
of Oversight Entity
[.166–.167] [Deleted January 1996]

[84.] Member on Board of Material Component Unit
and Auditor of Another Material Component Unit
[.168–.169] [Deleted January 1996]

85. Bank Director
.170 Question—May a member in public practice serve as a director of a
bank?
.171 Answer—Yes; however, before accepting a bank directorship, the
member should carefully consider the implications of such service if the member
has clients that are customers of the bank.
These implications fall into two categories:
a. Confidential Client Information—Rule 301 [ET section 301.01]
provides that a member in public practice shall not disclose any
confidential client information without the specific consent of the
client. This ethical requirement applies even though failure to disclose information may constitute a breach of the member's fiduciary responsibility as a director.
b. Conflicts of Interest—Interpretation 102-2 [ET section 102.03]
provides that a conflict of interest may occur if a member performs
a professional service (including service as a director) and the
member or his or her firm has a relationship with another entity
that could, in the member's professional judgment, be viewed by
appropriate parties as impairing the member's objectivity. If the
member believes that the professional service can be performed
with objectivity and the relationship is disclosed to and consent is
obtained from all appropriate parties, performance of the service
shall not be prohibited.
In view of the above factors, it is generally not desirable for a member in public practice to accept a position as bank director where the member's clients
are likely to engage in significant transactions with the bank. If a member is
engaged in public practice, the member should avoid the high probability of a
conflict of interest and the appearance that the member's fiduciary obligations
and responsibilities to the bank may conflict with or interfere with the member's
ability to serve the client's interest objectively and in complete confidence.
The general knowledge and experience of CPAs in public practice may be very
helpful to a bank in formulating policy matters and making business decisions;
however, in most instances, it would be more appropriate for the member as
part of the member's public practice to serve as a consultant to the bank's board.
Under such an arrangement, the member could limit activities to those which
did not involve conflicts of interest or confidentiality problems.
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[86.] Partially Secured Loans
[.172–.173] [Deleted February 1998]

[87.] Loan Commitment or Line of Credit
[.174–.175] [Deleted February 1998]

[88.] Loans to Partnership in Which Members are
Limited Partners
[.176–.177] [Deleted February 1998]

[89.] Loan to Partnership in Which Members are
General Partners
[.178–.179] [Deleted February 1998]

[90.] Credit Card Balances and Cash Advances
[.180–.181] [Deleted February 1998]

91. Member Leasing Property to or From a Client
.182 Question—Would independence be considered to be impaired if a
member leased property to or from a client?
.183 Answer—Independence would not be considered to be impaired if
the lease meets the criteria of an operating lease (as described in Generally
Accepted Accounting Principles), the terms and conditions set forth in the
lease agreement are comparable with other leases of a similar nature, and
all amounts are paid in accordance with the terms of the lease.
Independence would be considered to be impaired if a covered member had
a lease that meets the criteria of a capital lease (as described in Generally
Accepted Accounting Principles) unless the lease is in compliance with interpretations 101-1.A.4 [ET section 101.02] and 101-5 [ET section 101.07], because
the lease would be considered to be a loan to or from the client.
[Revised, effective May 31, 1998, by the Professional Ethics Executive Committee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

92. Joint Interest in Vacation Home
.184 Question—A member has a joint interest in a vacation home with
a client (or one of the client's officers or directors, or any owner who has the
ability to exercise significant influence over the client). Would the vacation home
constitute a "joint closely held investment" as defined in ET section 92.16?
.185 Answer—Yes. The vacation home, even if solely intended for the personal use of the owners, would be considered a joint closely held investment as
defined in ET section 92.16 if it meets the criteria described in the aforementioned definition.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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93. Service on Board of Directors of Federated
Fund-Raising Organization
.186 Question—A member serves as a director or officer of a local United
Way or similar organization that operates as a federated fund-raising organization from which local charities receive funds. Some of those charities are clients
of the member's firm. Does the member have a conflict of interest under rule
102 [ET section 102.01]?
.187 Answer—Interpretation 102-2 [ET section 102.03] provides that a
conflict of interest may occur if a member performs a professional service for a
client and the member or his or her firm has a relationship with another entity
that could, in the member's professional judgment, be viewed by the client or
other appropriate parties as impairing the member's objectivity. If the member
believes that the professional service can be performed with objectivity and
the relationship is disclosed to and consent is obtained from the appropriate
parties, performance of the service shall not be prohibited. (If the service being provided is an attest engagement, consult ethics ruling No. 14 [ET section
191.027-.028] under rule 101 [ET section 101.01]).
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

94. Indemnification Clause in Engagement Letters
.188 Question—A member or his or her firm proposes to include in engagement letters a clause that provides that the client would release, indemnify, defend, and hold the member (and his or her partners, heirs, executors, personal
representatives, successors, and assigns) harmless from any liability and costs
resulting from knowing misrepresentations by management. Would inclusion
of such an indemnification clause in engagement letters impair independence?
.189 Answer—No.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

95. Agreement With Attest Client to Use ADR
Techniques
.190 Question—Alternative dispute resolution (ADR) techniques are used
to resolve disputes (in lieu of litigation) relating to past services, but are not used
as a substitute for the exercise of professional judgment for current services.
Would a predispute agreement to use ADR techniques between a member or
his or her firm and a client cause independence to be impaired?
.191 Answer—No. Such an agreement would not cause independence to be
impaired since the member (or the firm) and the client would not be in threatened or actual positions of material adverse interests by reason of threatened
or actual litigation.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

96. Commencement of ADR Proceeding
.192 Question—Would the commencement of an alternative dispute resolution (ADR) proceeding impair independence?
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.193 Answer—Except as stated in the next sentence, independence would
not be considered to be impaired because many of the ADR techniques designed
to facilitate negotiation and the actual conduct of those negotiations do not place
the member or his or her firm and the client in threatened or actual positions
of material adverse interests. Nevertheless, if a covered member and the client
are in a position of material adverse interests because the ADR proceedings are
sufficiently similar to litigation, ethics interpretation 101-6 [ET section 101.08]
should be applied. Such a position would exist if binding arbitration were used.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[97.] Performance of Certain Extended Audit Services
[.194–.195] [Deleted August 1996]

98. Member’s Loan From a Nonclient Subsidiary or
Parent of an Attest Client
.196 Question—A member has obtained a loan from a nonclient. The member's firm performs an attest engagement for the parent or a subsidiary of the
nonclient. Does the loan from the nonclient subsidiary or parent impair independence?
.197 Answer—A covered member's loan that is not a "grandfathered" or
"permitted" loan under interpretation 101-5 [ET section 101.07] from a nonclient subsidiary would impair independence with respect to the client parent.
However, a loan from a nonclient parent would not impair independence with
respect to the client subsidiary as long as the subsidiary is not material to its
parent.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

99. Member Providing Services for
Company Executives
.198 Question—A member has been approached by a company, for which he
or she may or may not perform other professional services, to provide personal
financial planning or tax services for its executives. The executives are aware of
the company's relationship with the member, if any, and have also consented to
the arrangement. The performance of the services could result in the member
recommending to the executives actions that may be adverse to the company.
What rules of conduct should the member consider before accepting and during
the performance of the engagement?
.199 Answer—Before accepting and during the performance of the engagement, the member should consider the applicability of Rule 102, Integrity and
Objectivity [ET section 102.01]. If the member believes that he or she can
perform the personal financial planning or tax services with objectivity, the
member would not be prohibited from accepting the engagement. The member
should also consider informing the company and the executives of possible results of the engagement. During the performance of the services, the member
should consider his or her professional responsibility to the clients (that is, the
company and the executives) under Rule 301, Confidential Client Information
[ET section 301.01].
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100. Actions Permitted When Independence Is Impaired
.200 Question—If a member or a member's firm (member) was independent
when its report was initially issued, may the member re-sign the report or
consent to its use at a later date when his or her independence is considered to
be impaired?
.201 Answer—Yes. A member may re-sign the report or consent to its use
at a later date when his or her independence is considered to be impaired, provided that no "post-audit work" is performed by the member during the period
of impairment. The term "post-audit work," in this context, does not include
inquiries of successor auditors, reading of subsequent financial statements, or
such procedures as may be necessary to assess the effect of subsequently discovered facts on the financial statements covered by the member's previously
issued report.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

101. Client Advocacy and Expert Witness Services
.202 Question—Would the performance of expert witness services be considered as acting as an advocate for a client as discussed in interpretation 102-6
[ET section 102.07]?
.203 Answer—No. A member serving as an expert witness does not serve as
an advocate but as someone with specialized knowledge, training, and experience in a particular area who should arrive at and present positions objectively.

102. Indemnification of a Client
.204 Question—As a condition to retaining a member or his or her firm to
perform an attest engagement, a client or prospective client requests that the
member (or the firm) enter into an agreement providing, among other things,
that the member (or the firm) indemnify the client for damages, losses, or costs
arising from lawsuits, claims, or settlements that relate, directly or indirectly,
to client acts. Would entering into such an agreement impair independence?
.205 Answer—Yes. Such an agreement would impair independence under
interpretation 101-1.A [ET section 101.02] and interpretation 101-1.C [ET section 101.02].
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

103. Attest Report on Internal Controls
.206 Question—If a member or his or her firm provides extended audit services for a client in compliance with interpretation 101-13 [ET section 101.15],
would the firm be considered to be independent in the performance of an attestation engagement to report on the client's assertion regarding the effectiveness
of its internal control over financial reporting?
.207 Answer—Independence would not be considered to be impaired with
respect to the issuance of such a report if both of the following conditions are
met:
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Management has assumed responsibility to establish and maintain internal control.
Management does not rely on the firm's work as the primary basis for its assertion and accordingly has (a) evaluated the results
of its ongoing monitoring procedures built into the normal recurring activities of the entity (including regular management and
supervisory activities) and (b) evaluated the findings and results
of the firm's work and other separate evaluations of controls, if
any.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

104. Operational Auditing Services
.208 Question—As part of an extended audit engagement, a member or
his or her firm reviews certain of the client's business processes, as selected by
the client, for how well they function, their efficiency, or their effectiveness. For
example, a member (or the firm) may assess whether performance is in compliance with management's policies and procedures, to identify opportunities for
improvement, and to develop recommendations for improvement or further action for management consideration and decision making. Would independence
be considered to be impaired in performing such services?
.209 Answer—Independence would not be considered to be impaired provided that during the course of the review the member (and other members
of his or her firm) is not employed by the client and does not act or appear to
act in any capacity equivalent to that of a member of client management. The
decision as to whether any of the member's (or the firm's) recommendations
will be implemented must rest entirely with management.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

105. Frequency of Performance of Extended
Audit Procedures
.210 Question—In providing extended audit services, would the frequency
with which a member or his or her firm performs an audit procedure impair
independence?
.211 Answer—Independence would not be considered to be impaired provided that the member's (or the firm's) activities have been limited in a manner
consistent with interpretation 101-13 [ET section 101.15] and the procedures
performed constituted separate evaluations of the effectiveness of the ongoing control and monitoring activities/procedures that are built into the client's
normal recurring activities.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

106. Member Has Significant Influence Over an Entity
That Has Significant Influence Over a Client
.212 Question—Would independence be considered to be impaired if a
member or his or her firm had significant influence, as defined in ET section
92.27, over an entity that has significant influence over a client?
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.213 Answer—Independence would be considered to be impaired if any
partner or professional of the firm had significant influence over an entity that
has significant influence over a client. By having such influence over the nonclient entity, the partner or professional employee would also be considered to
have significant influence over the client.
See interpretation 101-8 [ET section 101.10] for further guidance.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

107. Participation in Health and Welfare Plan
Sponsored by Client
.214 Question—A member participates in or receives benefits from a health
and welfare plan (the "plan") sponsored by a client. Would independence be
considered to be impaired with respect to the client sponsor or the plan?
.215 Answer—A covered member's participation in a plan sponsored by a
client would impair independence with respect to the client sponsor and the
plan. However, if the covered member's participation in the plan, or benefits
received thereunder, arises as a result of the permitted employment of the covered member's immediate family in accordance with interpretation 101-1 [ET
section 101.02], independence would not be considered to be impaired provided
that the plan is normally offered to all employees in equivalent employment
positions.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Revised, November 2002, by the Professional Ethics
Executive Committee.]

[108.] Participation of Member, Spouse or Dependent
in Retirement, Savings, or Similar Plan Sponsored by,
or That Invests in, Client
[.216–.217] [Deleted November 2001]

109. Member’s Investment in Financial Services
Products That Invest in Clients
.218 Question—Amounts contributed by a member or a member's firm
(member) for investment purposes, including retirement plans, are invested or
managed by a nonclient financial services company that offers financial services
products, for example, insurance contracts and other investment arrangements,
which allow the member to direct his or her investment into debt or equity securities. Under what circumstances would independence be considered to be
impaired?
.219 Answer— If a covered member is able to direct and does direct his or
her investment through a financial services product into a client, independence
would be considered to be impaired because such investment is considered to be
a direct financial interest in the client. If the covered member does not exercise
his or her ability to direct the investment but the financial services product
were to invest in a client, such investment would be a direct financial interest
in the client and independence would be considered to be impaired.
If the covered member is not able to direct the investment and the financial
services product invests in a client, the covered member is considered to have
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an indirect financial interest in the client. Independence would be considered
to be impaired if the indirect financial interest becomes material to the covered
member. (See ethics ruling No. 35 under rule 101 [ET section 191.069–.070] for
additional guidance with respect to investments in mutual funds.)
Further, an investment in a financial services product that invests only in
clients with respect to which an individual is considered to be a covered member would be considered to be a direct financial interest in such client, and
independence would be considered to be impaired.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

110. Member is Connected With an Entity That Has a
Loan to or From a Client
.220 Question—A member is associated with an entity as an officer, director, or a shareholder who is able to exercise significant influence over an
entity. That entity has a loan to or from a client of the member's firm. Would
independence be considered to be impaired with respect to the client?
.221 Answer—If a covered member has control over the entity (as defined in
Generally Accepted Accounting Principles) the existence of a loan to or from the
client would impair independence unless the loan from the client is specifically
permitted under interpretation 101-5 [ET section 101.07].
If any partner or professional employee of the firm is connected with the entity
as an officer, director, or shareholder who is able to exercise significant influence
over the entity, but is unable to control the entity, he or she should consider
interpretation 102-2 [ET section 102.03]. Interpretation 102-2 provides that a
conflict of interest may occur if a member performs a professional service for a
client and the member or his or her firm has a relationship with another entity
that could, in the member's professional judgment, be viewed by the client or
other appropriate parties as impairing the member's objectivity. If the member
believes that the professional service can be performed with objectivity, and the
relationship is disclosed to and consent is obtained from such client and other
appropriate parties, the rule shall not operate to prohibit the performance of
the professional service.
When making the decision as to whether to perform a professional service and
in making disclosure to the appropriate parties, the member should consider
Rule 301, Confidential Client Information [ET section 301.01].
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

111. Employee Benefit Plan Sponsored by Client
.222 Question—A member or his or her firm provides asset management
or investment services that may include having custody of assets, performing
management functions, or making management decisions for an employee benefit plan (the plan) sponsored by a client. Would independence be considered to
be impaired with respect to the plan and the client sponsor?
.223 Answer—The performance of investment management or custodial
services for a plan would be considered to impair independence with respect to
the plan. Independence would also be considered to be impaired with respect
to the client sponsor of a defined benefit plan if the assets under management
or in the custody of the member are material to the plan or the client sponsor.
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Independence would not be considered to be impaired with respect to the client
sponsor of a defined contribution plan provided the member does not make any
management decisions or perform management functions on behalf of the client
sponsor or have custody of the sponsor's assets.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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Certain Independence Implications of Audits
of Mutual Funds and Related Entities
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As Amended—July 2000

SUMMARY
This Independence Standard, as described in more detail herein:
A.

Requires the audit firm, certain of its retirement plans, the audit
engagement team and those in a position to influence the audit, when the firm is auditing mutual funds, to be independent
of all sister funds and all related non-fund entities. In addition,
when auditing a related non-fund entity, independence would be
required by the same entities and individuals of all funds in the
mutual fund complex.

B.

Permits:
i. Direct investment in non-audit client sister funds by all
other partners and employees of the firm.
ii. Spouses and dependents of partners, other than of the audit engagement team and in a position to influence the audit, to invest through an employee benefit plan in mutual
funds that are audit clients.

C.

Is effective with respect to audits of financial statements for periods beginning 60 days after existing rules of the SEC are modified to remove conflicts with the Standard. The SEC has proposed
rulemaking with regard to its independence rules, including consideration of the provisions of this Standard. Notification of relevant changes by the SEC will be posted to the ISB's website at
www.cpaindependence.org when confirmation is received by the
Board.

(Please note that terms appearing for the first time in bold type are defined
in paragraph 6.)

STANDARD
Applicability
1. This Standard applies to the determination of auditor independence
with respect to audits of mutual funds and related entities which are subject
to the independence requirements of the SEC.
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Standard
2. The auditing firm will not be considered independent of all of the entities within the mutual fund complex if the partners in the firm, either
individually or collectively, have significant influence over any entity in that
complex.
3. In other situations:
a.

The auditing firm itself, and its retirement plans (other than
self-directed defined contribution employee benefit plans, such as
401(k) plans), and

b.

The audit engagement team and those in a position to influence the audit, when the firm is auditing:
i. A fund, must be independent of all sister funds.
ii. A related non-fund entity, must be independent of all
related non-client funds—that is, all funds in the complex.1
iii. One or more funds, must be independent of all related nonfund entities in the mutual fund complex.2

4. A spouse, cohabitant or dependent of a partner not on the audit engagement team, and not in a position to influence the audit, is permitted to invest
through an employer-sponsored benefit plan in mutual funds that are audit
clients of the firm.

Effective Date
5. The above requirements are effective with respect to audits of financial
statements for periods beginning 60 days after existing rules of the SEC are
modified to remove conflicts with the Standard. The SEC has proposed rulemaking with regard to its independence rules, including consideration of the
provisions of this Standard. Notification of relevant changes by the SEC will be
posted to the ISB's website at www.cpaindependence.org when confirmation is
received by the Board.

Definitions
6. Terms and phrases noted in bold in the Standard are defined below:
a.

Investment adviser. Manages the mutual fund's portfolio according to the objectives and policies described in the fund's
prospectus, executes its portfolio transactions, and typically
serves as distributor of its shares to investors. When a “subadviser” substantively acts in the overall management role of
an investment adviser with respect to a fund, it is to be considered the same as an investment adviser. (A sub-adviser is an
entity generally identified, subcontracted and overseen by the investment adviser for a portfolio management role.)

1
If the related non-fund entity is an investment adviser, this would include all funds it advises,
even if they are outside this mutual fund complex.
2
If the fund's investment adviser is outside the mutual fund complex, the independence requirement still applies. That independence restriction further extends to any parent company to which
the investment advisory fees from the client funds are material, and to all other subsidiaries of those
covered parent companies.
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b.

Mutual funds. Investment companies subject to the Investment
Company Act of 1940. These include, for example, open-end and
closed-end funds, and unit investment trusts.

c.

Mutual fund complex. The mutual fund operation in its entirety, including all the funds, plus the sponsor, its ultimate parent
company, and their subsidiaries.

d.

Non-fund entity. For example, the investment adviser, a brokerdealer, a bank, or an insurance company in the mutual fund complex.

e.

Sister funds. Mutual funds in a complex with a common investment adviser.

f.

Those in a position to influence the audit. Those in a position to influence the audit are those who supervise or have direct management responsibility for, (including at all successively
senior levels, up through the firm's chief executive), or provide
technical consultation, quality control or other oversight of, the
partners and staff members involved in the audit. (In determining whether an individual meets one of these criteria, firms must
be sensitive to their immediate practice environment. For example, in a small office, practice unit or firm, all partners might be
considered as in a position to influence the audit, even if in an
informal manner.)

BACKGROUND
7. At its March 12, 1999 meeting, the Board agreed that certain mutual
fund issues should be added to its project agenda, and that the project should
be expedited by moving directly to an Exposure Draft (ED). The project had
been recommended in a letter from the Chief Accountant of the SEC and also
requested through practice experience. A Board oversight task force was appointed to provide guidance for the project, and a broad-based project task
force reviewed the documents for completeness and clarity.
8. In September 1999 the ISB issued ED 99-1, Certain Independence Implications of Audits of Mutual Funds and Related Entities. The ED proposed rules
similar to those in this final Standard, except that it also would have required
independence of partners (and, in certain cases, those defined as "managerial
employees") in an office participating in a significant portion of the audit engagement.
9. The Board received twelve letters in response to the ED, all of which
were generally supportive, and many had specific suggestions for changes. After deliberation, the Board agreed with certain of those recommendations, as
described in the "Basis for Conclusions."
10. In June 2000 the Board determined to modify the effective date of this
Standard as described in paragraph 5. An exposure draft proposing this change
was issued and seventeen comment letters were received, virtually all of which
supported this amendment.
11. The Board's general rules (the published SEC rules adopted at the commencement of the Board) require an audit firm, and its "members" (as defined),
to be independent of its audit clients. This general independence requirement
is not changed by ISB Standard No. 2, except as to paragraph 4.
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BASIS FOR CONCLUSIONS
Introduction
12. The Board's desire is to provide guidance in mutual fund auditor independence issues to help ensure, in a rapidly changing environment, the continued integrity of audited financial statements for the ultimate benefit of investors and other users of these statements.
13. It is believed the Standard will also significantly reduce a perceived
lack of clarity in present guidance, and thereby reduce likely diversity in practice.
14. To accomplish its goal, the ISB weighed a variety of significant factors, some of which are described below, in reaching its determination of an
appropriate Standard.

Attributes of the Mutual Fund Organizational Structure
15. The organizational structure of a mutual funds complex (See Appendices A and B) varies significantly from that of a typical corporation, and the
Board believes these differences are relevant to the setting of auditor independence standards. Specifically, SEC Regulation S-X, Rule 2-01 (b) states that
auditor independence is required as to the client and ". . . any of its parents,
its subsidiaries, or other affiliates...," but the typical mutual fund/adviser relationship is not that of a subsidiary/parent. Among the principal differences are
that:
a.

In an investment adviser/mutual fund relationship, there is no
majority ownership or voting control, as is present in a parent of
a subsidiary; and

b.

Unlike the case of a subsidiary, the investment income of a mutual fund, after the deduction of adviser management fees, distribution fees, and other fund expenses, is distributed to the fund
shareholders as opposed to the related investment adviser.

On the other hand, while not having voting control of a fund, the investment
adviser usually provides the fund's officers and performs substantially all services required in its operations, and thus plays an important, even controlling,
role in its policies and operations.

Analysis of Common Service Providers
16. Mutual funds often use common service providers to centralize services
and control costs, and the Board believes such common services are relevant
to the related independence issues. In analyzing the key factors and threats
relevant to the sister fund issue, the Board concluded that the use among funds
of a common investment adviser was an important enough link to provide the
basis for the independence restriction. In response to comments received on the
ED, the circumstances under which "sub-advisers" also would be restricted were
clarified to cover only those situations in which the sub-adviser substantively
acts in the overall management role of an investment adviser, because it is
in that role, rather than as a portfolio manager, that any potential threat to
independence exists.
17. The Board also considered the providers of other common services,
including fund boards of directors and accounting systems, but concluded
they were less relevant than a common investment adviser and that the
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independence restriction should be based solely on the presence of common
investment advisers.

Difference between Defined Benefit and Defined
Contribution Plan Investments
18. The Board distinguished between the firm-directed investments of firm
defined benefit plans and the self-directed investment choices available in certain firm defined contribution plans (such as 401(k) plans), and concluded that
the risks differed sufficiently to provide a lesser restriction for certain personnel
in the defined contribution plans. That is, the direct beneficiary of investment
performance in a defined benefit plan is the firm sponsor, since the level of
further firm contributions will be affected by the investment performance. By
contrast, the direct beneficiary of investment performance in a defined contribution plan is the employee. As a result, the Board concluded that the firm's
defined benefit plans should not be able to invest in non-audit client sister
funds, but that the firm could offer a sister fund investment alternative in its
defined contribution plans to non-involved partners and staff without impairing
its independence.

Partner Spousal Employee Benefit Plan Investments
19. The Board recognizes that permitting investments through employersponsored benefit plans by partners' spouses in mutual funds that are audit
clients is not consistent with the present rules. However, the Board also believes this change to be warranted as a practical good in this changing social
environment, because the risk that such investments will adversely affect audit
quality appears trivial. A number of factors were considered in reaching this
conclusion, including the following:
a.
b.

Many more spouses are working today;
Benefit plans (especially 401(k)s) have become much more common;
c. Audits of mutual funds in those plans have become more concentrated within a few large firms due to consolidation of both
financial institutions and auditors;
d. A number of plans provide only one family of mutual fund investments. Under existing rules, if the funds are audit clients
of a firm, the spouses and dependents of all partners in the firm
would be prohibited from participating in the plans. As a result,
the person would lose tax deferral benefits and employer matching
contributions, and sometimes have to forfeit accumulated benefits; and
e. It is highly unlikely that those who are exempted could influence
the audit.
This decision will be reconsidered when the Board addresses the question of
investment in audit clients comprehensively.

Firm Significant Influence Over an Entity in the
Mutual Fund Complex
20. Paragraph 2 restricts a firm when its partners collectively have significant influence over an entity in the mutual fund complex. The intent in making
such a determination is to address situations where partners are "acting together" in this investment. On the other hand, later knowledge that numerous
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partners, not having knowledge of one another's common investments, could
have had "significant influence" over the entity if they acted together would not
indicate that "significant influence" had existed at the earlier date.

Those in a Position to Influence the Audit
21. Paragraph 3 restricts firm partners and employees who are on the
audit engagement team and those in a position to influence the audit. (The
phrase "those in a position to influence the audit" was substituted for "chain
of command," in response to comments received on the ED because it is more
descriptive of the individuals included.) The definition of the phrase "those in a
position to influence the audit" in paragraph 6f describes two groups of individuals who may have such influence: those with direct management responsibility,
and those who provide technical or related consultation. It is intended that
the individuals with direct management responsibility for the audit and for
related accounting, auditing and similar consultation services be subject to the
restrictions of this Standard, whether or not they participate in any way in the
audit. On the other hand, professionals in a consulting department, other than
the person in charge, may be "recused" and therefore made not subject to the
Standard's restrictions, if they in fact are not, and will not be, involved in any
way in the audit.

Uninvolved Partners and Managerial Employees
22. Several respondents to the ED suggested that it was unnecessary to
include all partners and managerial employees working in the office conducting the audit in the category of those in a position to influence the audit. After
deliberation, the Board agreed that there was at most a remote threat to independence from such individuals, if they were otherwise uninvolved in the audit.
Consequently, the final Standard does not restrict those persons from investing
in sister mutual funds, or their immediate family members from investing in
client mutual funds through an employer defined contribution plan. Existing
independence rules, however, prohibit their direct investment in client funds.

Analysis of Other Bases for Evaluating
Independence Restrictions
23. In addition to considering the commonality of service providers for
sister funds as described above, the Board also considered other and broader
alternative bases for evaluating auditor independence in the mutual fund environment. For example, various applications of materiality tests were considered, as was the application of independence restrictions on a case-by-case basis
to counter specific threats. The Board concluded that its Standard better fulfills its needs, in part because it provides a simpler but effective approach to
addressing the independence threats raised.

Risks/Threats and Safeguards Analysis
24. In view of the importance of a risks/threats analysis and the need for
related safeguards, the Board considered extensively the potential for particular independence concerns. This included those threats possible if an auditor
were to encounter a systemic problem during the course of auditing one fund
that would adversely impact another non-client fund in the complex, shares
of which are owned by other individuals in the auditor's firm. (A safeguard to
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mitigate this potential threat is the fact that the non-client fund would be audited by a different firm.) The general concerns—the possible loss of objectivity
in the audit and the need for independence in both fact and appearance—also
were discussed. The Board's determination was that while some threats could
be envisioned specific to mutual fund-related situations, any remaining threats
to the auditor's independence, after considering existing controls and the application of this Standard, were insignificant.

Deferral of Effective Date
25. ISB Standard No. 2 is an integrated set of provisions which the Board
believes is appropriately restrictive to protect the public interest and be responsive to the threats envisioned, while not imposing restrictions on those other
individuals where the Board believed the risks to be minimal. The Standard
developed under this new approach included provisions both more and less restrictive than current SEC rules, principally because of its "on the engagement"
focus and spousal benefit plan exemption.
26. The Board initially decided, when ISB No. 2 was issued in December,
1999, that the more restrictive provisions of the document should go into effect
on the then-scheduled effective date of June 15, 2000, regardless of whether or
not the SEC had amended its more restrictive rules by that time. The "effective
date" language in the original Standard read as follows:
The above requirements are effective with respect to audits of financial statements for periods beginning after June 15, 2000, with earlier application encouraged. However, in certain respects, current rules of the SEC and, as to
spousal employee benefit plan interests, of the AICPA, are more restrictive
than the provisions of this Standard. Compliance with those existing more restrictive rules continues to be necessary unless and until both the SEC and
the AICPA revise those rules. Notification that these changes have been made
will be posted to the ISB's website at www.cpaindependence.org when confirmation is received by the Board. Where provisions of this Standard are more
restrictive, those provisions are to be complied with as of the above effective
date.

27. Subsequently, questions were raised as to the appropriateness of a
partially effective Independence Standard, on the basis that it would add unnecessarily to the existing complexity of regulations.
28. Based upon its consideration of various factors, the Board determined
that a deferral of the original June 15, 2000 effective date of ISB Standard No.
2 until 60 days after existing rules of the SEC are modified to remove conflicts
with the Standard is in the best interests of its constituents and therefore
appropriate.
29. In reaching this decision, the Board acknowledges the statutory oversight responsibility of the SEC for the activities of the Board. In light of that,
it concluded that it would not be desirable to impose a set of new independence
restrictions while existing rules remain in effect until the SEC endorsed (or
indicated it did not object to) such new rules by modifying its existing ones.
30. In May 2000 the AICPA's Professional Ethics Executive Committee
adopted the following policy statement:
As to any pronouncement passed by the Independence Standards Board (ISB),
the Professional Ethics Executive Committee (PEEC) will treat such a pronouncement as authoritative for any engagement requiring independence unless and until the PEEC announces that it will not view that pronouncement
as authoritative. Accordingly, in situations where an AICPA standard is more
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restrictive, in total or in part, than an ISB pronouncement, the PEEC will
not consider a member's independence to be impaired as a result of their noncompliance with respect to a more restrictive AICPA standard until members
are given notice of the PEEC's rejection of the ISB's less restrictive pronouncement.

Consequently, the language regarding the AICPA's rules has been deleted from
the effective date paragraph.

Summary
31. Based upon:
a.

Its consideration of the unique organizational structure of mutual
fund entities;
b. The differences inherent in self-directed defined contribution employee benefit plans;
c. The lack of apparent significant independence risk from mutual
fund audits; and
d. The very limited threats to auditor independence from participation in an employer-sponsored benefit plan by spouses and dependents of those neither on the audit engagement team nor in a
position to influence the audit,
the Board believes its Standard is appropriately restrictive to protect the public
interest and be responsive to those threats that were envisioned, while not
imposing restrictions on those other individuals and plans where the Board
believes the risks are minimal.
32. The Board recognizes that every additional requirement imposes costs,
but the Board believes that the costs to implement this pronouncement will be
small when compared with the benefits.
33. This Standard and its amendment were both adopted unanimously by
the Board.
Members of the Independence Standards Board
William T. Allen, Chair
Manuel H. Johnson
John C. Bogle
Philip A. Laskawy
Stephen G. Butler
Barry C. Melancon
Robert E. Denham
James J. Schiro
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Appendix A
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Employment with Audit Clients
Important Note: The Securities and Exchange Commission recently
released a comprehensive revision to its auditor independence requirements (the Revision). The Revision contains provisions covering
settlement of capital and retirement interests when former firm professionals join firm audit clients, which supercede the requirements
described in paragraph 2biv of this standard. Consequently, at the
next ISB meeting, the ISB staff will recommend that the Board delete
paragraph 2biv of this standard. All other provisions of this standard
remain in effect. The Revision can be found at the SEC's website at
www.sec.gov.
July 2000

SUMMARY
This standard describes safeguards that firms should implement when their
professionals join firm audit clients. These safeguards are designed to assist in
ensuring that:

•

professionals who are broadly evaluating their career options will
exercise an appropriate level of skepticism while performing audits prior to their departure from the firm;

•

a former firm professional now employed by the client cannot circumvent the audit because of familiarity with its design, approach,
or testing strategy; and

•

the remaining members of the audit team maintain objectivity
when evaluating the work and representations of a former firm
professional now employed by the audit client.

The procedures should be adapted depending on several factors, including
whether the professional served as a member of the audit team, the positions
he or she held at the firm and has accepted at the client, the length of time that
has elapsed since the professional left the firm, and the circumstances of his or
her departure.
The standard also specifies the circumstances under which capital and retirement balances owed to the departing professional should be liquidated or settled
to preserve the firm's independence.
The standard's requirements are effective for employment with audit client
situations arising after December 31, 2000.
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STANDARD
Underlying Principle
1. An audit firm's independence is impaired with respect to an audit client
that employs a former firm professional who could, by reason of his or her knowledge of and relationships with the audit firm, adversely influence the quality
or effectiveness of the audit, unless the firm has taken steps that effectively
eliminate such risk.

Safeguards
2. An established program of safeguards including the following procedures, when conscientiously administered, is deemed to constitute steps that
effectively eliminate the risk of independence impairment:
a.

Pre-change in employment safeguards:
i. Firm professionals are required promptly to report to the
firm conversations between themselves and an audit client
respecting possible employment.
ii. Firm professionals engaged in negotiations respecting possible employment with an audit client are immediately removed from the audit engagement.
iii. Upon removal of a professional from the audit engagement
as provided above, the firm reviews the professional's work
to assess whether he or she exercised appropriate skepticism while working on the audit engagement.

b.

Post-change in employment safeguards:
i. If a professional accepts employment with the audit client,
the on-going engagement team gives active consideration
to the appropriateness or necessity of modifying the audit
plan to adjust for risk of circumvention.
ii. When a former firm professional joins an audit client and
will have significant interaction with the audit team, the
firm takes appropriate steps to provide that the existing
audit team members have the stature and objectivity to
effectively deal with the former firm professional and his
or her work.
iii. When a former firm professional joins an audit client
within one year of disassociating from the firm and the professional has significant interaction with the audit team,
the next following annual audit is separately reviewed by
a firm professional uninvolved in the audit to determine
whether the remaining engagement team maintained the
appropriate skepticism when evaluating the representations and work of a former firm professional. The extent of
this review should be tailored based on the position that
the former professional has assumed at the audit client
and other facts and circumstances that would heighten or
mitigate threats to independence.
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iv. The firm requires the prompt (1) liquidation of all capital
balances of former firm partners who become employed
by an audit client; (2) settlement1 of all retirement balances2 of former firm professionals who become so employed that are not both immaterial to the firm and fixed
as to amount and timing of payment; and (3) settlement
of retirement balances of any firm professional, regardless
of the financial immateriality of such balances to the firm,
when, within five years of disassociating from the firm the
identity of such former firm professional as an officer or
employee of the audit client is required to be disclosed in
the audit client's proxy statement or annual report filed
with the Securities and Exchange Commission (SEC) pursuant to its regulations.

Effective Date
3. The above requirements are effective for employment with audit client
situations arising after December 31, 2000.

BACKGROUND
4. The Board began to study the independence implications of audit firm
professionals going to work for the firm's audit clients shortly after its formation. After determining that guidance was needed in these situations, the
Board began the process of developing a standard concurrent with its work on
a conceptual framework for auditor independence.
5. A Discussion Memorandum (DM 99-1, Employment with Audit Clients)
covering the issues was prepared with the assistance of a Board oversight task
force, and a broad-based project task force consisting of representatives from
the investor, preparer, academic, and regulator communities, in addition to
members of the auditing profession. The DM was released in March 1999 for
a 90-day comment period. Comment from investors was specifically sought;
the DM was mailed to several investor organizations and to 370 institutional
investors in an effort to encourage responses from that constituency. Twentyeight comment letters were received. After considering these letters, and with
further assistance from the project and Board oversight task forces, the Board
developed a proposed standard for public comment.
6. An Exposure Draft (ED) of the proposed standard was released at the
end of December 1999 with a comment period that ended on February 29, 2000.

1
In the United States, the payment of retirement benefits to the individual would immediately
subject such benefits to income taxes. In some cases, this tax liability can be deferred by transferring
the remaining retirement benefits to an Individual Retirement Account or similar vehicle, in which
case the amounts become taxable only when paid to the individual. In other cases, the amount can
be transferred to a "Rabbi Trust" which also serves to defer such income taxes. A Rabbi Trust is an
irrevocable trust whose assets are not accessible to the firm until all benefit obligations have been
met; however, such assets are subject to the claims of creditors in the event of the firm's bankruptcy or
insolvency. To meet the requirements of this standard, such a trust can only be used if the amounts
are fixed as to amount and timing of payment (i.e., the benefits do not fluctuate based on firm results,
and the present value of benefits due to the departing professional can be calculated and placed in
the trust), and the bankruptcy of the firm is considered remote.
2
Retirement balances as used in this statement do not include a professional's benefits under
the firm's defined contribution plan, such as a 401(k) plan, if the firm has no obligation to fund the
individual's benefits after he or she disassociates from the firm.

ISB §3

2396

Interim Independence Standards Board Standards

Copies of the ED were mailed to a variety of individuals and groups, including those representing investors, to encourage and solicit responses. Fourteen
comment letters were received. After considering these comments, and with
further assistance from the project and Board oversight task forces, the Board
approved the issuance of this standard.

THREATS TO INDEPENDENCE
7. The concerns expressed when professionals leave firms to join audit
clients are generally threefold:
a.

That partners or other audit team members who resign to accept
positions with audit clients may not have exercised an appropriate level of skepticism during the audit process prior to their
departure.
b. That the departing partner or other professional may be familiar
enough with the audit approach and testing strategy so as to be
able to circumvent them once he or she begins employment with
the client.
c. That remaining members of the audit team, who may have been
friendly with, or respectful of a former partner or other professional when he or she was with the firm, would be reluctant to
challenge the decisions of the former partner or professional and,
as a result, might accept the client's proposed accounting without
exercising appropriate skepticism or maintaining objectivity.
8. The perceived threats to auditor independence when the former partner
or professional has retirement benefits or a capital account with the audit firm
are as follows:
a.

b.

c.

It may appear that ties between the audit firm and the partner
or other professional have not been severed—that the firm has
placed its "own man" (or woman) at the client, functioning as
management, and is in effect auditing the results of its own work.
If the retirement benefits of the former partner or other professional vary based on the firm's profits, then the former partner or
other professional may be inclined to pay the firm higher fees to
inflate his or her retirement benefits (or to increase the likelihood
of receiving benefits in unfunded plans). As a result, the firm may
be less rigorous in its scrutiny of the client's accounting policies
because its fees are overly rich.
If the former partner's or other professional's unfunded retirement benefits or other monies held by the firm are material to
the firm and the firm is experiencing cash flow problems, the firm
may be less rigorous in its audit of the client's financial statements in exchange for forbearance on the amounts owed to the
former partner or other professional.

BASIS FOR CONCLUSIONS
9. The Board's desire is to protect the quality and integrity of audited financial statements for the ultimate benefit of investors and other users of those
statements. To accomplish this goal, the Board weighed a variety of factors,
some of which are described below, in determining an appropriate approach to
address the threats to auditor independence posed by situations where firm
professionals join audit clients.
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Effectiveness of Safeguards
10. The Board believes that the safeguards described in this standard will
effectively protect auditor independence in situations where firm professionals go to work for their audit clients. A requirement to review an individual's
work after he or she enters into employment negotiations with an audit client
and, when appropriate, review the engagement team's work on the subsequent
audit, is expected to have a deterrent effect. First, the expectation is that professionals who are broadly evaluating their career options will be more careful
to ensure that the work they perform, including the decisions they make during the audit, will withstand scrutiny when they know it will be subject to a
special review if they enter into employment negotiations with the audit client.
Second, the skepticism of the remaining audit team members when evaluating
the statements of a former colleague or leader may be higher; knowing that
their work will be reviewed, individuals will most likely be more sensitive to
appearing to have acquiesced to a client's aggressive or incorrect accounting,
and will be more likely to refrain from doing so.
11. Open discussion of the client's employment of audit firm professionals
with the audit committee or board of directors, as required in certain circumstances by ISB Standard No. 1, Independence Discussions with Audit Committees, can also serve as an effective safeguard. Airing, "in the sunshine," the
potential threats to independence posed by these situations, and the safeguards
employed by the firm to protect auditor independence, is likely to sensitize those
involved (both the former firm professional now with the client and the remaining audit team) to these issues, and make independence impairments less likely.
In addition, while auditors are responsible for upholding their own professional
standards, including those related to independence, the audit committee can
"set the tone at the top," and emphasize the proper separation between management and the auditor.
12. In developing the standard, the Board allowed for flexibility in adapting the safeguards to the facts and circumstances of the employment situation.
The Board believes, for example, that the concerns one would have when a
partner joins a client would exist, but to a lesser extent, when professionals
with lower levels of responsibility join clients. These concerns would also vary
depending on the nature and level of responsibilities assumed by the professional in his or her new role at the client. In addition, the issues may vary for
active versus retired partners and other professionals, those leaving the firm
voluntarily versus those terminated, and engagement professionals versus firm
professionals having little or no direct prior professional relationship with the
client. Therefore, the Board believes that an effective standard must establish
principles that contemplate a variety of situations, especially as the structure
of firms change, and more professionals are given new responsible, non-partner
roles in firms.
13. The safeguards proposed in the ED contemplated a review of the former firm professional's work upon employment by the audit client. After further
consideration, the Board determined that the trigger for this review should be
instead the commencement of employment negotiations between the firm professional and the audit client. The Board believes that the concerns about the
work of an audit team member contemplating employment with his or her audit client would exist regardless of whether the firm professional eventually accepted a position at the client. Audit team members in employment negotiations
with an audit client should be returned to the engagement only if negotiations
cease and employment is no longer sought.
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14. When a former firm professional joins an audit client within one year
of disassociating from the firm and the professional has significant interaction
with the audit team, the standard requires an additional review of the next
annual audit following the professional's acceptance of employment. This review is meant to determine whether the audit team had an appropriate level
of skepticism when evaluating the work and representations of the former firm
professional. Some asked whether such a review should always be performed
prior to the firm's "sign-off" on the audit. The Board concluded that the primary
benefit of the review is its deterrent effect. That is, members of the audit team,
knowing that their work will be subject to an additional review, will be less
likely to acquiesce to questionable client proposals. Further, mandating such
a review prior to issuance of the audit report could result in deferring for a
significant period of time release of the audited financial statements. Such a
delay could impose a significant cost to users of financial statements and the
Board did not consider the additional benefits, if any, of a pre-issuance review
to justify such costs.

Peer Review
15. The ED proposed a requirement that firms have their compliance with
the provisions of the standard evaluated in a peer review. The Board believes
that peer review of firms' compliance with all auditing and quality control standards, including independence standards, is an important component of the
profession's self-regulation. The Board ultimately concluded, however, that the
scope or content of established peer review programs should be left to those that
administer them, and that mandating participation in such a program should
be left to other groups in the profession's regulatory system.

Settlement of Financial Interests
16. The Board considered the necessity of a "full-payout" requirement in
situations where capital account and retirement obligations are immaterial to
the firm, and fixed as to amount and timing of payment. The Board believes
that a former partner of an audit firm who is employed by the firm's audit client
should not remain an equity investee in the firm. Accordingly, the standard
requires the firm to liquidate all capital accounts prior to the employment of
the professional by the audit client, regardless of their materiality.
17. With respect to retirement obligations, the standard requires the firm
to settle such obligations prior to employment by the client in all situations
where a professional's benefits are not immaterial to the firm, and fixed as to
amount and timing of payment. The Board concluded, however, that retirement
obligations owed to a former professional that are both fixed and immaterial
to the firm are not likely to impinge on the firm's independence. On the other
hand, it recognized that unsettled amounts may present an "appearance" concern when a former firm professional joins an audit client in a visible position
where his or her former employment at the client's audit firm is likely to be
disclosed or known. Therefore, the standard mandates settlement of even immaterial retirement obligations when a former firm professional joins an audit
client within five years of disassociating from the firm in a position where his
or her name is required to be disclosed in the company's proxy statement or
annual report to the SEC. However, because the character of retirement benefits is different from capital balances, the Board concluded that settlement of
retirement obligations could be done through a "Rabbi Trust" or similar vehicle
in certain circumstances.
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18. In reaching its conclusions regarding retirement balances, the Board
was concerned that a requirement to settle all obligations could create significant tax or other liabilities for the departing partner in either the United States
or in a foreign country. In addition, such a requirement might jeopardize the tax
status of certain qualified plans if all plan participants were not treated equally.
Such a result could serve to either actively discourage the partner from accepting the employment position, require the client to engage a new audit firm, or
drive firms to reduce benefits provided under its plans because of accelerated
funding requirements. The Board did not believe such consequences were in the
public interest except for benefits that were not both fixed and immaterial to
the firm, and in the limited circumstances involving former partners identified
in an SEC filing, as described in paragraph 2biv.
19. Some expressed concern that a former firm professional could join a
large, multinational audit client several years after leaving the firm, perhaps at
a foreign location. In these circumstances, it is possible that the firm would not
be aware of the former professional's new position at the audit client, and may
not have liquidated capital balances, or retirement benefits that are not both immaterial and fixed. The Board does not intend that an inadvertent and isolated
failure to comply with these settlement provisions be deemed an impairment
of independence. It does expect, however, that firms will impose conditions on
former professionals who have remaining capital accounts or other than immaterial and fixed retirement benefits with the firm. One of those conditions
should be to advise the firm when they are contemplating a change in employment, to allow the firm to determine if the new employer is a client subject
to this standard. These arrangements should eliminate the need to implement
elaborate and burdensome partner and employee tracking systems to comply
with the provisions of the standard—a concern of some of the respondents to
the ED. However, any inadvertent failures to comply should be corrected as
soon as identified.
20. In reaching these conclusions, the Board considered making several
distinctions, suggested by respondents to the DM, in determining when standards should require a full-payout of retirement benefits. These respondents
suggested that a settlement requirement distinguish between defined contribution plan benefits and defined benefit plan benefits, fully funded benefits versus
unfunded amounts, fixed benefits versus those that vary based on profits, and
other criteria. The Board concluded that benefits which are other than immaterial to the firm, or that vary based on, for example, firm profitability, should
always be settled, regardless of the amount of time that has elapsed since the
professional's departure from the firm. In addition, the Board concluded that
the settlement requirement should not extend to defined contribution plan benefits such as those in a 401(k) plan if the firm has no ongoing obligation to fund
the individual's benefits.

The Board’s Consideration of a Mandated Cooling-Off Period
21. In studying these issues, the Board considered and rejected a mandated
"cooling-off period"—a rule deeming an impairment of the firm's independence
when certain firm professionals join an audit client. The Board concluded the
costs of such a rule would exceed its benefits.
22. A cooling-off approach would mean either deeming independence to be
impaired if any firm professional accepted an employment offer from an audit
client, or specifying which types of persons would be included in such a rule
and which would not. The former course seemed unnecessary, and the latter
very complex or arbitrary, since the types of individuals who might represent
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threats would presumably depend upon their positions in the firm, their roles
in the audit, and the positions they would be assuming at the audit client.
Generalizing when that combination might constitute a threat to auditor independence and when it would not seemed to be a daunting task which should
not be undertaken when an effective alternative is available.
23. The Board believes that with the appropriate safeguards in place, as
called for by this standard, the threats to auditor independence are slight. In
addition, the Board believes that the benefits to society and the profession of
allowing firm professionals to accept employment with audit clients, without
fear of jeopardizing their former firm's independence, outweigh the costs. In
reaching this conclusion, the Board recognizes that a mandatory cooling-off period may promote the appearance of independence more completely, and might
eliminate the risk that the audit team could be unduly influenced by a former colleague, but it believes the differences in actual threats to independence
under the two approaches are insignificant.
24. The Board recognizes that the attraction of future employment opportunities draws talented and ambitious recruits to the profession. Turnover at
public accounting firms can be quite high, and many recruits do not intend
to stay long enough to be promoted to partner. Furthermore, they join public
accounting firms because of the broad experience they expect to gain at the
firm, and the contacts they expect to make in industry. In addition, turnover
within the partner ranks has increased in the last few years. If the future employment prospects of recruits and experienced auditors now working for audit
firms were limited by a mandated cooling-off period, the Board is concerned
that the caliber of professional attracted to public accounting might decline.
25. The Board agreed with several corporate officials and others responding to the DM who argued that companies benefit from the ability to hire staff
at all levels from their audit team. An auditor who has worked for several years
on an engagement is often thoroughly familiar with the client's systems, and
knows most of the client's key people and their responsibilities. Beyond familiarity with the hiring company, the auditor brings broad experience "to the
table" from working at a variety of companies, and sometimes in a variety of
industries. In addition, partners and professionals in public accounting firms
are generally recognized as experts in accounting, financial reporting, and internal control matters—skills needed by companies with financial reporting
responsibilities to investors.
26. A mandated cooling-off period might force a client to choose between,
for example, its audit partner and its audit firm, knowing that if the partner
was hired, the audit firm would have to be replaced. The Board recognizes that
replacement of an audit firm carries costs to firms, clients, and investors. There
is a learning curve on a first-year audit; auditors spend significantly more time
and resources on them (developing audit programs, familiarizing themselves
with the system of internal controls, etc.), and client personnel spend more
time answering the auditors' questions and producing documentation previously provided to the prior auditors. And because the Board believes that audits are strengthened by institutional continuity, rotation of auditors and the
increased risk that the first-year audit poses carries a cost to investors.
27. The Board acknowledges the counter-argument that a fresh look by a
new audit team may carry some benefits that cannot be achieved with the same
audit team and approach year after year. The consideration of a requirement
that companies change audit firms periodically, however, is beyond the scope of
this project.
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28. The Board also concluded that a restriction on hiring former audit
partners or other professionals may be a heavier burden to smaller corporations
in need of the accounting expertise provided by someone familiar with their
business and industry, and to smaller firms. Smaller corporations may be at a
disadvantage in recruiting personnel when competing with larger companies
with strong national or regional name recognition. Restricting these smaller
companies from hiring directly from their audit firm (from among those who
know the company well) may hurt them disproportionately.
29. Professionals from smaller accounting firms may face the same difficulties when competing in the job market with professionals from large, wellknown firms. A rule that impairs the ability to go from an audit firm directly to
a client, where management knows you and you have had a chance to demonstrate your abilities, may be more of a burden if you work for a smaller firm.
30. Finally, the Board concluded that a mandatory cooling-off period would
be ineffective in preventing fraud or collusion between the auditor and client. If
the firm professional and client management were intent on committing fraud,
the professional might remain with the firm rather than risk turning the engagement over to another individual who may uncover the conspiracy. In addition, if management wanted to compensate a firm professional for his or her
role in a fraud, a ban on hiring the professional for a certain period of time
would not prevent the company from providing payments to the professional,
after he or she resigns from the firm, via consulting contracts or other means.

Other Matters
31. The Board concluded that the threats to auditor independence described in this standard are in many respects different from those that arise
when former firm professionals are elected as non-executive members of the
Board of Directors. Existing rules cover these non-executive director situations
and remain in effect.
32. This standard was adopted unanimously by the Board.
Members of the Independence Standards Board
William T. Allen, Chair
John C. Bogle
Stephen G. Butler
Robert E. Denham

Manuel H. Johnson
Philip A. Laskawy
Barry C. Melancon
James J. Schiro
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Impact on Auditor Independence of Assisting
Clients in the Implementation of FAS 133
(Derivatives)

The Independence Standards Board (ISB) is examining the broader
issue of an auditor's association with valuations and fairness opinions.
This interpretation, which is based on existing guidance, will not be
considered precedent when the ISB addresses the broader issue and
may be subject to change based on the ISB's conclusions reached after
the public comment process.
Date Discussed: March 12, 1999
Date Issued: March 12, 1999

Issue
1. In June 1998, the Financial Accounting Standards Board issued Statement of Financial Accounting Standard No. 133, "Accounting for Derivative Instruments and Hedging Activities" (FAS 133). FAS 133 requires that all derivatives be recorded on the balance sheet at fair value. Changes in fair value flow
through the income statement, unless the instrument qualifies as a hedge, as
defined. The statement is effective for fiscal years beginning after June 15,
1999, but companies can adopt the statement as of the beginning of any fiscal
quarter that begins after June 1998.
2. For many companies, the complexity of the statement and of the underlying financial instruments will make the implementation process difficult.
Company management may need help in understanding the statement's requirements; derivatives must be identified, inventoried, and measured at fair
value; hedging relationships must be designated anew and documented as of
the implementation date; and many companies will need system modifications
in advance of implementation to develop and track the various required fair
value measurements.
3. As a consequence of the complexity and implementation challenges inherent in adopting FAS 133, audit firms are likely to find themselves responding to many types of client requests for assistance. This interpretation provides
guidance on the auditor independence implications of likely areas of requested
assistance, solely with respect to the implementation of FAS 133.

Independence Concerns
4. As it considered these issues, the Board discussed the potential threats
to auditor independence. Appraisals and valuation services potentially threaten
the auditor's independence because of a "self-review" concern. Under the existing rules, the auditor cannot be placed in the position of "auditing his or her
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own work" (or the work of someone else in his or her firm). In addition, acting
in a capacity equivalent to that of management is viewed as a threat to auditor
independence. The auditor may lose his or her objectivity if he or she makes
decisions for or develops a mutuality of interest with the client by, for example,
valuing the client's assets.

ISB Discussion and Interpretation
5. The Board considered two broad areas of likely assistance and how the
existing independence rules would be applied. One category of services relates
to the accounting application and the second involves valuation consulting services.
6. Management is responsible for the financial statements, and responsibility for the choices and judgments inherent in the preparation of those financial statements cannot be delegated to the auditor or to anyone else. Whatever
the service being provided, the auditor must understand the level of management's expertise and must be satisfied that management has taken responsibility for the assumptions and judgments made during the course of the work,
and for the results produced.
7. The Board has concluded that the auditor may provide consulting services on the proper application of FAS 133, including assisting a client in gaining a general understanding of the methods, models, assumptions, and inputs
used in computing a derivative's value. To ensure, however, that the auditor's
independence is not threatened, as discussed in paragraph 4, the auditor may
not prepare accounting entries, compute derivative values or be responsible for
key assumptions or inputs used by the client in computing derivative values.
8. The auditor's independence would be impaired if he or she created the
initial journal entries that are used to implement or apply the standard, or if
in providing the services described below, the auditor's level of assistance was
tantamount to doing the work himself or herself.
9. Based on these general guidelines, the following is a list of illustrative
services that the auditor may be asked to provide an audit client in implementing FAS 133, along with the Board's conclusions on which of these would impair
the auditor's independence.

Accounting Application Assistance
10. Accountants are likely to work with clients in implementing the accounting requirements of FAS 133. Providing guidance to clients (which for
this purpose encompasses discussing the requirements of FAS 133, providing
advice, and expressing views as to how FAS 133 would be applied in the client's
situation) would not impair independence. Performing services which would be
subject to audit procedures such as compiling the inventory of derivatives, creating the initial journal entries to be recorded, initially determining whether
specific derivatives meet the relevant criteria as hedges, or making management decisions concerning the implementation of FAS 133 would impair the
auditor's independence.
11. The provision of the following services would not impair the auditor's
independence:

ISB §99-1

a.

Discuss the requirements of FAS 133 and the related concepts,
terminology and implementation issues.

b.

Provide sample journal entries used to apply FAS 133.
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c.

Provide guidance in compiling an inventory of derivatives, as defined by the new rules.

d.

Provide guidance in determining whether specific derivatives
meet the relevant criteria as hedges, or provide examples and discuss factors to be considered in formally documenting any hedging relationships and the entity's risk management objective and
strategy for undertaking the hedge.

e.

Discuss factors to be considered in making judgments that may
become critical in the accounting process, including the separation of the intrinsic value of instruments from their "time value."
This separation of an instrument's fair value into its component
parts might have accounting consequences within the financial
statements (FAS 133 permits the exclusion of the inherently ineffective portion of a derivative's change in value, such as the time
value of options, from the "hedge effectiveness" assessment).

f.

Provide guidance in determining the accounting for hedged items.

g.

Provide guidance or assist management in developing and adapting systems to account for derivative instruments and hedged
items under the new standard.

Valuation Consulting Assistance
12. The provision of the following services would not impair the auditor's
independence:
a.

Provide guidance or assist in developing the client's own valuation
model. The client takes responsibility for the model, by testing,
evaluating, approving, and running it.

b.

Provide guidance on the nature of relevant model inputs (volatility, yield curves, etc.) and related market sources of information.
The client makes the final decision as to the inputs and market
sources of information to be used.

c.

Validate client or third-party models used.

d.

Validate reasonableness of inputs to models (client assumptions).

e.

Provide a generic/standardized product (e.g., not unlike a BlackScholes or binomial software model used for valuing options),
which a client uses in valuing its derivative instruments. A
generic or standardized product is one in which formulas are
well-established and subject to only minor judgments or interpretations. It is reasonable to expect that the result produced by
such a product will be similar to the result that would be produced
by another vendor's product.

13. The provision of the following services would impair the auditor's independence:
a.

Compute derivative values using either auditor or client-provided
assumptions and a firm-developed, or third party model approved
by the client.

b.

Develop or be responsible for key assumptions or inputs for use
by the client when it uses any valuation model or product.

ISB §99-1
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c.

Provide a firm-developed, non-standardized model (e.g., black
box equivalent) which a client uses to value its derivatives. The
model's methodology or formulas are not standardized, or assumptions are built into the model such that values produced
may differ significantly from those produced by another vendor's
models.
14. As mentioned above, the overarching principles underlying this interpretation are that the auditor cannot be placed in the position of "auditing his
or her own work," or accepting responsibility for the choices and judgments
inherent in the preparation of the financial statements such that the auditor is
acting as a member of management.

ISB §99-1
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ISB Interpretation 00-1

The Applicability of ISB Standard No. 1
When “Secondary Auditors” Are Involved in
the Audit of a Registrant
[This section was superseded, effective September 30, 2008, by Rule 3526. See
PCAOB Release No. 2008-003.]
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ISB Interpretation 00-2

The Applicability of ISB Standard No. 1
When “Secondary Auditors” Are Involved in
the Audit of a Registrant: An Amendment of
Interpretation 00-1
[This section was superseded, effective September 30, 2008, by Rule 3526. See
PCAOB Release No. 2008-003.]
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QC Section 20

System of Quality Control for a CPA Firm’s
Accounting and Auditing Practice
(Supersedes sections 10 and 10-1)
Effective date: Applicable to a CPA firm’s system of quality control
for its accounting and auditing practice as of January 1, 1997, unless
otherwise indicated.

Statements on Quality Control Standards are issued by the Auditing Standards Board. Firms that are enrolled in an Institute-approved
practice-monitoring program are obligated to adhere to quality control
standards established by the Institute.

Introduction and Applicability
.01 This section provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice and describes elements of quality control and other matters essential to the effective design, implementation,
and maintenance of the system.
.02 The AICPA Principles of Professional Conduct provide, among other
things, that "members should practice in firms that have in place internal
quality-control procedures to ensure that services are competently delivered
and adequately supervised."1 Because of the public interest in the services provided by and the reliance placed on the objectivity and integrity of CPAs, this
section provides that a CPA firm shall have a system of quality control for its
accounting and auditing practice.2

System of Quality Control
.03 A firm3 as a responsibility to ensure that its personnel4 comply with
the professional standards applicable to its accounting and auditing practice. A
system of quality control is broadly defined as a process to provide the firm with
reasonable assurance that its personnel comply with applicable professional
1

AICPA Code of Professional Conduct, "Article VI—Scope and Nature of Services".
Accounting and auditing practice refers to all audit, attest, accounting and review, and other
services for which standards have been established by the AICPA Auditing Standards Board or the
AICPA Accounting and Review Services Committee under rule 201 or 202 of the AICPA Code of
Professional Conduct. Standards may also be established by other AICPA senior technical committees;
engagements that are performed in accordance with those standards are not encompassed in the
definition of an accounting and auditing practice.
3
A firm is defined in the AICPA Code of Professional Conduct as "a form of organization permitted
by state law or regulation whose characteristics conform to resolutions of Council that is engaged in
the practice of public accounting, including the individual owners thereof ".
4
The term personnel refers to all individuals who perform professional services for which the
firm is responsible, whether or not they are CPAs.
2
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standards and the firm's standards of quality.5 The policies and procedures
designed to implement the system in one segment of a firm's practice may be
the same as, different from, or interrelated with the policies and procedures
designed for another segment, but the purpose of the system is the same for all
segments of a firm's practice.
.04 A firm's system of quality control encompasses the firm's organizational
structure and the policies adopted and procedures established to provide the
firm with reasonable assurance of complying with professional standards. The
nature, extent, and formality of a firm's quality control policies and procedures
should be appropriately comprehensive and suitably designed in relation to the
firm's size, the number of its offices, the degree of authority allowed its personnel
and its offices, the knowledge and experience of its personnel, the nature and
complexity of the firm's practice, and appropriate cost-benefit considerations.
.05 Any system of quality control has inherent limitations that can reduce
its effectiveness. Variance in an individual's performance and understanding
of (a) professional requirements or (b) the firm's quality control policies and
procedures affects the degree of compliance with a firm's prescribed quality
control policies and procedures and, therefore, the effectiveness of the system.
.06 The system of quality control should provide the firm with reasonable
assurance that the segments of the firm's engagements performed by its foreign
offices or by its domestic or foreign affiliates or correspondents are performed in
accordance with professional standards in the United States when such standards are applicable.

Quality Control Policies and Procedure
Elements of Quality Control
.07 The quality control policies and procedures applicable to a firm's accounting and auditing practice should encompass the following elements:
a. Independence, Integrity, and Objectivity
b. Personnel Management
c. Acceptance and Continuance of Clients and Engagements
d. Engagement Performance
e. Monitoring
.08 The elements of quality control are interrelated. For example, the
maintenance of Integrity, Objectivity, and, where required, Independence requires a continuing assessment of client relationships. Similarly, the element
of Personnel Management encompasses criteria for professional development,
hiring, advancement, and assignment of the firm's personnel to engagements,
which affect policies and procedures developed to meet the objectives of the
quality control element of Engagement Performance. Similarly, policies and procedures for the quality control element of Monitoring are established to provide
the firm with reasonable assurance that the policies and procedures related to
each of the other elements of quality control are suitably designed and are being
effectively applied.

5
Deficiencies in individual audit, attest, review, and compilation engagements do not, in and
of themselves, indicate that the firm's system of quality control is insufficient to provide it with
reasonable assurance that its personnel comply with applicable professional standards. [Footnote
added, effective September 2002, by Statement on Quality Control Standards No. 6.]
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Independence, Integrity, and Objectivity
.09 Policies and procedures should be established to provide the firm with
reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances,6 perform all professional responsibilities with integrity, and maintain objectivity in discharging professional
responsibilities.
.10 Independence, Integrity, and Objectivity are defined and more fully described in the AICPA Code of Professional Conduct (the Code) and AU section
220, Independence. Rules 101 and 102 of the Code, and the related Interpretations and Rulings [ET sections 101, 102, and 191) contain examples of instances
wherein a member's independence, integrity, and objectivity will be considered
to be impaired. Independence encompasses an impartiality that recognizes an
obligation for fairness not only to management and owners of a business but
also to those who may otherwise use the firm's report. The firm and its personnel must be free from any obligation to or interest in the client, its management,
or its owners.7 Integrity requires personnel to be honest and candid within the
constraints of client confidentiality. Service and the public trust should not be
subordinated to personal gain and advantage. Objectivity is a state of mind and
a quality that lends value to a firm's services. The principle of objectivity imposes the obligation to be impartial, intellectually honest, and free of conflicts
of interest.

Personnel Management
.11 A firm's quality control system depends heavily on the proficiency of
its personnel. In making assignments, the nature and extent of supervision to
be provided should be considered. Generally, the more able and experienced the
personnel assigned to a particular engagement, the less direct supervision is
needed.
.12 The quality of a firm's work ultimately depends on the integrity, objectivity, intelligence, competence, experience, and motivation of personnel who
perform, supervise, and review the work. Thus, a firm's personnel management
policies and procedures factor into maintaining such quality.
.13 Personnel Management encompasses hiring, assigning personnel to engagements, professional development, and advancement activities. Accordingly,
policies and procedures should be established to provide the firm with reasonable assurance that—
a.
b.
c.

Those hired possess the appropriate characteristics to enable
them to perform competently.
Work is assigned to personnel having the degree of technical
training and proficiency required in the circumstances.
Personnel participate in general and industry-specific continuing professional education and other professional development
activities that enable them to fulfill responsibilities assigned, and

6
Independence requirements are set forth in Rule 101 of the AICPA Code of Professional Conduct
[ET section 101] and the rules of applicable regulatory agencies such as state boards of accountancy, the
Securities and Exchange Commission, the U.S. General Accounting Office, and the U.S. Department
of Labor. [Footnote renumbered by the issuance of Statement on Quality Control Standards No. 6,
September 2002.]
7
See AU section 220.02. [Footnote renumbered by the issuance of Statement on Quality Control
Standards No. 6, September 2002.]
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satisfy applicable continuing professional education requirements of the AICPA and regulatory agencies.8
d.

Personnel selected for advancement have the qualifications necessary for fulfillment of the responsibilities they will be called on
to assume.

Acceptance and Continuance of Clients and Engagements
.14 Policies and procedures should be established for deciding whether
to accept or continue a client relationship and whether to perform a specific
engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that the likelihood of association with a client
whose management lacks integrity is minimized. Establishing such policies and
procedures does not imply that a firm vouches for the integrity or reliability of
a client, nor does it imply that a firm has a duty to any person or entity but
itself with respect to the acceptance, rejection, or retention of clients. However,
prudence suggests that a firm be selective in determining its client relationships
and the professional services it will provide.
.15 Such policies and procedures should also provide reasonable assurance
that the firm—
a.

Undertakes only those engagements that the firm can reasonably
expect to be completed with professional competence.

b.

Appropriately considers the risks associated with providing professional services in the particular circumstances.

.16 To minimize the risk of misunderstandings regarding the nature,
scope, and limitations of the services to be performed, policies and procedures
should provide for obtaining an understanding with the client regarding those
services. Professional standards may provide guidance in deciding whether the
understanding should be oral or written.

Engagement Performance
.17 Policies and procedures should be established to provide the firm with
reasonable assurance that the work performed by engagement personnel meets
applicable professional standards, regulatory requirements, and the firm's standards of quality.
.18 [The following paragraph is effective for engagement quality reviews of
audits and interim reviews for fiscal years beginning on or after December 15,
2009. See PCAOB Release 2009-004.]
Policies and procedures for Engagement Performance encompass all phases of
the design and execution of the engagement. To the extent appropriate and as
required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and
communicating the results of each engagement. These policies and procedures
also should address engagement quality reviews pursuant to PCAOB Auditing
Standard No. 7, Engagement Quality Review.

8
Regulatory agencies that have established continuing education requirements include state
boards of accountancy and the U.S. General Accounting Office. [Footnote renumbered by the issuance
of Statement on Quality Control Standards No. 6, September 2002.]
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.19 Policies and procedures should also be established to provide reasonable assurance that personnel refer to authoritative literature or other sources
and consult, on a timely basis, with individuals within or outside the firm,
when appropriate (for example, when dealing with complex, unusual, or unfamiliar issues). Individuals consulted should have appropriate levels of knowledge, competence, judgment, and authority. The nature of the arrangements for
consultation depends on a number of factors, including the size of the firm and
the levels of knowledge, competence, and judgment possessed by the persons
performing the work.

Monitoring
.20 Policies and procedures should be established to provide the firm with
reasonable assurance that the policies and procedures established by the firm
for each of the other elements of quality control described in paragraphs .07
through .19 are suitably designed and are being effectively applied.9 Monitoring
involves an ongoing consideration and evaluation of the—
a.
b.
c.
d.

Relevance and adequacy of the firm's policies and procedures.
Appropriateness of the firm's guidance materials and any practice
aids.
Effectiveness of professional development activities.
Compliance with the firm's policies and procedures. When monitoring, the effects of the firm's management philosophy and the
environment in which the firm practices and its clients operate
should be considered.

Administration of a Quality Control System
.21 To provide reasonable assurance that the firm's quality control system achieves its objectives, appropriate consideration should be given to the
assignment of quality control responsibilities within the firm, the means by
which quality control policies and procedures are communicated, and the extent to which the policies and procedures and compliance therewith should be
documented.

Assignment of Responsibilities
.22 Responsibility for the design and maintenance of the various quality
control policies and procedures should be assigned to an appropriate individual
or individuals in the firm. In making that assignment, consideration should be
given to the proficiency of the individuals, the authority to be delegated to
them, and the extent of supervision to be provided. However, all of the firm's
personnel are responsible for complying with the firm's quality control policies
and procedures.

Communication
.23 A firm should communicate its quality control policies and procedures
to its personnel in a manner that provides reasonable assurance that those
9
See section 30, Monitoring a CPA Firm's Accounting and Auditing Practice. [Footnote renumbered by the issuance of Statement on Quality Control Standards No. 6, September 2002.]
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policies and procedures are understood and complied with. The form and extent of such communications should be sufficiently comprehensive to provide
the firm's personnel with an understanding of the quality control policies and
procedures applicable to them. In addition, a firm should establish a means of
communicating its established quality control policies and procedures, and the
changes thereto, to appropriate personnel on a timely basis.

Documentation of Quality Control Policies and Procedures
.24 The size, structure, and nature of the practice of the firm should be
considered in determining whether documentation of established quality control policies and procedures is required for effective communication and, if so,
the extent of such documentation. For example, documentation of established
quality control policies and procedures would generally be expected to be more
extensive in a large firm than in a small firm and in a multioffice firm than
in a single-office firm. Although communication ordinarily is enhanced if it is
in writing, the effectiveness of a firm's system of quality control is not necessarily impaired by the absence of documentation of established quality control
policies and procedures.

Documentation of Compliance With Quality Control Policies
and Procedures
.25 A firm should prepare appropriate documentation to demonstrate compliance with its policies and procedures for the quality control system discussed
herein. The form and content of such documentation is a matter of judgment
and depends on a number of factors, such as the size of a firm, the number of
offices, the degree of authority allowed its personnel and its offices, the nature
and complexity of the firm's practice, its organization, and appropriate costbenefit considerations. Documentation should be retained for a period of time
sufficient to enable those performing monitoring procedures and a peer review
to evaluate the extent of the firm's compliance with its quality control policies
and procedures.

Effective Date
.26 The provisions of this section are applicable to a CPA firm's system of
quality control for its accounting and auditing practice as of January 1, 1997.
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Monitoring a CPA Firm’s Accounting and
Auditing Practice
Effective date: Applicable to a CPA firm’s system of quality control for
its accounting and auditing practice as of January 1, 1997.

Statements on Quality Control Standards are issued by the Auditing
Standards Board. Firms that are enrolled in an Institute-approved
practice-monitoring program are obligated to adhere to quality control
standards established by the Institute.

Introduction
.01 This section provides guidance on how a CPA firm implements the
monitoring element of a quality control system in its accounting and auditing
practice.1
.02 Section 20, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice, describes Monitoring as one of the five elements of quality
control. It provides that a CPA firm2 should establish policies and procedures
to provide the firm with reasonable assurance that the policies and procedures
relating to each of the other elements of quality control are suitably designed
and are being effectively applied. Monitoring involves an ongoing consideration
and evaluation of the—
a.
b.

Relevance and adequacy of the firm's policies and procedures.
Appropriateness of the firm's guidance materials and any practice
aids.
c. Effectiveness of professional development activities.
d. Compliance with the firm's policies and procedures.
When monitoring, the effects of the firm's management philosophy and the
environment in which the firm practices and its clients operate should be considered.

Monitoring Procedures
.03 Monitoring procedures taken as a whole should enable the firm to
obtain reasonable assurance that its system of quality control is effective.
1
Accounting and auditing practice refers to all audit, attest, accounting and review, and other
services for which standards have been established by the AICPA Auditing Standards Board or the
AICPA Accounting and Review Services Committee under rule 201 or 202 of the AICPA Code of
Professional Conduct. Standards may also be established by other AICPA senior technical committees;
engagements that are performed in accordance with those standards are not encompassed in the
definition of an accounting and auditing practice.
2
A firm is defined in the AICPA Code of Professional Conduct as "a form of organization permitted
by state law or regulation whose characteristics conform to resolutions of Council that is engaged in
the practice of public accounting, including the individual owners thereof ".

QC §30.03

2424

Quality Control

Procedures that provide the firm with a means of identifying and communicating circumstances that may necessitate changes to or the need to improve
compliance with the firm's policies and procedures contribute to the monitoring
element. A firm's monitoring procedures may include—

•
•

Inspection procedures. (See paragraphs .04 through .07.)

•

Analysis and assessment of—

Preissuance or postissuance review of selected engagements. (See
paragraphs .08 and .09.)
— New professional pronouncements.
— Results of independence confirmations.
— Continuing professional education and other professional
development activities undertaken by firm personnel.3
— Decisions related to acceptance and continuance of client
relationships and engagements.
— Interviews of firm personnel.

•

Determination of any corrective actions to be taken and improvements to be made in the quality control system.

•

Communication to appropriate firm personnel of any weaknesses
identified in the quality control system or in the level of understanding or compliance therewith.

•

Follow-up by appropriate firm personnel to ensure that any necessary modifications are made to the quality control policies and
procedures on a timely basis.

.04 Inspection procedures evaluate the adequacy of the firm's quality control policies and procedures, its personnel's understanding of those policies and
procedures, and the extent of the firm's compliance with its quality control policies and procedures. Inspection procedures contribute to the monitoring function because findings are evaluated and changes in or clarifications of quality
control policies and procedures are considered.
.05 The need for and extent of inspection procedures depends in part on
the existence and effectiveness of the other monitoring procedures. Factors to
be considered in determining the need for and extent of inspection procedures
include, but are not limited to—

•

The nature, complexity, and diversity of, and the risks associated
with, the firm's practice.

•

The firm's size, number of offices, degree of authority allowed its
personnel and its offices, and organizational structure.

•

The results of recent practice reviews4 and previous inspection
procedures.

•

Appropriate cost-benefit considerations.5

3
The term personnel refers to all individuals who perform professional services for which the
firm is responsible, whether or not they are CPAs.
4
Practice reviews include, but are not limited to, peer reviews performed under standards established by the AICPA and reviews conducted by regulatory agencies.
5
Although appropriate cost-benefit considerations may be considered in determining the need
for and extent of inspection procedures, a firm must still effectively monitor its practice.
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.06 The nature of inspection procedures will vary based on the firm's quality control policies and procedures and the effectiveness and results of other
monitoring procedures. The adequacy of and compliance with a firm's quality
control system are evaluated by performing such inspection procedures as—

•

Review of selected administrative and personnel records pertaining to the quality control elements.

•

Review of engagement working papers, reports, and clients' financial statements. (See also paragraphs .08 and .09.)

•
•

Discussions with the firm's personnel.

•

Determination of any corrective actions to be taken or improvements to be made with respect to the specific engagements reviewed or the firm's quality control policies and procedures.

•

Communication of the identified findings to appropriate firm management personnel.

•

Consideration of inspection findings by appropriate firm management personnel who should also determine that any actions necessary, including necessary modifications to the quality control
system, are taken on a timely basis.

Summarization of the findings from the inspection procedures, at
least annually, and consideration of the systemic causes of findings
that indicate improvements are needed.

Inspection procedures with respect to the engagement performance element of
a quality control system are particularly appropriate in a firm with more than
a limited number of management-level individuals6 responsible for the conduct
of its accounting and auditing practice.
.07 Inspection procedures may be performed at a fixed time(s) during the
year covering a specified period(s) of time or as part of ongoing quality control
procedures, or a combination thereof.
.08 Procedures for carrying out preissuance or postissuance review of engagement working papers, reports, and clients' financial statements by a qualified management-level individual (or by a qualified individual under his or her
supervision) may be considered part of the firm's monitoring procedures provided that those performing or supervising such preissuance or postissuance
reviews are not directly associated with the performance of the engagement.
Such preissuance or postissuance review procedures may constitute inspection
procedures provided—
a.

The review is sufficiently comprehensive to enable the firm to
assess compliance with all applicable professional standards and
the firm's quality control policies and procedures.

b.

Findings of such reviews that may indicate the need to improve
compliance with or modify the firm's quality control policies and
procedures are periodically summarized, documented, and communicated to the firm's management personnel having the responsibility and authority to make changes in those policies and
procedures.

6
The term management-level individual refers to all owners of a firm and other individuals within
the firm with a managerial position as described in Interpretation 101-9 of the Code of Professional
Conduct.
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c.

The firm's management personnel consider on a timely basis
the systemic causes of findings that indicate improvements are
needed and determine appropriate actions to be taken.
d. The firm implements on a timely basis such planned actions, communicates changes to personnel who might be affected, and follows up to determine that the planned actions were taken.
A preissuance and, except as described in paragraph .09, a postissuance review
of engagement working papers, reports, and clients' financial statements by
the person with final responsibility for the engagement does not constitute a
monitoring procedure.
.09 In small firms with a limited number of qualified management-level
individuals, postissuance review of engagement working papers, reports, and
clients' financial statements by the person with final responsibility for the
engagement may constitute inspection procedures, provided the provisions in
paragraph .08a–d are followed. (See also paragraph .11.)

Monitoring in Small Firms With a Limited Number
of Management-Level Individuals
.10 In small firms with a limited number of management-level individuals,
monitoring procedures may need to be performed by some of the same individuals who are responsible for compliance with the firm's quality control policies
and procedures. To effectively monitor one's own compliance with the firm's
policies and procedures, an individual must be able to critically review his or
her own performance, assess his or her own strengths and weaknesses, and
maintain an attitude of continual improvement. Changes in conditions and in
the environment within the firm (such as obtaining clients in an industry not
previously serviced or significantly changing the size of the firm) may indicate
the need to have quality control policies and procedures monitored by another
qualified individual.
.11 The performance of inspection procedures in firms with a limited number of management-level individuals can assist the firm in the monitoring process. An individual inspecting his or her own compliance with a quality control
system may be inherently less effective than having such compliance inspected
by another qualified individual. When one individual inspects his or her own
compliance, the firm may have a higher risk that noncompliance with policies
and procedures will not be detected. Accordingly, a firm in this circumstance
may find it beneficial to engage a qualified individual from outside the firm to
perform inspection procedures.

The Relationship of Peer Review to Monitoring
.12 A peer review does not substitute for monitoring procedures. However,
since the objective of a peer review is similar to that of inspection procedures,
a firm's quality control policies and procedures may provide that a peer review
conducted under standards established by the AICPA may substitute for some
or all of its inspection procedures for the period covered by the peer review.

Effective Date
.13 The provisions of this section are applicable to a CPA firm's system of
quality control for its accounting and auditing practice as of January 1, 1997.
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The Personnel Management Element of a
Firm’s System of Quality Control—
Competencies Required by a Practitionerin-Charge of an Attest Engagement
Introduction
.01 Section 20, System of Quality Control for a CPA Firm's Accounting
and Auditing Practice, provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice1 that should encompass the
following elements:
a.
b.
c.
d.
e.

Independence, integrity, and objectivity
Personnel management
Acceptance and continuance of clients and engagements
Engagement performance
Monitoring

The Personnel Management Element of Quality Control
.02 Personnel Management encompasses hiring, assigning personnel to engagements, professional development, and advancement activities. Accordingly,
policies and procedures should be established to provide the firm with reasonable assurance that—
a.

b.
c.

Those hired possess the appropriate characteristics to enable
them to perform competently. Examples of such characteristics
may include meeting minimum academic requirements established by the firm, maturity, integrity, and leadership traits.
Work is assigned to personnel having the degree of technical
training and proficiency required in the circumstances.
Personnel participate in general and industry-specific continuing
professional education and other professional development activities that enable them to fulfill responsibilities assigned, and satisfy applicable continuing professional education requirements of
the AICPA, and regulatory agencies.2

1
Accounting and auditing practice refers to all accounting, audit, and attestation services for
which standards have been established by the AICPA Auditing Standards Board or the AICPA Accounting and Review Services Committee under Rule 201 or 202 of the AICPA Code of Professional
Conduct. Standards may also be established by other AICPA senior technical committees; engagements that are performed in accordance with those standards are not encompassed in the definition
of an accounting, auditing, and attestation practice.
2
Regulatory agencies that have established continuing education requirements include state
boards of accountancy and the U.S. General Accounting Office.
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d.

Personnel selected for advancement have the qualifications necessary for fulfillment of the responsibilities they will be called on
to assume.
.03 This section clarifies the requirements of the personnel management
element of a firm's system of quality control. In light of the significant responsibilities during the planning and performance of accounting, auditing, and
attestation engagements of individuals who are responsible for supervising accounting, auditing, and attestation engagements and signing or authorizing an
individual to sign the accountants report on such engagements, a firm's policies and procedures related to the items noted in paragraph .02 above should
be designed to provide a firm with reasonable assurance that such individuals
possess the kinds of competencies that are appropriate given the circumstances
of individual client engagements. For purposes of this standard, such an individual is referred to as the practitioner-in-charge of the engagement.

Competencies
.04 Competencies are the knowledge, skills, and abilities that enable a
practitioner-in-charge to be qualified to perform an accounting, auditing, or
attestation engagement. A firm is expected to determine the kinds of competencies that are necessary in the individual circumstances. Competencies are
not measured by periods of time because such a quantitative measurement may
not accurately reflect the kinds of experiences gained by a practitioner in any
given time period. Accordingly, for purposes of this section, a measure of overall
competency is qualitative rather than quantitative.

Gaining Competencies
.05 A firm's policies and procedures would ordinarily require a practitionerin-charge of an engagement to gain the necessary competencies through recent
experience in accounting, auditing, and attestation engagements. In some cases,
however, a practitioner-in-charge will have obtained the necessary competencies through disciplines other than the practice of public accounting, such as
in relevant industry, governmental, and academic positions. If necessary, the
experience of the practitioner-in-charge should be supplemented by continuing
professional education (CPE) and consultation. The following are examples.

•

A practitioner-in-charge of an engagement whose recent experience has consisted primarily in providing tax services may acquire the competencies necessary in the circumstances to perform
a compilation or review engagement by obtaining relevant CPE.

•

A practitioner-in-charge of an engagement who did not have any
experience in auditing the financial statements of a public company and only possessed recent prior experience in auditing the
financial statements of nonpublic entities may develop the necessary competencies by obtaining relevant CPE related to SEC rules
and regulations and consulting with other practitioners who possess relevant knowledge related to SEC rules and regulations.

•

A practitioner-in-charge of an engagement who did not have any
experience in auditing the financial statements of a public company but possessed prior public accounting practice experience
auditing financial statements of nonpublic entities and who also
has relevant experience as the controller of a public company may
have the necessary competencies in the circumstances.
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•

A practitioner-in-charge of an engagement whose actual experience consists of performing review and compilation engagements
may be able to obtain the necessary competencies to perform an
audit by becoming familiar with the industry in which the client
operates, obtaining continuing professional education relating to
auditing, and/or using consulting sources during the course of performing the audit engagement

•

A person in academia might obtain the necessary competencies
to perform accounting, auditing or attestation engagements by (a)
obtaining specialized knowledge through teaching or authorship
of research projects or similar papers, and (b) a rigorous self-study
program or by engaging a consultant to assist on such engagements.

.06 Regardless of the manner in which a particular competency is gained,
a firm's quality control policies and procedures should be adequate to provide
reasonable assurance that a practitioner-in-charge of an engagement possesses
the competencies necessary to fulfill his or her engagement responsibilities.
.07 The nature and extent of competencies established by a firm that are
expected of the practitioner-in-charge of an engagement should be based on the
characteristics of a particular client, industry, and the kind of service being
provided. For example, the following should be considered.

•

The competencies expected of a practitioner-in-charge of an engagement to compile financial statements would be different than
those expected of a practitioner engaged to review or audit financial statements.

•

Supervising engagements and signing or authorizing others to
sign reports for clients in certain industries or engagements, such
as financial services, governmental, or employee benefit plan engagements, would require different competencies than what would
be expected in performing attest services for clients in other industries.

•

The practitioner-in-charge of an engagement to audit the financial
statements of a public company would be expected to have certain technical proficiency in SEC reporting requirements, while
a practitioner-in-charge who is not assigned to the audits of public companies would not need to be proficient in this area. This
would include, for example, experience in the industry and appropriate knowledge of SEC and ISB rules and regulations, including
accounting and independence standards.

•

The practitioner-in-charge of an attestation engagement to examine management's assertion about the effectiveness of an entity's
internal control over financial reporting would be expected to have
certain technical proficiency in understanding and evaluating the
effectiveness of controls, while a practitioner-in-charge of an attestation engagement to examine investment performance statistics
would be expected to have different competencies, including an
understanding of the subject matter of the underlying assertion.

Competencies Expected in Performing Accounting, Auditing,
and Attestation Engagements
.08 In practice, the kinds of competency requirements that a firm should
establish for the practitioner-in-charge of an engagement are necessarily broad
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and varied in both their nature and number. However, the firm's quality control
policies and procedures should ordinarily address the following competencies
for the practitioner-in-charge of an engagement. Firms policies and procedures
should also address other competencies as necessary in the circumstances.
–

Understanding of the Role of a System of Quality Control and the
Code of Professional Conduct—Practitioners-in-charge of an engagement should possess an understanding of the role of a firm's system of
quality control and the AICPA's Code of Professional Conduct, both of
which play critical roles in assuring the integrity of the various kinds
of accountant's reports.

–

Understanding of the Service to be Performed—Practitioners-in-charge
of an engagement should possess an understanding of the performance,
supervision, and reporting aspects of the engagement, which is normally gained through actual participation in that kind of engagement
under appropriate supervision.

–

Technical Proficiency—Practitioners-in-charge of an engagement
should possess an understanding of the applicable accounting, auditing, and attest professional standards including those standards directly related to the industry in which a client operates and the kinds
of transactions in which a client engages.

–

Familiarity with the Industry—To the extent required by professional standards applicable to the kind of service being performed,
practitioners-in-charge of an engagement should possess an understanding of the industry in which a client operates. In performing
an audit or review of financial statements, this understanding would
include an industry's organization and operating characteristics sufficient to identify areas of high or unusual risk associated with an
engagement and to evaluate the reasonableness of industry specific
estimates.

–

Professional Judgment—Practitioners-in-charge of an engagement
should possess skills that indicate sound professional judgment. In performing an audit or review of financial statements, such skills would
typically include the ability to exercise professional skepticism and
identify areas requiring special consideration including, for example,
the evaluation of the reasonableness of estimates and representations
made by management and the determination of the kind of report necessary in the circumstances.

–

Understanding the Organization's Information Technology Systems—
Practitioners-in-charge of an audit engagement should have an understanding of how the organization is dependent on or enabled by
information technologies; and the manner in which information systems are used to record and maintain financial information.

Interrelationship of Competencies and Other Elements of a
Firm’s System of Quality Control
.09 The competencies listed above are interrelated and gaining one particular competency may be related to achieving another. For example, familiarity
with the client's industry interrelates with a practitioner's ability to make professional judgments relating to the client.
.10 In establishing policies and procedures related to the nature of competencies needed by the practitioner-in-charge of an engagement, a firm may
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need to consider the requirements of policies and procedures established for
other elements of quality control. For example, a firm would consider its requirements related to engagement performance in determining the nature of
any competency requirements that assess the degree of technical proficiency
necessary in a given set of circumstances.

The Relationship of the Competency Requirement of the
Uniform Accountancy Act to the Personnel Management
Element of Quality Control
.11 The Uniform Accountancy Act (UAA) is a model legislative statute and
related administrative rules that the AICPA and the National Association of
State Boards of Accountancy (NASBA) designed to provide a uniform approach
to the regulation of the accounting profession. CPAs are not required to follow
the provisions of the UAA itself but rather the accountancy laws of the individual licensing jurisdictions in the United States governing the practice of public
accounting, which may have adopted the UAA in whole or in part. The UAA provides that "any individual licensee who is responsible for supervising attest or
compilation services and signs or authorizes someone to sign the accountant's
report on the financial statements on behalf of the firm shall meet the competency requirements set out in the professional standards for such services."
A firm's compliance with this section is intended to enable a practitioner who
performs the services described in the preceding sentence on the firm's behalf
to meet this competency requirement; however, this section's applicability is
broader than what is required by the UAA since the definition of an accounting
and auditing practice in quality control standards encompasses a wider range
of attest engagements.

Effective Date
.12 The provisions of this section are applicable to a CPA firm's system
of quality control for its accounting and auditing practice as of June 30, 2000.
Earlier implementation is encouraged.
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SEC Practice Section (SECPS)

Requirements of Membership
Section 1000.08(d)—Continuing Professional Education
of Audit Firm Personnel
.08(d) Ensure that all professionals in the firm residing in the United
States, including CPAs and non-CPAs, participate in at least 20 hours of qualifying continuing professional education (CPE) every year and at least 120
hours every three years. Effective for CPE years beginning on or after January
1, 1995, professionals who devote at least 25% of their time to performing audit, review or other attest engagements (excluding compilations), or who have
the partner/manager-level responsibility for the overall supervision or review
of any such engagements, must obtain at least 40% (eight hours in any one year
and 48 hours every three years) of their required CPE in subjects relating to
accounting and auditing. The term accounting and auditing subjects should be
broadly interpreted, and for example, include subjects relating to the business
or economic environments of the entities to which the professional is assigned.1

Section 1000.08(f)—Concurring Partner Review of the
Audit Report and the Financial Statements of
Commission Registrants
.08(f) [This section was superseded, effective for engagement quality reviews of audits and interim reviews for fiscal years beginning on or after December 15, 2009, by PCAOB Auditing Standard No. 7. See PCAOB Release No.
2009-004.][2]

Section 1000.08(l)—Communication by Written
Statement to all Professional Personnel of Firm Policies
and Procedures on the Recommendation and Approval
of Accounting Principles, Present and Potential Client
Relationships, and the Types of Services Provided
.08(l) Communicate through a written statement to all professional firm
personnel the broad principles that influence the firm's quality control and
operating policies and procedures on, as a minimum, matters related to the
recommendation and approval of accounting principles, present and potential
client relationships, and the types of services provided, and inform professional
1
See SECPS §8000 for additional information about the continuing professional education requirement and the manner in which compliance is to be measured.
[2]
[This footnote was superseded, effective for engagement quality reviews of audits and interim
reviews for fiscal years beginning on or after December 15, 2009, by PCAOB Auditing Standard No. 7.
See PCAOB Release No. 2009-004.]
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firm personnel periodically that compliance with those principles is mandatory.3
(Appendix H, SECPS §1000.42 is an illustration of such a statement.)

Section 1000.08(m)—Notification of the Commission of
Resignations and Dismissals from Audit Engagements
for Commission Registrants
.08(m) [The following paragraph is effective June 1, 2014. See PCAOB Release No. 2013-010.]
(1)

When the member firm has been the auditor for an SEC registrant
(as defined in Appendix D, SECPS §1000.38) that is required to file
current reports on Form 8-K and has resigned, declined to stand
for re-election or been dismissed, report the fact that the clientauditor relationship has ceased directly in writing to the former
SEC client, with a simultaneous copy to the Office of the Chief Accountant of the Securities and Exchange Commission, unless the
former client reports the change in auditors in a timely filed Form
8-K.4 Such report shall be sent to the former SEC client and to the
Office of the Chief Accountant by the end of the fifth business day
following the member firm's determination that the client-auditor
relationship has ended, if the issuer has not reported the change
in auditors to the SEC in a timely filed Form 8-K.

(2)

When the member firm has been the auditor for an SEC registrant
(as defined in Appendix D, SECPS §1000.38) that is not required
to file current reports on Form 8-K and has resigned, declined to
stand for re-election or been dismissed, report the fact that the
client-auditor relationship has ceased directly in writing to
the former SEC client, with a simultaneous copy to the Office
of the Chief Accountant of the Securities and Exchange Commission.5 Such report shall be sent to the former SEC client and to
the Office of the Chief Accountant by the end of the fifth business
day following the member firm's determination that the clientauditor relationship has ended, irrespective of whether or not the
registrant has reported the change in auditors in a timely filed
report.

Section 1000.08(n)—Audit Firm Obligations with
Respect to the Policies and Procedures of Correspondent
Firms and of Other Members of International Firms or
International Associations of Firms
.08(n) For SECPS member firms that are members of, correspondents
with, or similarly associated with international firms or international associations of firms, seek adoption of policies and procedures by the international

3
Firms that become members of the Section shall prepare and issue such a statement within six
months of joining the Section.
4
See Appendix I, SECPS §1000.43, for standard form of such report.
5
[The following footnote is effective June 1, 2014. See PCAOB Release No. 2013-010.] See Appendix
I, SECPS §1000.43, for standard form of such report.
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organization or individual foreign associated firms6 that are consistent with
the objectives set forth in Appendix K, SECPS §1000.45 for SEC registrants.7

Section 1000.08(o)—Policies and Procedures to Comply
with Independence Requirements
.08(o) Ensure that the member firm has policies and procedures in place
to comply with applicable independence requirements of the AICPA, SEC and
Independence Standards Board.8

6
For this purpose, a foreign associated firm is a firm domiciled outside of the United States and
its territories that is a member of, correspondent with, or similarly associated with an international
association of firms with which the SECPS member is associated.
7
See Appendix D, SECPS §1000.38, "Revised Definition of an SEC Engagement" for purposes of
determining compliance with the membership requirements of SECPS §1000.08e, f, g, h, i, k, m, n, o,
and p.
8
See Appendix L, SECPS §1000.46, "Independence Quality Controls" for purposes of determining
compliance with the membership requirement.
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SECPS Section 1000.38 Appendix D—Revised
Definition of an SEC Client
1. For purposes of determining whether a U.S. member firm is required
to join the SEC Practice Section (the "Section") and comply with the Section's
membership requirements, the Executive Committee has defined an SEC client
(which is used interchangeably with SEC audit client, SEC registrant and SEC
engagement) as one that involves the audit of the financial statements of the
following:1
a.

An issuer making an initial filing, including amendments, under
the Securities Act of 1933 (the "1933 Act") or the Securities Exchange Act of 1934 (the "1934 Act").
b. A registrant that files periodic reports (for example, Forms NSAR, 10-K or 11-K) with the Securities and Exchange Commission under the Investment Company Act of 1940 or the 1934 Act2
(except a broker or dealer registered only because of section 15
paragraph a of the 1934 Act).
c. A bank or other lending institution that files periodic reports with
the Comptroller of the Currency, the Federal Reserve System, the
Federal Deposit Insurance Corporation, or the Office of Thrift Supervision, because the powers, functions, and duties of the SEC
to enforce its periodic reporting provisions are vested, pursuant
to section 12(i) of the 1934 Act, in those agencies.3 (The Section's
membership requirement §1000.08m does not apply to these entities.)
This definition of an SEC client shall also be used for purposes of determining
the number of SEC clients for which a firm is the principal auditor-of-record
and, therefore, for which information is required to be filed with the Section
for each fiscal year of a U.S. member firm. For this purpose, the Executive
Committee has determined that a series of unit investment trusts, series of
limited partnerships and series of mutual funds sponsored by the same entity
shall be treated as one SEC client. (see SECPS §1000.08g).
2. Only for purposes of implementing the membership requirements of
SECPS §1000.08k to report certain litigation, proceedings, or investigations to
the Quality Control Inquiry Committee, the Executive Committee has determined that the term SEC client, in addition to entities included under paragraph 1 above, shall also include:
a.

A subsidiary or investee of an entity encompassed by paragraph
1 above, if such matters relate to financial statements presented
separately in parent or investor company filings under the 1933
Act or the 1934 Act.

1
Since the firm need only consider those clients for which it is the principal auditor of record
in the current period, for purposes of this definition, subsidiaries or unconsolidated affiliates whose
financial information is included in the financial statements or filings of an SEC registrant are not considered SEC clients, unless those subsidiaries or unconsolidated affiliates meet one of the conditions
in paragraph 1.
2
Clients that have only issued securities exempt from registration under Regulations A, D or S
should not be considered SEC clients.
3
Rules 12g-4 and 12h-3 under the 1934 Act provide an exemption from periodic reporting to the
SEC for (1) entities with less than $10 million in total assets on the last day of the issuer's three most
recent fiscal years and less than 500 shareholders and for (2) entities with less than 300 shareholders.
Accordingly, such entities that utilize the exemption are not encompassed within the scope of this
definition.
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b.

An entity encompassed by paragraph 1 above, if such matters relate to the financial statements of a former client that are included
in a 1933 Act or 1934 Act filing.
3. For purposes of implementing the membership requirements of SECPS
§1000.08n, the Executive Committee has determined that the term SEC registrant shall also encompass all foreign private issuers defined by Rule 405 of
Regulation C under the 1933 Act and Rule 3b-4(C) under the 1934 Act that
have securities registered or have filed a registration statement with the SEC.
None of the foregoing is intended to change SECPS §1000.13 of the organizational structure and functions section regarding the appointment of members
to the Executive Committee of the Section.

SECPS Section 1000.39 Appendix E—Concurring
Partner Review Requirement (Revised with an Effective
Date of March 31, 2002)
Statement on Auditing Standards No. 25, The Relationship of Generally Accepted Auditing Standards to Quality Control Standards [AU section 161], and
Statement on Quality Control Standards No. 2 (SQCS No. 2), System of Quality Control for a CPA Firm's Accounting and Auditing Practice [QC section 20],
require the firm to maintain a system of quality control to provide reasonable assurance that its personnel comply with applicable professional standards and
the firm's standards of quality. Engagement performance policies and procedures required by paragraph .18 of SQCS No. 2 [QC section 20.18]1 encompass
all phases of a firm's policies and procedures for the design and execution of
the engagement, which include the concurring partner review for SEC engagements. Accordingly, the concurring partner review is an integral part of the
firm's system of quality control and serves as an objective review of significant
auditing, accounting, and financial reporting matters2 that come to the attention of the concurring partner reviewer and the resolution of such matters prior
to the issuance of the firm's audit report with respect to financial statements
of SEC engagements (see Appendix D, SECPS §1000.38). On the basis of that
review, the concurring partner reviewer should conclude that no matters that
have come to his or her attention would cause the concurring partner reviewer
to believe that the financial statements are not in conformity with generally
accepted accounting principles in all material respects, or that the firm's audit
was not performed in accordance with generally accepted auditing standards.
A member firm’s system of quality control should include policies and
procedures covering (a) the qualifications of concurring partner reviewers, (b) the nature, extent, and timing of the concurring partner
review, (c) the documentation required to evidence compliance with
the firm’s policies and procedures with respect to the concurring partner review requirement, and (d) quarterly reviews.
As a minimum, the firm's policies and procedures should be responsive to the
following:

1
The Auditing Standards Board has issued a revision to SQCS No. 2 [QC section 20.18], through
adoption of SQCS No. 4, to specify "Where applicable, these policies and procedures should also address
the AICPA's SEC Practice Section's concurring partner review requirement for SEC engagements."
2
For purposes of the concurring partner review, "significant auditing, accounting, and financial
reporting matters" refers to matters involving a significant risk of material misstatement of financial
statements, including a material disclosure deficiency in the footnotes to the financial statements.
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a.

Qualifications. The concurring partner reviewer should have sufficient technical expertise and experience to achieve the purpose
described above. The determination of what constitutes sufficient
technical expertise and experience requires consideration and is
tailored to the circumstances of the engagement, including the
personnel assigned to the engagement. An effective concurring
partner review contemplates knowledge of relevant specialized
industry practices. It also contemplates that the concurring partner reviewer possesses knowledge of SEC rules and regulations
in areas where such rules and regulations are pertinent. There
are various ways to obtain such knowledge in addition to personal audit experience, such as attendance at relevant training
courses and through self-study. The concurring partner reviewer
should seek assistance from other individuals to supplement this
knowledge when necessary in the circumstances.
The tone set at the top of the firm should encourage and support
the performance of objective concurring partner reviews. In this
regard, firm policy should state that the concurring partner reviewer is expected to carry out his or her responsibilities with
objectivity and due professional care without regard to the relative positions of the audit engagement partner and the concurring
partner reviewer.

b.

Further, the concurring partner reviewer should not assume any
of the responsibilities of the audit partner-in-charge of the engagement or have responsibility for the audit of any significant
subsidiaries, divisions, benefit plans, or affiliated or related entities.3 In addition, a prior audit engagement partner should not
serve as the concurring partner reviewer for at least two annual
audits following his or her last year as the audit engagement partner.4 A member firm that is not subject to the SECPS membership
requirement regarding rotation of an audit engagement partner
of an SEC engagement after seven consecutive years is exempt
from the preceding requirement.5
Nature, Extent, and Timing. The concurring partner reviewer's
responsibility is to perform an objective review of significant
auditing, accounting, and financial reporting matters and to conclude, based on all the relevant facts and circumstances of which
the concurring partner reviewer has knowledge, that no matters
that have come to his or her attention would cause the concurring
partner reviewer to believe that the client's financial statements
covered by the firm's audit report are not in conformity with generally accepted accounting principles in all material respects or

3
It is not unusual for clients to be aware of the existence of a concurring partner reviewer.
A client may contact the concurring partner reviewer with respect to matters requiring immediate
attention when the audit engagement partner is not available because of illness, extended travel
or other reasons. When a concurring partner reviewer is thus required to deal with an accounting,
auditing or financial reporting matter, he or she should advise the audit engagement partner of the
facts and circumstances so that the audit engagement partner can review the matter and take full
responsibility for its resolution.
4
The SECPS Peer Review Committee may authorize alternative procedures when this requirement imposes an undue hardship on the firm. See SECPS §2000.147, Appendix F, of the SEC Practice
Section Reference Manual for submitting requests for a waiver of this requirement to the SECPS Peer
Review Committee.
5
See SECPS §1000.08(e)(1), "Requirements of Members," of the SEC Practice Section Reference
Manual.
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that the audit was not performed in accordance with generally
accepted auditing standards.
The concurring partner reviewer's responsibility is not the equivalent of the audit engagement partner's responsibilities. Without
first-hand knowledge of the client's business environment, the
benefit of discussions with management and other client personnel, the opportunity to review client documents or controls, or
the ability to observe the client's actions or attitudes, a concurring partner reviewer generally is not in a position to make the
informed judgments on significant issues expected of an audit engagement partner. However, the concurring partner reviewer is
expected to objectively perform the procedures specified below and
reach conclusions based on all relevant facts and circumstances
of which he or she has knowledge.
The concurring partner reviewer's responsibility is fulfilled by
performing the following procedures:

•
•
•

•
•
•

Discussing significant accounting, auditing and financial
reporting matters with the audit engagement partner;
Discussing the audit engagement team's identification
and audit of high-risk transactions and account balances;
Reviewing documentation of the resolution of significant
accounting, auditing and financial reporting matters, including documentation of consultation with firm personnel or resources external to the firm's organization (such
as standard-setters, regulators, other accounting firms,
the AICPA, and state societies);6
Reviewing a summary of unadjusted audit differences;
Reading the financial statements and auditors' report;
and
Confirming with the audit engagement partner that there
are no significant unresolved matters.

These procedures provide the basis for the concurring partner
reviewer to perform an objective review of accounting, auditing
and financial reporting matters that were considered significant
by the engagement team in conducting the audit. The concurring
partner reviewer is not responsible for searching for additional
matters to be considered by the engagement team. However, significant matters not previously identified by the engagement team
that come to the concurring partner reviewer's attention should
be referred to and resolved by the engagement team with the concurrence of the concurring partner reviewer.
In addition to performing the procedures described in the bullets
above, the concurring partner reviewer's consideration and conclusions about whether significant matters were appropriately
considered and resolved may require discussions with other firm

6
Documentation to be reviewed should consist of summary memoranda and/or working paper
summaries of the resolution of significant accounting, auditing, and financial reporting matters, and
may include selected, more detailed working papers and other documentation. The review of the more
detailed working papers and other documentation is a matter of professional judgment made by the
concurring partner reviewer about the extent of information necessary to perform an objective review
so that he or she has sufficient basis to conclude on the results of the review.
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c.

personnel involved in any significant consultations. When discussion occurs with the concurring partner reviewer on an accounting, auditing or financial reporting matter during the engagement, the audit engagement partner ordinarily should develop
an initial resolution to the matter before discussion with the concurring partner reviewer.7
The firm's guidelines for concurring partner review should take
into account its policies and procedures for planning, supervising and reviewing engagements, and the extent to which those
policies provide for the documentation of significant accounting,
auditing, and financial reporting matters. The firm's guidelines
also should identify the types of engagements for which a timely
review should be made of the audit planning by the concurring
partner reviewer so that any modifications can be implemented
effectively during the performance of the audit. Firms should apply, as a minimum, this procedure to the firm's initial audit of a
SEC engagement and other high-risk engagements as defined by
the firm for this purpose. Such a definition might be influenced by
the complexity of the entity, the engagement personnel's experience with the entity, and their knowledge of the entity's business.
Factors to consider in this regard may include the entity's type
of business; types of products and services; capital structure; related parties; locations; production, distribution, and compensation methods; any material changes in the entity's business; and
whether the entity has plans for a public offering. (See AICPA
Professional Standards, Vol. 1, AU section 311, "Planning and
Supervision" and AU section 312, "Audit Risk and Materiality in
Conducting an Audit.")
If the concurring partner reviewer and the audit engagement
partner of the engagement have conflicting views regarding important matters, the disagreement should be resolved in accordance with applicable firm policy.8
In all cases, the concurring partner review should be completed
before the release of the audit report and before the re-issuance
of the audit report where performance of subsequent events procedures9 is required by professional standards.
Documentation. The engagement files should contain evidence
that the firm's policies and procedures with respect to the concurring partner review requirement were complied with before
the issuance of the firm's audit report. Ordinarily, this would include documentation that the concurring partner reviewer has
performed the procedures specified by the firm's policies and that
no matters that have come to the attention of the concurring
partner reviewer would cause him or her to believe that the financial statements are not in conformity with generally accepted
accounting principles in all material respects or that the firm's
audit was not performed in accordance with generally accepted
auditing standards.

7
Discussion with the concurring partner reviewer is most effective when the concurring partner
reviewer is aware of and understands the issues at the time the issues are addressed by the audit
engagement team rather than addressing the issues at the conclusion of the engagement.
8
See Statement on Auditing Standards No. 22, "Planning and Supervision" [AU section 311].
9
In this instance, the concurring partner reviewer ordinarily would concern himself or herself
with matters relating to the subsequent events procedures.
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Quarterly Reviews. Items (b) and (c) above relate to the concurring partner reviewer's involvement with an audit engagement.
For a review conducted in accordance with SAS No. 71, "Interim
Financial Information," on financial statements in an SEC client's
quarterly Form 10-Q or 10-QSB filing, a member firm's policies
and procedures should require discussion with the concurring
partner reviewer, prior to the completion of the review, about any
matters identified in the review that involve a significant risk of
material misstatement of the financial statements.10 Any such
involvement should be documented.

SECPS Section 1000.42 Appendix H—Illustrative
Statement of Firm Philosophy
The Firm and Its Objectives
ABC & Co. is a partnership engaged in the practice of public accounting in
Anytown and Everywhere. ABC & Co. maintains correspondent relationships
with selected firms that enable us to meet client needs for services outside our
normal practice area.
We have as an overriding objective the provision of high quality audit, accounting, tax, and advisory services to clients in the best professional manner. Our
partners and staff are expected to comply with this statement of philosophy in
order to achieve that objective.
"Professionalism" in the accounting profession means integrity, objectivity, independence where required, adherence to professional standards and applicable laws and regulations, and a demonstrated will to maintain and improve the
quality of professional services and to withstand all pressures, competitive and
otherwise, to compromise on principles, standards, and quality. In the field of
auditing, particularly, professionalism requires an understanding of and dedication to the public interest.
The public interest in audited financial statements has placed the public accounting profession in a unique position of public trust. Moreover, there is also a
significant public interest in the way in which the Firm carries out accounting,
tax, and advisory services. Therefore, no client or Firm consideration is allowed
to interfere with our ability to carry out our commitment to professionalism.

Professional Performance
ABC & Co. demands integrity, objectivity, competence, and due care from all of
its personnel in the conduct of all of its engagements, whatever their nature.
We demand independence in fact and appearance in all audit and other engagements where independence is required by applicable laws and regulations and
the requirements of professional societies. We take steps to insure that personnel assigned to engagements, whatever their nature, have the professional and
specialized knowledge required to carry out their responsibilities; at the same
time, we recognize that supervisors and other reviewers and consultants can
complement that knowledge.
Our Firm is structured to provide leadership in achieving high quality professional performance while maintaining the concept of individual responsibility
10
For purposes of the concurring partner review, "significant risk of material misstatement of
the financial statements" includes a material disclosure deficiency in the footnotes to the financial
statements.
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so necessary to clients and to individuals within the firm. ABC & Co. has established policies and procedures that we believe provide assurance that professional engagements are properly planned and executed and that decisions
are based on the substance of issues, not on form. Accounting standards cannot
deal with all possible situations, and we at all times urge our clients to adopt
accounting and reporting policies that we believe are the most appropriate in
the circumstances.
Our policies and procedures provide, among other things, for consultation on
significant matters, and ABC & Co. has designated partners of the Firm whose
opinions are to be sought on significant ethical, technical, and industry questions. The policies and procedures we have established are designed to assure
that our clients receive the best professional services we can provide and that
in providing those services we continually keep in mind the public interest in
our work. We expect our partners and staff to identify and resolve all important
issues relevant to an engagement.
More specifically, to achieve high quality professional performance, and to comply with the membership requirements of the AICPA Division for CPA Firms,
ABC & Co. has adopted policies and procedures that implement the quality control standards for the conduct of accounting and auditing engagements established by the American Institute of Certified Public Accountants. Those policies
and procedures relate to the following elements of quality control, among other
matters:
Independence, Integrity, and Objectivity—To be free from financial, business, family, and other relationships involving a client when required. To be
honest and candid within the constraints of client confidentiality. To have a
state of mind and a quality that lends value to the firms services and imposes
the obligation to be impartial, intellectually honest, and free of conflicts of interest.
Personnel Management—To hire individuals that possess the appropriate
characteristics to enable them to perform competently. To assign work to personnel who possess the technical training and competence required in the circumstances. To provide personnel with the training necessary to fulfill responsibilities assigned and satisfy applicable continuing professional education requirements. To select for advancement those individuals that have the qualifications necessary to fulfill responsibilities involved.
Acceptance and Continuance of Clients and Engagements—To appropriately consider the risks associated with providing professional services so as
to decrease the likelihood of association by the firm with clients and engagements in which client management lacks integrity. To associate with clients
and engagements in which the firm can reasonably expect to complete with
professional competence.
Engagement Performance—To determine that the design and execution of
work performed is efficient and in accordance with applicable professional standards. To have personnel refer to authoritative literature or other sources and
consult with individuals with the knowledge, technical competency, judgment,
and authority, when appropriate.
Monitoring—To develop a system to evaluate on an ongoing basis whether the
other elements of quality control established by the firm are suitably designed
and are being effectively applied.

We have also adopted appropriate policies and procedures in the above areas
to guide the conduct of tax and advisory services engagements.
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The adequacy of the Firm's quality control system for our accounting and auditing practice and our compliance with that system are independently evaluated
every three years through a peer review conducted under the auspices of the
AICPA Division for CPA Firms. The peer review report is available to our clients
and other interested parties.

Relationships With Clients
The value of our services is, to a large degree, dependent on the public perception
of our integrity and objectivity. If the public were to doubt our integrity or
objectivity—or our competence or professional care—as a result of our work for
a given client, the value of our services to that client, to all other clients, and
to the public at large could drop significantly. Accordingly, just as our clients
are selective in their choice of CPA firms, ABC & Co. is selective in accepting
clients. Our responsibilities to existing clients and to the public demand that
we consider the appropriateness of client relationships and that we carefully
consider the nature of services we are asked to provide and our ability to provide
those services in a quality manner in conformity with all relevant professional
standards.
When potential clients who disagree with their present auditors on significant
auditing, accounting, or reporting questions, request our opinion on the matter,
we consult within our Firm and with a potential client's present or predecessor
CPA firm before giving our final conclusion on the matter.
We value our reputation for quality services and believe that reputation is the
basis on which we attract new clients and build our practice for the future. We
are committed to rendering value for our fees and believe our clients should
have a reasonable basis for making that judgment for themselves. Accordingly,
we carefully evaluate the services we are asked to provide and the factors, such
as the nature of control systems and procedures, that will affect the costs we
expect to incur in providing such services before we inform present and potential clients of the fees we estimate those services will entail. Once ABC & Co.
undertakes a client engagement, we bring all the resources to that engagement
necessary in the circumstances.
We do not disclose to anyone outside of our Firm any confidential client information obtained in the course of any engagement unless the disclosure is
authorized by the client or is required to discharge properly our responsibilities under law or authoritative regulatory or professional standards. (Our peer
reviewers have access to client information, but they are bound by the same
standards of confidentiality).

Services Provided
ABC & Co. provides a full range of audit, accounting, tax, and advisory services,
consistent with ethical and professional standards and regulatory requirements
in the United States and with the limitations imposed by our Firm's membership in the AICPA Division for CPA Firms.
The services provided by CPA firms must be responsive to changes in the environment, which is affected by developments in information technology, the
increasing complexity of tax laws and regulations, greater demands by the
public for new types of information and CPA assurances on such information,
the increasing need of many clients for advisory services, and a host of other
factors.
If the public accounting profession as a whole, and ABC & Co. in particular, are
to meet the legitimate and changing needs of clients and the public, arbitrary
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restrictions on the services provided are not appropriate. However, ABC & Co.,
as a matter of policy, will undertake only engagements that we believe we can
perform with competence, that will be useful to our clients or to appropriate
third parties, that will not impair our independence in fact or appearance when
we also provide audit services to the client involved, and that will help attract
and retain the personnel we need to provide the knowledge base essential to
maintain our ability to serve our clients and the public in a professional manner.
In evaluating proposed engagements, as well as the way we inform clients and
others of our capabilities, we consider whether such engagements will lessen
public confidence in our independence, integrity, and objectivity in the performance of the audit function or in our commitment to that function.

SECPS Section 1000.43 Appendix I—Standard
Form of Letter Confirming the Cessation of the
Client-Auditor Relationship
[The following paragraph is effective June 1, 2014. See PCAOB Release No.
2013-010.]
(Date)
Mr. John Doe
Chief Financial Officer
XYZ Corporation
Anytown, USA
Dear Mr. Doe:
This is to confirm that the client-auditor relationship between XYZ Corporation
(Commission File Number X-XXXX) and Able Baker & Co. has ceased.
Sincerely,
_______________________
Able Baker & Co.
CC: Office of the Chief Accountant
SECPS Letter File
Securities and Exchange Commission
SECPSletters@sec.gov
100 F Street, NE
Washington, D.C. 20549
NOTE: The SEC has indicated that member firms may satisfy the SECPS notification requirements by e-mailing a copy of the SECPS letter to the SEC-Office
of the Chief Accountant (SECPSletters@sec.gov). A copy of the e-mail should
be retained by the sender as documentation of timely filing. The SEC strongly
encourages sending the notification letter by fe-mail to SECPSletters@sec.gov.
The SEC staff will accept the date the e-mail is received as the notification date.
If e-mail transmission is not available, alternatively, by order of preference, the
SECPS notification letter may be sent to the SEC via (1) fax to (202) 772-9252,
(2) U.S. Postal Service overnight delivery, (3) commercial overnight courier, or
(4) certified mail, "return receipt requested".
The exact name of the registrant and the Commission File Number as it appears
on the cover page of the Form 10-K should be used in the e-mail. If the cessation
of the client-auditor relationship affects multiple SEC registrants (e.g., a parent
with publicly-registered subsidiaries, series of mutual funds), the exact name
of each registrant and each Commission File Number should be set forth in the
SECPS e-mail.
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SECPS Section 1000.45 Appendix K—SECPS
Member Firms With Foreign Associated Firms That Audit
SEC Registrants
.01 The Section acknowledges that SECPS member firms that are members of, correspondents with, or similarly associated with international firms
or international associations usually do not control their international organization or individual foreign associated firms.1 However, the Section adopted
the membership requirement set forth in SECPS §1000.08(n) to obtain the assistance of SECPS member firms in their seeking to enhance the quality of
SEC filings by SEC registrants2 whose financial statements are audited by foreign associated firms. This assistance consists of SECPS member firms seeking
adoption of policies and procedures by their international organizations or individual foreign associated firms that are consistent with the following objectives:
a.

Procedures for Certain Filings by SEC Registrants—The policies
and procedures should address the performance of procedures
with respect to certain SEC filings by SEC registrants that are
clients of foreign associated firms by a person or persons knowledgeable in accounting, auditing, and independence standards
generally accepted in the U.S., independence requirements of the
SEC and ISB, and SEC rules and regulations in areas where such
rules and regulations are pertinent (the "filing reviewer"). The
procedures are performed to provide assistance to the partner of
the foreign associated firm responsible for the audit (the "audit
partner-in-charge of the engagement") and the foreign associated
firm. Such filings are limited to registration statements, annual
reports on Form 20-F and 10-K, and other SEC filings that include or incorporate the foreign associated firm's audit report on
the financial statements of an SEC registrant.
The procedures performed by the filing reviewer should generally
include the following:
(1) Reading the document to be filed with the SEC with particular attention given to compliance as to form of the financial statements (and related schedules) and auditors'
report with the applicable accounting and financial reporting requirements for such filings by the SEC registrant.
(2) Discussing with the audit partner-in-charge of the engagement:
(i) the engagement team's familiarity with and understanding of the applicable U.S. auditing, accounting, financial reporting, and independence
standards, including independence requirements
of the SEC and the ISB;
(ii) the significant differences between: (a) the accounting and financial reporting standards used
in the presentation of the financial statements included or incorporated in the document to be filed

1
For this purpose, a foreign associated firm is a firm domiciled outside of the United States and
its territories that is a member of, correspondent with, or similarly associated with an international
firm or international association of firms with which the SECPS member is associated.
2
See Appendix D, SECPS §1000.38, "Definition of an SEC Engagement" for purposes of determining compliance with the membership requirements of SECPS §1000.08e, f, g, h, i, k, m, n, o and p.
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b.

SECPS

with the SEC and those applicable in the U.S.,
and (b) the auditing and independence standards
of the foreign associated firm's domicile country
and those applicable in the U.S.; and
(iii) any significant auditing, accounting, financial reporting, and independence matters that come to
the attention of the filing reviewer when performing the procedures described above, including how
any such matters were addressed and resolved by
the audit partner-in-charge of the engagement.
(3) Documenting the results of the procedures performed.
The procedures performed by the filing reviewer described above
do not relieve the audit partner-in-charge of the engagement of
any of the responsibilities for the performance of the audit of,
and the report rendered by the foreign associated firm on, the
financial statements included in the document to be filed with
the SEC. Also, the filing reviewer does not assume any of the
responsibilities of the audit partner-in-charge of the engagement
or of any concurring reviewer.
Because of the limited nature of the procedures described above,
it is recognized that the filing reviewer can not and does not assume any responsibility for detecting a departure from, or noncompliance with, accounting, auditing, and independence standards generally accepted in the U.S., independence requirements
of the SEC and ISB, or SEC rules and regulations.
Inspection Procedures—The policies and procedures should address the review of a sample of audit engagements performed
by foreign associated firms for clients that are SEC registrants.
Such reviews may be performed as part of an annual inspection program of the international organization or the individual
foreign associated firms. The reviews of engagements should be
performed by a person or persons knowledgeable in accounting,
auditing, and independence standards generally accepted in the
U.S., independence requirements of the SEC and ISB, and SEC
rules and regulations in areas where such rules and regulations
are pertinent (the "inspection reviewer"). The need for knowledge
of relevant specialized industry practices should be considered.
Based on the procedures performed, the inspection reviewers
should determine whether anything came to their attention to
cause them to believe that:
(1) the financial statements were not presented in all material respects in conformity with accounting principles generally accepted in the U.S. or, if applicable, the footnote
reconciliation of the financial statements to U.S. GAAP did
not include appropriate treatment of the material reconciling items,
(2) the audit engagement was not performed in accordance
with auditing standards generally accepted in the U.S.,
(3) the document(s) filed with the SEC did not comply as to
form of the financial statements (and related schedules)
with pertinent SEC rules and regulations for such filings,
(4) the foreign associated firm did not comply with the applicable U.S. independence standards, including independence
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requirements of the SEC and ISB with respect to the SEC
registrant, or
(5) the foreign associated firm did not comply with procedures
consistent with those described in .01a. above.
c.

Disagreements—The policies and procedures should provide that
if the filing or inspection reviewer and the audit partner-in-charge
of the engagement have conflicting views as to the resolution of
matters that came to the attention of the filing or inspection reviewer when performing the procedures for certain filings or inspection described above, that disagreement should be resolved
in accordance with the applicable policy of the international organization or of the filing or inspection reviewer's firm.

SECPS Section 1000.46 Appendix L—Independence
Quality Controls
Introduction
Member firms1 must comply with the applicable independence standards promulgated by the American Institute of Certified Public Accountants (AICPA),
Independence Standards Board (ISB), and the Securities and Exchange Commission (SEC). The importance of compliance with such independence standards, and the quality control standards promulgated by the AICPA, should
be reinforced by the management of the member firm, thereby setting the appropriate "tone at the top" and instilling its importance into the professional
values and culture of the member firm. Member firm management should also
foster an environment where the seriousness and importance of compliance
can be evidenced in many forms, such as the member firm's commitment to the
training of professionals on independence policies and the action taken in the
case of non-compliance with such policies.

Requirements
1. Each member firm shall establish written independence policies covering relationships with "restricted entities," for example, relationships between
the restricted entity and the member firm (including, where applicable, its
foreign-associated firms2 ), its benefit plans, and its professionals. These policies
shall be written in language, to the extent possible, that is clear, concise, and
tailored to each member firm's independence policies and procedures, given the
complexity of the member firm's practice. These relationships would include
investments, loans, brokerage accounts, business relationships, employment
relationships, proscribed services, and fee arrangements. For purpose of this
membership requirement, "restricted entities" shall include all audit clients of
the member firm, and to the extent applicable its foreign-associated firms, that

1
For purposes of this requirement, member firm, unless otherwise noted, means the U.S. firm
that is the member of the SEC Practice Section.
2
For purposes of this requirement, a foreign-associated firm is an organization outside of the
United States and its territories that would normally include only those organizations that are reported on the member firm's annual report to the SECPS in accordance with §1000.08(n) and Appendix
K of the SECPS Reference Manual, but could include other organizations based on facts and circumstances.
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are SEC registrants and other entities3 that the member firm is required to be
independent of under the applicable SEC requirements.
a.

Persons classified as "professional staff" (including partners) in a
member firm's annual report to the SEC Practice Section (SECPS)
shall be considered "professionals" for this purpose.
b. For purposes of implementing these requirements, the term "SEC
registrant" is defined as (1) an issuer making an initial filing,
including amendments, under the Securities Act of 1933 or the
Securities Exchange Act of 1934 ("Exchange Act"); (2) a registrant that files periodic reports under the Investment Company
Act of 1940 or the Exchange Act; (3) a bank or other lending institution that files periodic reports under the Exchange Act with
the Comptroller of the Currency, the Federal Reserve System, the
Federal Deposit Insurance Corporation, or the Office of Thrift Supervision; (4) a company whose financial statements appear in the
annual report or proxy statement of an investment fund because
it is a sponsor or manager of such a fund, but which is not itself a
registrant required to file periodic reports under the Investment
Company Act of 1940 or section 13 or 15(d) of the Exchange Act;
and (5) a foreign private issuer defined by Rule 405 of Regulation
C under the Securities Act of 1933 and Rule 3b-4(c) under the
Exchange Act that has securities registered or has filed a registration statement with the SEC.
2. The member firm's independence policies shall be provided or otherwise
made available to all professionals, as defined in paragraph 1a. Substantive
changes to the member firm's policies shall be provided or otherwise made
available on a timely basis.
3. The member firm shall establish a training program to provide reasonable assurance that professionals understand the member firm's independence
policies. Each professional performing professional services for clients shall
complete near the time of initial employment and periodically thereafter, independence training as required by the member firm's policies. The specific content and extent and timing of the independence training requirements shall be
determined by the member firm's policies, but shall include the relevant rules
regarding investments, loans, brokerage accounts, business relationships, employment relationships, proscribed services and fee arrangements.
4. Each member firm shall maintain a database ("Restricted Entity List")
that includes all restricted entities, as described in paragraph 1. The member
firm's policies should explain why, when and how SEC registrant audit clients
(and other related entities as discussed above) are to be placed on the Restricted
Entity List. For member firms that provide an annual audit to more than 500
SEC registrants, an automated system to identify investment holdings of partners and managers that might impair independence is required. Member firms
that provide an annual audit to more than 500 SEC registrants are required to
have the automated system in place by December 31, 2000 or within a reasonable transition period upon achieving that number, not to exceed one year.
5. Each member firm shall designate a senior-level partner responsible
for: (1) overseeing the adequate functioning of the independence policies of and
the consultation process within the member firm; (2) providing or otherwise
3
For practical purposes, member firms may exclude entities whose securities are not available
for public sale.
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making the Restricted Entity List readily available to all professionals; (3)
keeping the Restricted Entity List updated on at least a monthly basis; and
(4) communicating additions to the Restricted Entity List on a timely basis
(generally monthly).
6. Member firms that have foreign-associated firms shall provide or otherwise make available the member firm's independence policies, required in paragraph 1, and its Restricted Entity List, required in paragraph 4, to its foreignassociated firms, including the partners and managers therein. This may be
accomplished directly by the member firm, by an international organization of
which the member firm is a participating firm, or by a foreign-associated firm.
7. Each member firm's independence policies and procedures should specifically require the following:
a.

b.

c.

d.

e.

4

Prior to obtaining any security or other financial interest in an
entity, professionals should review the Restricted Entity List to
determine whether the entity is included thereon. This review
would also be required by the professional's spouse and dependents.
Each professional shall certify near the time of initial employment and at least annually thereafter that he or she (1) has read
the member firm's independence policies, (2) understands their
applicability to his or her activities and those of his or her spouse
and dependents, and (3) has complied with the requirements of
the member firm's independence policies since the prior certification.4
Each professional shall report apparent violations of policies involving himself or herself and his or her spouse and dependents
and the corrective action taken or proposed to be taken on a timely
basis when identified. Reporting apparent violations under this
requirement would not include, for example, timely disposition of
client securities resulting from additions to the Restricted Entity
List or upon becoming subject to the independence rules of the
ISB, SEC or AICPA.
Each member firm shall have a monitoring system under the supervision of the senior-level partner designated in 5. above to determine that adequate corrective steps are taken and documented
on all apparent violations reported by professionals within the
member firm. The monitoring system should include procedures
to provide reasonable assurance that (i) investments of the member firm and its benefit plans are in compliance with the member
firm's policies and (ii) information received from its partners and
managers is complete and accurate. The monitoring system will
generally include auditing, on a sample basis, selected information such as brokerage statements, or alternative procedures that
accomplish the same objective.
Each member firm shall develop as part of its policies, guidelines
for actions to be taken against professionals for violations of independence. These policies will describe the potential sanctions to
levy against those professionals for violating member firm policies
and procedures or professional independence requirements.

The provisions of paragraph 7b are effective April 1, 2000 and shall be applied prospectively.
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Effective Date
Unless otherwise stated, all requirements with respect to the member firm are
effective December 31, 2000. All requirements with respect to a member firm's
foreign-associated firms are effective January 1, 2002.
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SECPS Section 8000

Continuing Professional Education
Requirements Effective for Educational Years
Beginning After May 31, 2002
Basic Requirements
.01 Continuing Professional Education (CPE) is the term used by the SEC
Practice Section to describe educational activities that assist a member firm's
professionals (as defined in paragraph 8000.09) in achieving and maintaining
quality in professional service.
This section sets forth the requirements of SEC Practice Section member firms
with respect to CPE as summarized into three categories, (1) Record-keeping
for each professional to ensure that each professional adheres to all CPE requirements (2) Adherence to standards for CPE program sponsors for each
program sponsored by the member firm and (3) Compliance with additional
CPE requirements of the SEC Practice Section.

CPE Record-keeping Requirements
.02 A member firm shall require and monitor all professionals in the member firm, regardless of whether they are AICPA members, to adhere to the following AICPA Policies for the CPE Membership Requirement ("AICPA
CPE Policies", See Appendix A of Section 8000 for these detailed policies):

•

Part II Basic Requirements
— Item A—Members in Public Practice
— Item G—Documentation and Record Retention

•
•

Part III Qualifying Programs
Part IV Exceptions

.03 A member firm shall require and monitor all professionals in the member firm, regardless of whether they are AICPA members, to adhere to the following Statement on Standards for CPE Programs Issued Jointly By the
AICPA and NASBA ("AICPA CPE Standards", See Appendix B of Section
8000 for these detailed standards):

•
•

Section 100—Preamble
Section 200—Standards for CPAs

.04 All professionals in the member firm, regardless of whether they are
AICPA members, shall be required to adhere to these AICPA CPE Policies and
AICPA CPE Standards. Accordingly, for purposes of applying these rules in the
SEC Practice Section, the term member as used in the AICPA CPE Policies and
the AICPA CPE Standards, shall mean all professionals in the member firm.
.05 Except as provided in SECPS §8000.08(g), each member firm must
maintain appropriate records for each professional for its most recent five
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educational years. These records should contain the following information for
each continuing professional education activity for which credit is claimed for
the individual:
a. Sponsoring organization
b. Title of program and description of content
c. Date(s) attended or completed
d. Location of program (city/state)
e. Number of continuing professional education contact hours
f. Appropriate evidence of completion
.06 Acceptable evidence of completion includes:
a.
b.

c.
d.
e.

For group programs, a certificate or other verification supplied by
the sponsor
For a university or college course that is successfully completed for
credit, a record of the grade the person received; for a non-credit
course, a record of attendance and completion
For self-study programs, a certificate supplied by the sponsor after
satisfactory completion of a workbook or examination
For instruction credit, evidence obtained from the sponsor of having been the instructor or discussion leader at a program
For published articles, books, or continuing professional education
programs, evidence of publication

Requirements for Program Sponsors
.07 Each CPE program sponsored by the member firm shall adhere to the
following AICPA CPE Standards, (See Appendix B of Section 8000 for these
detailed standards):

•

Section 300—Standards For CPE Program Sponsors

Additional CPE Requirements of the SEC Practice Section
.08 In addition to the requirements of §8000.02 to §8000.07 above, each
SEC Practice Section member firm shall adhere to and shall require and monitor its professionals to adhere to the following:
(a)

Selection of an Educational Year—Each member firm shall
select any consistently applied year-long period (educational year)
for applying these CPE policies. The educational year may differ
from the member firm's fiscal year; however, both periods are to be
specified in the annual report filed with the SECPS.1 (See SECPS
§1000.08g.) A change in a member firm's educational year shall
be stated in the firm's annual report for the year in which the
change is made.

1
When mandatory continuing professional education requirements for state licensing or for state
society membership provide that the period to be used for determining compliance with those requirements shall vary by individuals (for example, the period might coincide with the date of the individual's
license to practice), such periods may be used for determining whether there was compliance with the
SECPS's continuing professional education requirements during the firm's educational year.
Additionally, firms with offices in more than one state that are required to employ different periods in each state for maintaining compliance with continuing professional education requirements
are deemed to be in compliance with the SECPS's requirements.
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(b)

Partial Employment Years—Each member firm shall adhere
to and monitor compliance of each of its professionals with the
SEC Practice Section CPE requirements during each full educational year of the professional's employment with the firm.
Except as required by other regulatory bodies referred to in paragraph 8000.08(e) below, these requirements do not apply to professionals during their year of hire or year of termination.2

(c)

3-Year and Annual Minimum CPE Requirements—In accordance with the Section's membership requirement, (See
§1000.08(d)), all professionals shall obtain at least 20 credits
(hours) of qualifying CPE annually and at least 120 credits (hours)
every three years (which includes the three most recently completed educational years through the peer review year end).

(d)

Accounting and Auditing CPE Requirement—In accordance
with the Section's membership requirement, (See §1000.08(d)):
a. All professionals who devote at least 25% of their time
to performing audit, review or other attest engagements
(excluding compilations) or
b. All professionals who have the partner / manager-level responsibility for the overall supervision or review of any
such engagement
shall obtain at least 8 credits (hours) annually and 48 credits
(hours) every three years of CPE in subjects related to accounting
and auditing. The term accounting and auditing subjects should
be broadly interpreted, and for example, include subjects relating
to the business or economic environments of the entities to which
the professional is assigned.

(e)

Other Regulatory Bodies—Member firms are responsible to
ensure that professionals not only meet the specific CPE requirements of the SECPS, but also meet the CPE requirements of relevant state licensing bodies and other governmental entities.

(f)

Grace Period—Professionals who have not met all SEC Practice
Section CPE credit (hourly) requirements in Appendix A as noted
in paragraph 8000.02, paragraph 8000.03, paragraph 8000.08(c),
and paragraph 8000.08(d) during either an educational year or
a triennial educational period, shall have two months immediately following the period(s) to cure the deficiency. However, any
hours used to make up a prior deficiency, may not also be counted
towards the current period(s) requirement.

(g)

New SECPS Member Firms—New member firms shall elect
an educational year, which begins within twelve months of the
firm joining the SECPS. New member firms will be subject to all
SECPS CPE requirements effective upon the commencement of
the firm's first educational year.

2
Member firms have a responsibility to adopt policies and procedures that provide reasonable
assurance that all professional personnel are properly trained. The nature and extent of training
needed by part-time personnel depend on a number of factors, including the type of work they perform,
the degree of supervision they receive, and the number of hours they work. A firm should be prepared
to justify any decision not to require a part-time professional to participate in the required number of
continuing professional education hours.
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.09 Professional Defined—Persons classified as "professional staff" (including partners) in a member firm's annual report to the SEC Practice Section
(SECPS) shall be considered "professional" for purposes of these continuing
professional education policies. (See SECPS §1000.08g(5)). Professionals shall
include all CPA and non-CPA professionals who reside in the United States.
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Appendix A—AICPA Policies for the CPE
Membership Requirement
Revised December 2001

I. GENERAL
A.

Purpose—The purpose of the continuing professional education
(CPE) requirement is to increase the professional competence of each
member. Members are expected to maintain the high standards of the
profession by selecting quality education programs to fulfill their continuing education requirements. Members will have wide latitude in
selecting continuing education programs suitable to their professional
activities. This policy contains the following sections:
General
Basic Requirements
Qualifying Programs
Exceptions
Audits of CPE

I.
II.
III.
IV.
V.

B.

AICPA vs. State Requirements—Members of the American Institute of Certified Public Accountants (AICPA) who are Certified Public Accountants licensed in specific states and/or who are members of
their respective state CPA societies are cautioned that the AICPA's
CPE policy, while similar in many respects to the state boards of accountancy and state CPA society policies, is not identical. For example,
the AICPA's continuing education requirement covers a three-year period in contrast to the states' one- two- or three-year periods, and some
states may not award CPE credit for some subjects. Thus, complying
with the AICPA's policy may not necessarily maintain membership in
state CPA societies or provide for continued state licensing or certification. Individuals should carefully consult the relevant state boards of
accountancy and/or state CPA society guidance to ensure compliance.

C.

Effective Date—These policies apply to all members and became effective as of January 1, 1990.

D.

Failure to Meet CPE Requirements—Failure to meet the CPE requirements will, unless the requirement is waived under section IV,
result in a loss of membership in the AICPA.

II. BASIC REQUIREMENTS
A.

Members—From January 1, 2001, forward and for each three-year
reporting period thereafter, all AICPA members shall complete 120
hours, or its equivalent, of continuing professional education. Compliance can be achieved either by a formal program of education or by any
other means, however measured, that would be reasonably expected to
maintain professional competencies in the member's area of practice
or employment. Members shall report compliance with such requirement to the AICPA each year and shall keep appropriate records and
submit copies of such on request of the Institute.
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B.

C.

D.

New Members—For those individuals joining the AICPA on January
1, 1990, and thereafter ("new members"), the three-year reporting period and the CPE requirements begin in the calendar year following
the year membership commences. For example, a new member in calendar year 1993 begins a three-year reporting period on January 1,
1994, which ends December 31, 1996, and is required, beginning for
the calendar year 1994, to comply with the CPE requirements set forth
above.
Reinstatement—Individuals applying for reinstatement who have
voluntarily or involuntarily lost their membership or come out of retirement or inactive status shall be treated as "new members." Their
new three-year reporting period for CPE requirements begins in the
calendar year following their reinstatement.
Changing Status—Members changing from or to public practice do
not begin a new three-year reporting period. However, the CPE requirement shall be adjusted to the following three-year totals:

To Public Practice
From Public Practice

Year 1
120
100

Year of Change
Year 2
Year 3
110
100
110
120

E.

Grace Period—Any member who has not completed the required
number of hours during a reporting period will be allowed the two
months immediately following the period to make up the deficiency.
Hours credited toward a deficiency during this two-month period may
not be counted toward the annual minimum requirement of the educational year in which they are taken. Furthermore, any continuing
professional education hours claimed during the two-month period to
make up any deficiency for the preceding three-year period may not be
counted toward the requirement for the three-year reporting period in
which they are taken.

F.

Reporting—No separate reporting is required. By paying their dues
each year, members affirm they are in compliance with the CPE membership requirements. Members should keep detailed records of the
CPE they complete in the event they are selected to verify their compliance. See the next section for information that should be retained.

G.

Documentation and Records Retention—Members of the AICPA
bear the primary responsibility of documenting that they have complied with the CPE requirements. They should retain evidence of satisfactory completion for a period of five years after the completion of
the educational programs. For each CPE program completed, members
should be able to document the following:

SECPS

1.

Sponsor

2.

Title and description of content

3.

Date(s)

4.

Location

5.

Number of CPE contact hours.
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III. QUALIFYING PROGRAMS
Members have wide latitude in selecting continuing professional education suitable to their professional activities. The underlying principle is that all programs should contribute to a member's professional competence. Acceptable
subjects include the fields of study set forth in the AICPA National CPE Curriculum: accounting and auditing, consulting services, specialized knowledge
and applications, management, personal development, and taxation. Other subjects may also be acceptable if they maintain and/or increase the accounting
professional's competence. Members have the option of selecting programs that
relate to their specific jobs. For example, a member in industry who is engaged
in marketing activities may fulfill the requirement by completing continuing
education in marketing and a member who owns or operates a small business
may complete CPE that relates to running that business.
Members may participate in CPE programs sponsored by a wide variety of
organizations including, but not limited to, the AICPA, state societies of CPAs,
other professional associations, colleges and universities, and their own firms.
Service as an instructor at a CPE program may qualify when it increases the
instructor's professional competence. Writing published articles, books or CPE
programs may also qualify.
CPE credit should be measured in whole hours and claimed only for the time
a group study program is actually attended. (CPE credit is measured in 50minute "contact hours.") CPE credit for self-study programs is recommended
by the sponsor and must be documented by a certificate or other evidence of
completion.
Ultimately the CPE credit claimed is the responsibility of the individual member. Each member must only claim credit for the formal programs of learning
he or she actually completed that contributed to his or her professional competence.
For more detailed information about qualifying programs, please refer to the
Statement on Standards for Continuing Professional Education (CPE) Programs which is included here [sections 100–400] as part of these policies. Members must comply with those standards that apply to individual accounting
professionals—namely, the standards in these sections: General Standards,
Standards for CPE Program Measurement, and Standards for CPE Program
Reporting. The other two sections contain standards that apply to program
developers and program sponsors. To the extent a member is in the role of a
program developer or sponsor, he or she must also comply with the developer
and sponsor standards. Members are not responsible to see that the program
developers and sponsors of programs they attend are in compliance with the
CPE standards.

IV. EXCEPTIONS
A.

General—Members may request a waiver if they are prohibited from
fulfilling the CPE requirements for the reasons set forth below. Such requests must be submitted in writing to the CPE Division of the AICPA.
When the status changes from the one for which the exception applies,
the CPE requirement begins in the calendar year following the change.
1.

Foreign Residency—The request should include the country of
residence, the name of the employer, the principal duties and responsibilities performed, and the reasons foreign residency prohibits fulfilling the requirement.
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Health—The request should include the nature of the illness, the
name and address of the attending physician, and the reason the
illness prohibits fulfilling the requirement.
3. Military Service—The request should include the principal duties performed, where stationed, the name and address of member's commanding officer, and the reason why military service
prohibits fulfilling the requirement.
4. Other Similar Reasons—The request should include the nature
of the hardship and the reason why it prohibits fulfilling the CPE
requirement.
Retired and Inactive Members—For purposes of the CPE requirement, "retired" and "inactive" mean a member is in one of those categories for paying AICPA dues. Retired members and inactive members
who are unemployed or have left the workforce to raise a family are exempt from the CPE requirement. Members who are retired or exempt
for any part of the year are exempt for the full year.
2.

B.

V. AUDITS OF CPE
The AICPA will verify compliance on a test basis. The extent and scope of such
examination will be determined and administered by the AICPA.
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Appendix B—AICPA Statement on Standards
For Continuing Professional Education Programs
The following standards are issued jointly by the AICPA and NASBA.

Section 100—Preamble
01. The right to use the title "Certified Public Accountant" (CPA) is regulated in the public interest and imposes a duty to maintain public confidence
and current knowledge, skills, and abilities in all areas in which they provide
services. CPAs must accept and fulfill their ethical responsibilities to the public
and the profession regardless of their fields of employment.3
02. The profession of accountancy is characterized by an explosion of relevant knowledge, ongoing changes and expansion, and increasing complexity. Advancing technology, globalization of commerce, increasing specialization,
proliferating regulations, and the complex nature of business transactions have
created a dynamic environment that requires CPAs to continuously maintain
and enhance their knowledge, skills, and abilities.
03. The continuing development of professional competence involves a program of lifelong educational activities. Continuing Professional Education
(CPE) is the term used in these standards to describe the educational activities
that assist CPAs in achieving and maintaining quality in professional services.
04. The following standards have been broadly stated in recognition of the
diversity of practice and experience among CPAs. They establish a framework
for the development, presentation, measurement, and reporting of CPE programs and thereby help to ensure that CPAs receive the quality CPE necessary
to satisfy their obligations to serve the public interest.

Section 200—Standards for CPAs
General Standards
01. Standard No. 1. All CPAs should participate in learning activities that maintain and/or improve their professional competence.4
02. Commentary. Selection of learning activities should be a thoughtful, reflective process addressing the individual CPA's current and future professional plans, current knowledge and skills level, and desired or needed
additional competence to meet future opportunities and/or professional responsibilities.
03. CPAs' fields of employment do not limit the need for CPE. CPAs
performing professional services need to have a broad range of knowledge,
skills, and abilities. Thus, the concept of professional competence should be
interpreted broadly. Accordingly, acceptable continuing education encompasses
3
The term "CPAs" is used in these standards to identify all persons who are licensed and/or
regulated by boards of accountancy.
4
The terms "should" and "must" are intended to convey specific meanings within the context of
this Joint AICPA/NASBA Statement on Standards for Continuing Professional Education Programs
[sections 100–400]. The term "must" is used only in the standards applying to CPE program sponsors
to convey that CPE program sponsors are not permitted any departure from those specific standards.
The term "should" is used in the standards applying to both CPAs and CPE program sponsors and is
intended to convey that CPAs and CPE program sponsors are expected to follow such standards as
written and are required to justify any departures from such standards when unusual circumstances
warrant such departures.
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programs contributing to the development and maintenance of both technical
and non-technical professional skills.
04. Acceptable subjects include accounting, assurance/auditing, consulting
services, specialized knowledge and applications, management, taxation, and
ethics. Other subjects, including personal development, may also be acceptable
if they maintain and/or improve the CPA's professional competence.
05. To help guide their professional development, CPAs may find it useful
to develop a learning plan (see definition in Glossary [section 400.15]). The
learning plan can be used to evaluate learning and professional competence
development. It should be reviewed periodically and modified as professional
competence needs change.
06. Standard No. 2. CPAs should comply with all applicable CPE
requirements and should claim CPE credit only for CPE programs
when the CPE program sponsors have complied with the Standards
for CPE Program Presentation (Nos. 8–11) and Standard for CPE Program Reporting No. 17.
07. Commentary. CPAs are responsible for compliance with all applicable CPE requirements, rules, and regulations of state licensing bodies, other
governmental entities, membership associations, and other professional organizations or bodies. CPAs should contact each appropriate entity to which they
report to determine its specific requirements or any exceptions it may have to
the standards presented herein.
08. Periodically, CPAs participate in learning activities which do not comply with all applicable CPE requirements, for example specialized industry programs offered through industry sponsors. If CPAs propose to claim credit for
such learning activities, they should retain all relevant information regarding
the program to provide documentation to state licensing bodies and/or all other
professional organizations or bodies that the learning activity is equivalent to
one which meets all these Standards.
09. Standard No. 3. CPAs are responsible for accurate reporting of
the appropriate number of CPE credits earned and should retain appropriate documentation of their participation in learning activities,
including: (1) name and contact information of CPE program sponsor,
(2) title and description of content, (3) date(s) of program, (4) location
(if applicable), and (5) number of CPE credits, all of which should be
included in documentation provided by the CPE program sponsor.
10. Commentary. To protect the public interest, regulators require
CPAs to document maintenance and enhancement of professional competence through periodic reporting of CPE. For convenience, measurement is
expressed in CPE credits. However, the objective of CPE must always be maintenance/enhancement of professional competence, not attainment of credits.
Compliance with regulatory and other requirements mandates that CPAs keep
documentation of their participation in activities designed to maintain and/or
improve professional competence. In the absence of legal or other requirements,
a reasonable policy is to retain documentation for a minimum of five years from
the end of the year in which the learning activities were completed.
11. Participants must document their claims of CPE credit. Examples of
acceptable evidence of completion include:

SECPS

•

For group and independent study programs, a certificate or other
verification supplied by the CPE program sponsor.

•

For self-study programs, a certificate supplied by the CPE program
sponsor after satisfactory completion of an examination.
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•

For instruction credit, a certificate or other verification supplied
by the CPE program sponsor.

•

For a university or college course that is successfully completed for
credit, a record or transcript of the grade the participant received.

•

For university or college non-credit courses, a certificate of attendance issued by a representative of the university or college.

•

For published articles, books, or CPE programs, (1) a copy of the
publication (or in the case of a CPE program, course development
documentation) that names the writer as author or contributor,
(2) a statement from the writer supporting the number of CPE
hours claimed, and (3) the name and contact information of the
independent reviewer(s) or publisher.

12. Standard No. 4. CPAs who complete sponsored learning activities that maintain or improve their professional competence should
claim the CPE credits recommended by CPE program sponsors.
13. Commentary. CPAs may participate in a variety of sponsored learning activities, such as workshops, seminars and conferences, self-study courses,
Internet-based programs, and independent study. While CPE program sponsors
determine credits, CPAs should claim credit only for activities through which
they maintained or improved their professional competence. CPAs who participate in only part of a program should claim CPE credit only for the portion
they attended or completed.
14. Standard No. 5. CPAs may engage in independent study under the direction of a CPE program sponsor who has met the applicable standards for CPE program sponsors when the subject matter and
level of study maintain or improve their professional competence.
15. Commentary. Independent study is an educational process designed
to permit a participant to learn a given subject under the guidance of a CPE
program sponsor one-on-one. Participants in an independent study program
should:

•

Enter into a written learning contract with a CPE program sponsor who must comply with the applicable standards for CPE program sponsors.

•

Accept the written recommendation of the CPE program sponsor
as to the number of credits to be earned upon successful completion
of the proposed learning activities. CPE credits will be awarded
only if:
1. All the requirements of the independent study as outlined
in the learning contract are met,
2. The CPE program sponsor reviews and signs the participant's report,
3. The CPE program sponsor reports to the participant the
actual credits earned, and
4. The CPE program sponsor provides the participant with
contact information.
The credits to be recommended by an independent study
CPE program sponsor should be agreed upon in advance
and should be equated to the effort expended to improve
professional competence. The credits cannot exceed the
time devoted to the learning activities and may be less
than the actual time involved.
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•

Retain the necessary documentation to satisfy regulatory requirements as to the content, inputs, and outcomes of the independent
study.

•

Complete the program of independent study in 15 weeks or less.

Section 300—Standards for CPE Program Sponsors
General Standards
01. Standard No. 1. CPE program sponsors are responsible for
compliance with all applicable standards and other CPE requirements.
02. Commentary. CPE program sponsors may have to meet specific CPE
requirements of state licensing bodies, other governmental entities, membership associations, and/or other professional organizations or bodies. Professional guidance for CPE program sponsors is available from the AICPA and
NASBA; state-specific guidance is available from the state boards of accountancy. CPE program sponsors should contact the appropriate entity to determine requirements.

Standards for CPE Program Development
03. Standard No. 2. Sponsored learning activities must be based
on relevant learning objectives and outcomes that clearly articulate
the knowledge, skills, and abilities that can be achieved by participants in the learning activities.
04. Commentary. Learning activities provided by CPE program sponsors for the benefit of CPAs should specify the level, content, and learning objectives so that potential participants can determine if the learning activities
are appropriate to their professional competence development needs. Levels
include, for example, basic, intermediate, advanced, update, and overview (see
definitions in Glossary [section 400]).
05. Standard No. 3. CPE program sponsors should develop and execute learning activities in a manner consistent with the prerequisite
education, experience, and/or advance preparation of participants.
06. Commentary. To the extent it is possible to do so, CPE program
sponsors should make every attempt to equate program content and level with
the backgrounds of intended participants. All programs must clearly identify
prerequisite education, experience, and/or advance preparation, if any, in precise language so that potential participants can readily ascertain whether they
qualify for the program.
07. Standard No. 4. CPE program sponsors must use activities,
materials, and delivery systems that are current, technically accurate,
and effectively designed. CPE program sponsors must be qualified in
the subject matter.
08. Commentary. To best facilitate the learning process, sponsored programs and materials must be prepared, presented and updated timely. Learning
activities must be developed by individuals or teams having expertise in the
subject matter. Expertise may be demonstrated through practical experience
or education.
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09. CPE program sponsors must review the course materials periodically
to assure that they are accurate and consistent with currently accepted standards relating to the program's subject matter.
10. Standard No. 5. CPE program sponsors of group and self-study
programs must ensure learning activities are reviewed by qualified
persons other than those who developed them to assure that the program is technically accurate and current and addresses the stated
learning objectives. These reviews must occur before the first presentation of these materials and again after each significant revision of
the CPE programs.
11. Commentary. Individuals or teams qualified in the subject matter
must review programs. When it is impractical to review certain programs in
advance, such as lectures given only once, greater reliance should be placed
on the recognized professional competence of the instructors or presenters. Using independent reviewing organizations familiar with these standards may
enhance quality assurance.
12. Standard No. 6. CPE program sponsors of independent study
learning activities must be qualified in the subject matter.
13. Commentary. A CPE program sponsor of independent study learning activities must have expertise in the specific subject area related to the
independent study. The CPE program sponsor must also:

•

Review, evaluate, approve and sign the proposed independent
study learning contract, including agreeing in advance on the
number of credits to be recommended upon successful completion.

•

Review and sign the written report developed by the participant
in independent study.

•

Retain the necessary documentation to satisfy regulatory requirements as to the content, inputs, and outcomes of the independent
study.

14. Standard No. 7. Self-study programs must employ learning
methodologies that clearly define learning objectives, guide the participant through the learning process, and provide evidence of a participant’s satisfactory completion of the program.
15. Commentary. To guide participants through a learning process, CPE
program sponsors of self-study programs must elicit participant responses to
test for understanding of the material, offer evaluative feedback to incorrect
responses, and provide reinforcement feedback to correct responses. To provide
evidence of satisfactory completion of the course, CPE program sponsors of
self-study programs must require participants to successfully complete a final
examination with a minimum-passing grade of at least 70 percent before issuing CPE credit for the course. Examinations may contain questions of varying
format, (for example, multiple-choice, essay and simulations.) If objective type
questions are used, at least five questions per CPE credit must be included
on the final examination. For example, the final examination for a five-credit
course must include at least 25 questions.
16. Self-study programs must be based on materials specifically developed
for instructional use. Self-study programs requiring only the reading of general
professional literature, IRS publications, or reference manuals followed by a
test will not be acceptable. However, the use of the publications and reference
materials in self-study programs as supplements to the instructional materials
could qualify if the self-study program complies with each of the CPE standards.
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Standards for CPE Program Presentation
17. Standard No. 8. CPE program sponsors must provide descriptive materials that enable CPAs to assess the appropriateness of learning activities. To accomplish this, CPE program sponsors must inform
participants in advance of:

•
•
•
•
•
•
•
•

Learning objectives.
Prerequisites.
Program level.
Program content.
Advance preparation.
Instructional delivery methods.
Recommended CPE credit.
Course registration requirements.

18. Commentary. For potential participants to effectively plan their
CPE, the program sponsor should disclose the significant features of the program in advance (e.g., through the use of brochures, Internet notices, invitations, direct mail, or other announcements). When CPE programs are offered
in conjunction with noneducational activities, or when several CPE programs
are offered concurrently, participants should receive an appropriate schedule
of events indicating those components that are recommended for CPE credit.
The CPE program sponsor's registration policies and procedures should be formalized, published, and made available to participants.
19. CPE program sponsors should distribute program materials timely and
encourage participants to complete any advance preparation requirements. All
programs should clearly identify prerequisite education, experience, and/or advance preparation requirements, if any, in the descriptive materials. Prerequisites should be written in precise language so that potential participants can
readily ascertain whether they qualify for the program.
20. Standard No. 9. CPE program sponsors must ensure instructors are qualified with respect to both program content and instructional methods used.
21. Commentary. Instructors are key ingredients in the learning process
for any group program. Therefore, it is imperative that CPE program sponsors
exercise great care in selecting qualified instructors for all group programs.
Qualified instructors are those who are capable, through training, education,
or experience of communicating effectively and providing an environment conducive to learning. They should be competent and current in the subject matter,
skilled in the use of the appropriate instructional methods and technology, and
prepared in advance.
22. CPE program sponsors should evaluate the instructor's performance
at the conclusion of each program to determine the instructor's suitability to
serve in the future.
23. Standard No. 10. CPE program sponsors must employ an effective means for evaluating learning activity quality with respect to
content and presentation, as well as provide a mechanism for participants to assess whether learning objectives were met.
24. Commentary. The objectives of evaluation are to assess participant
satisfaction with specific programs and to increase subsequent program effectiveness. Evaluations, whether written or electronic, should be solicited from
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participants and instructors for each program session, including self-study, to
determine, among other things, whether:

•
•
•
•

Stated learning objectives were met.

•
•
•
•
•

Time allotted to the learning activity was appropriate.

If applicable, prerequisite requirements were appropriate.
Program materials were accurate.
Program materials were relevant and contributed to the achievement of the learning objectives.
If applicable, individual instructors were effective.
Facilities and/or technological equipment was appropriate.
Handout or advance preparation materials were satisfactory.
Audio and video materials were effective.

25. CPE program sponsors should periodically review evaluation results
to assess program effectiveness and should inform developers and instructors
of evaluation results.
26. Standard No. 11. CPE program sponsors must ensure instructional methods employed are appropriate for the learning activities.
Learning activities should be presented in a manner consistent with
the descriptive and technical materials provided.
27. Commentary. CPE program sponsors should evaluate the instructional methods employed for the learning activities to determine if the delivery
is appropriate and effective. Integral aspects in the learning environment that
should be carefully monitored include the number of participants and the facilities and technologies employed in the delivery of the learning activity.
28. CPE program sponsors are expected to present learning activities that
comply with course descriptions and objectives. Appropriate supplemental materials may also be used.

Standards for CPE Program Measurement
29. Standard No. 12. Sponsored learning activities are measured
by program length, with one 50-minute period equal to one CPE credit.
One-half CPE credit increments (equal to 25 minutes) are permitted
after the first credit has been earned in a given learning activity.
30. Commentary. For learning activities in which individual segments
are less than 50 minutes, the sum of the segments should be considered one
total program. For example, five 30-minute presentations would equal 150 minutes and should be counted as three CPE credits. When the total minutes of
a sponsored learning activity are greater than 50, but not equally divisible by
50, the CPE credits granted should be rounded down to the nearest one-half
credit. Thus, learning activities with segments totaling 140 minutes should be
granted two and one-half CPE credits.
31. While it is the participant's responsibility to report the appropriate
number of credits earned, CPE program sponsors must monitor group learning
activities to assign the correct number of CPE credits.
32. For university or college credit courses that meet these CPE Standards,
each unit of college credit shall equal the following CPE credits:

•
•

Semester System 15 credits
Quarter System 10 credits

SECPS

2470

Interim SECPS Standards

33. For university or college non-credit courses that meet these CPE standards, CPE credits shall be awarded only for the actual classroom time spent
in the non-credit course.
34. Credit is not granted to participants for preparation time.
35. Only the portions of committee or staff meetings that are designed as
programs of learning and comply with these standards qualify for CPE credit.
36. Standard No. 13. CPE credit for self-study learning activities
must be based on a pilot test of the average completion time.
37. Commentary. A sample of intended professional participants should
be selected to test program materials in an environment and manner similar to
that in which the program is to be presented. The sample group of at least three
individuals must be independent of the program development group and possess the appropriate level of knowledge before taking the program. The sample
does not have to ensure statistical validity. CPE credits should be recommended
based on the average completion time for the sample. If substantive changes
are subsequently made to program materials further pilot tests of the revised
program materials should be conducted to affirm or amend, as appropriate, the
average completion time.
38. Standard No. 14. Instructors or discussion leaders of learning
activities should receive CPE credit for both their preparation and
presentation time to the extent the activities maintain or improve their
professional competence and meet the requirements of these CPE standards.
39. Commentary. Instructors, discussion leaders, or speakers who
present a learning activity for the first time should receive CPE credit for actual preparation time up to two times the number of CPE credits to which
participants would be entitled, in addition to the time for presentation. For example, for learning activities in which participants could receive 8 CPE credits,
instructors may receive up to 24 CPE credits (16 for preparation plus 8 for presentation). For repeat presentations, CPE credit can be claimed only if it can
be demonstrated that the learning activity content was substantially changed
and such change required significant additional study or research.
40. Standard No. 15. Writers of published articles, books, or CPE
programs should receive CPE credit for their research and writing
time to the extent it maintains or improves their professional competence.
41. Commentary. Writing articles, books, or CPE programs for publication is a structured activity that involves a process of learning. For the writer to
receive CPE credit, the article, book, or CPE program must be formally reviewed
by an independent party. CPE credits should be claimed only upon publication.
42. Standard No. 16. CPE credits recommended by a CPE program
sponsor of independent study must not exceed the time the participant
devoted to complete the learning activities specified in the learning
contract.
43. Commentary. The credits to be recommended by an independent
study CPE program sponsor should be agreed upon in advance and should be
equated to the effort expended to improve professional competence. The credits
cannot exceed the time devoted to the learning activities and may be less than
the actual time involved.
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Standards for CPE Program Reporting
44. Standard No. 17. CPE program sponsors must provide program participants with documentation of their participation, which
includes the following:

•
•
•
•
•
•
•
•
•

CPE program sponsor name and contact information.
Participant’s name.
Course title.
Course field of study.
Date offered or completed.
If applicable, location.
Type of instructional/delivery method used.
Amount of CPE credit recommended.
Verification by CPE program sponsor representative.

45. Commentary. CPE program sponsors should provide participants
with documentation to support their claims of CPE credit. Acceptable evidence
of completion includes:

•

For group and independent study programs, a certificate or other
verification supplied by the CPE program sponsor.

•

For self-study programs, a certificate supplied by the CPE program
sponsor after satisfactory completion of an examination.

•

For instruction credit, a certificate or other verification supplied
by the CPE program sponsor.

•

For a university or college course that is successfully completed for
credit, a record or transcript of the grade the participant received.

•

For university or college non-credit courses, a certificate of attendance issued by a representative of the university or college.

•

For published articles, books, or CPE programs, (1) a copy of the
publication (or in the case of a CPE program, course development
documentation) that names the writer as author or contributor,
(2) a statement from the writer supporting the number of CPE
hours claimed, and (3) the name and contact information of the
independent reviewer(s) or publisher.

46. Standard No. 18. CPE program sponsors must retain adequate
documentation for five years to support their compliance with these
standards and the reports that may be required of participants.
47. Commentary. Evidence of compliance with responsibilities set forth
under these Standards which is to be retained by CPE program sponsors includes, but is not limited to:

•
•
•
•
•

Records of participation.
Dates and locations.
Instructor names and credentials.
Number of CPE credits earned by participants.
Results of program evaluations.
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Information to be retained by developers includes copies of program materials,
evidence that the program materials were developed and reviewed by qualified
parties, and a record of how CPE credits were determined.
48. For CPE program sponsors offering self-study programs, appropriate
pilot test records must be retained regarding the following:

•
•
•
•
•

When the pilot test was conducted.
The intended participant population.
How the sample was determined.
Names and profiles of sample participants.
A summary of participants' actual completion time.

Section 400—Glossary
01. Advanced. Learning activity level most useful for individuals with
mastery of the particular topic. This level focuses on the development of indepth knowledge, a variety of skills, or a broader range of applications.
Advanced level programs are often appropriate for seasoned professionals
within organizations; however, they may also be beneficial for other professionals with specialized knowledge in a subject area.
02. Basic. Learning activity level most beneficial to CPAs new to a skill
or an attribute. These individuals are often at the staff or entry level in organizations, although such programs may also benefit a seasoned professional with
limited exposure to the area.
03. Continuing Professional Education (CPE). An integral part of
the lifelong learning required to provide competent service to the public. The
set of activities that enables CPAs to maintain and improve their professional
competence.
04. CPE credit. Fifty minutes of participation in a group, independent
study or self-study program. One-half CPE credit increments (equal to 25 minutes) are permitted after the first credit has been earned in a given learning
activity.
05. CPE program sponsor. The individual or organization responsible
for setting learning objectives, developing the program materials to achieve
such objectives, offering a program to participants, and maintaining the documentation required by these standards. The term CPE program sponsor may
include associations of CPAs, whether formal or informal, as well as employers
who offer in-house programs.
06. Evaluative feedback. Specific response to incorrect answers to questions in self-study programs. Unique feedback must be provided for each incorrect response, as each one is likely to be wrong for differing reasons.
07. Group program. An educational process designed to permit a participant to learn a given subject through interaction with an instructor and
other participants either in a classroom or conference setting or by using the
Internet.
08. Independent study. An educational process designed to permit a
participant to learn a given subject under a learning contract with a CPE program sponsor.
09. Instructional methods. Delivery strategies such as case studies, computer-assisted learning, lectures, group participation, programmed
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instruction, teleconferencing, use of audiovisual aids, or work groups employed
in group, self-study, or independent study programs.
10. Intermediate. Learning activity level that builds on a basic program,
most appropriate for CPAs with detailed knowledge in an area. Such persons
are often at a mid-level within the organization, with operational and/or supervisory responsibilities.
11. Internet-based programs. A learning activity, through a group program (paragraph .07 above) or a self-study program (paragraph .22 following),
that is designed to permit a participant to learn the given subject matter via
the Internet. To qualify as either a group or self-study program, the Internet
learning activity must meet the respective standards.
12. Learning activity. An educational endeavor that maintains or improves professional competence.
13. Learning contract. A written contract signed by an independent
study participant and a qualified CPE program sponsor prior to the commencement of the independent study that:
1.

Specifies the nature of the independent study program and the
time frame over which it is to be completed, not to exceed 15
weeks.
2. Specifies that the output must be in the form of a written report
that will be reviewed by the CPE program sponsor or a qualified
person selected by the CPE program sponsor.
3. Outlines the maximum CPE credit that will be awarded for the
independent study program, but limits credit to actual time spent.
14. Learning objectives. Specifications on what participants should accomplish in a learning activity. Learning objectives are useful to program developers in deciding appropriate instructional methods and allocating time to
various subjects.
15. Learning plans. Structured processes that help CPAs guide their
professional development. They are dynamic instruments used to evaluate and
document learning and professional competence development. This may be reviewed regularly and modified, as CPAs' professional competence needs change.
Plans include:

•

A self-assessment of the gap between current and needed knowledge, skills, and abilities;

•
•

A set of learning objectives arising from this assessment; and
Learning activities to be undertaken to fulfill the learning plan.

16. Overview. Learning activity level that provides a general review of a
subject area from a broad perspective. These programs may be appropriate for
professionals at all organizational levels.
17. Personal development. A field of study that covers such skills as
communications, managing the group process, dealing effectively with others,
interviewing, counseling, and career planning.
18. Pilot test. Sampling of at least three independent individuals representative of the intended participants to measure the average completion time
to determine the recommended CPE credit for self-study programs.
19. Professional competence. Having requisite knowledge, skills, and
abilities to provide quality services as defined by the technical and ethical standards of the profession. The expertise needed to undertake professional responsibilities and to serve the public interest.
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20. Program of learning. A collection of learning activities that are designed and intended as continuing education and that comply with these standards.
21. Reinforcement feedback. Specific responses to correct answers to
questions in self-study programs. Such feedback restates why the answer selected was correct.
22. Self-study program. An educational process designed to permit a
participant to learn a given subject without major involvement of an instructor.
Self-study programs use a pilot test to measure the average completion time
from which the recommended CPE credit is determined.
23. Update. Learning activity level that provides a general review of new
developments. This level is for participants with a background in the subject
area who desire to keep current.

Effective Dates:
Unless otherwise established by state licensing bodies and/or other professional
organizations, these Standards are to be effective as follows:

SECPS

•

For CPAs, group programs and independent study—January 1,
2002.

•

For self-study courses being published for the first time after December 31, 2002—upon publication.

•

For self-study courses already in existence as of December 31,
2002—January 1, 2004.
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Section 100

SELECT PCAOB STAFF QUESTIONS AND
ANSWERS
.01 STAFF QUESTIONS AND ANSWERS

Audits of Financial Statements of Non-Issuers
Performed Pursuant to the Standards of the
Public Company Accounting Oversight Board
June 30, 2004

Summary
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers related to PCAOB Auditing Standard
No. 1, References in Auditors' Reports to the Standards of the Public Company
Accounting Oversight Board ("Auditing Standard No. 1"), were prepared by the
Office of the Chief Auditor. Questions should be directed to C. Gregory Scates,
Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), or Thomas Ray,
Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org).
***
The Sarbanes-Oxley Act of 2002 (the "Act") directs the Public Company Accounting Oversight Board to establish auditing and related attestation, quality
control, ethics and independence standards, to be used by registered public
accounting firms in the preparation and issuance of audit reports of issuers.1
The Act and PCAOB Rules require audits of issuers to be conducted in accordance with PCAOB standards. When issuing an audit report on the financial
statements of an issuer, PCAOB Auditing Standard No. 1 requires registered
public accounting firms to include a reference to "the standards of the Public
Company Accounting Oversight Board (United States)." In contexts other than
an audit of the financial statements of an issuer, however, auditors, whether
registered or not, may be legally required to, or may agree voluntarily to, perform an engagement in accordance with PCAOB standards or some portion of
1
Section 2(a) of the Act defines "issuer" as "an issuer (as defined in Section 3 of the Securities
Exchange Act of 1934 (15 U.S.C. 78c)), the securities of which are registered under Section 12 of the
Act (15 U.S.C. 781), or that is required to file reports under Section 15(d)(15 U.S.C. 780(d)), or that
files or has filed a registration statement that has not yet become effective under the Securities Act
of 1933 (15 U.S.C. 77a et seq.), and that it has not withdrawn."
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those standards.2 Auditors and other interested persons have raised questions
about the implications of Auditing Standard No. 1, as well as the Act and other
PCAOB rules, for such engagements. The following staff questions and answers
seek to answer some of those questions.
Q1. Must a public accounting firm be registered with the PCAOB to perform an audit of a non-issuer according to PCAOB standards?
A1. No. The Sarbanes-Oxley Act requires only that those public accounting
firms that prepare or issue, or participate in the preparation or issuance of, audit
reports on the financial statements of issuers be registered.3
Q2. The PCAOB's Auditing Standard No. 1 requires the auditor to include
a reference to "the standards of the Public Company Accounting Oversight
Board (United States)" in audit reports on the financial statements of issuers.
May an auditor refer to "the auditing standards of the Public Company Accounting Oversight Board (United States)" rather than to "the standards of the
Public Company Accounting Oversight Board (United States)" in an audit report on an audit of the financial statements of a non-issuer that was performed
in accordance with the Board's auditing standards?
A2. Yes. In an audit of the financial statements of a non-issuer, an auditor
may wish to be clear that he or she adhered to only the auditing standards of
the PCAOB; accordingly, the auditor may include the word " auditing" in the
reference to the standards of the PCAOB. Registered public accounting firms,
however, are not permitted to limit their reference to the "auditing standards "
of the PCAOB in their audit reports on the financial statements of issuers.
Q3. What standards are included in a reference to "the standards of the
Public Company Accounting Oversight Board (United States)"?
A3. A reference to "the standards of the Public Company Accounting Oversight Board (United States)" includes the standards of the Board that are applicable in the circumstances of the engagement. For example, in an audit of
financial statements that does not involve the use of a specialist, the auditor
would not be expected to follow the Board's interim auditing standard, Statement of Auditing Standards No. 73, "Using the Work of a Specialist." Similarly,
in an audit of an entity that has immaterial inventory balances, the auditor
would not be expected to follow the Board's interim auditing standard, AU Section 331, "Inventories," of Statement on Auditing Standards No. 1, "Codification
of Auditing Standards and Procedures." On the other hand, the Board's interim
auditing standard, Statement on Auditing Standards No. 99, "Consideration of
Fraud in a Financial Statement Audit," would be applicable in all audits of
financial statements conducted pursuant to the Board's standards. As another
example, quality control standards generally apply to a firm's system of quality
control over its accounting and auditing practice and not to individual audit
engagements. Thus, a breakdown in the system of quality control does not necessarily mean that a particular audit was not conducted in accordance with
the standards of the PCAOB. However, such a breakdown might result in a
deficient audit if it caused or contributed to an audit deficiency. In addition, an
auditor who states that he or she has performed the audit in accordance with
2
See, e.g., Securities Exchange Act of 1934 Rule 17i-6(d), 17 CFR 240.17i-6(d) (requiring supervised investment bank holding companies to obtain an audit and review "in accordance with the rules
promulgated by the Public Company Accounting Oversight Board").
3
The SEC has ordered that broker-dealers that are not issuers need not file with the Commission,
and send to their customers, financial statements certified by a registered public accounting firm until
January 1, 2005, unless rules are in place regarding Board registration of auditors of such brokerdealers that set an earlier date. See Notice, Broker-Dealer Financial Statement Requirements under
Section 17 of the Exchange Act, Rel. No. 34-48281 (August 4, 2003).

PC §100.01

Select PCAOB Staff Questions and Answers

2481

the standards of the PCAOB must be in compliance with the applicable interim
independence standards of the Board. These are examples only, and not an exhaustive list of standards that may be applicable to an engagement. While not
required by PCAOB rules, auditors of issuers and other entities subject to the
SEC's jurisdiction are reminded that they must also comply with applicable
Commission requirements, including the Commission's auditor independence
requirements.
Q4. By referring to "the auditing standards of the Public Company Accounting Oversight Board (United States)" in an audit report on the financial
statements of a non-issuer, does the auditor represent that he or she has adhered to the Board's interim independence standards?
A4. No. Auditors of the financial statements of non-issuers, including nonprofit organizations, government agencies, municipalities and other governments, should look to relevant state and federal laws and regulations relating
to auditor independence. Auditors of nonpublic companies should bear in mind,
however, that any company that becomes an issuer, as defined in Section 2(a)(7)
of the Act, must file with the SEC an audit report prepared and issued by an
independent registered public accounting firm, and therefore it may behoove
an auditor of a nonpublic company that intends to become an issuer to comply
with SEC and PCAOB independence requirements.
Q5. By referring to "the auditing standards of the Public Company Accounting Oversight Board (United States)" or to "the standards of the Public
Company Accounting Oversight Board (United States)" in an audit report on
the financial statements of a non-issuer, does the auditor represent that he or
she has complied with the Commission's auditor independence requirements?
A5. No. A Note to the PCAOB's rule on interim independence standards,
PCAOB Rule 3600T, reminds auditors of issuers and other entities subject to
the SEC's jurisdiction of their separate obligations under the SEC's rule on
auditor independence. The PCAOB's rule on interim independence standards
does not, however, incorporate the SEC's auditor independence requirements.
Q6. What are the PCAOB's independence requirements and to whom do
they apply?
A6. The PCAOB adopted interim independence standards when it adopted
PCAOB Rule 3600T, which is a temporary rule in effect until the Board adopts
permanent independence standards. Rule 3600T requires that, when a registered public accounting firm conducts an audit of the financial statements of
an issuer, the firm comply with—

•

Rule 101 of the AICPA's Code of Professional Conduct, and interpretations and rulings thereunder, as in existence on April 16,
2003; and

•

Standards Nos. 1, 2 and 3, and Interpretations 99-1, 00-1, and 002,
of the Independence Standards Board.

Registered public accounting firms must also comply with SEC requirements,
including its Rule 2-01 of Regulation S-X, relating to auditor independence,
when they conduct audits required by the federal securities laws, including audits of financial statements of issuers. The Board did not adopt the SEC's Rule
2-01 because that rule already governs auditor independence from issuers. As
a Note to Rule 3600T makes clear, however, in an audit of the financial statements of an issuer, to the extent that a provision of the SEC's rule is more
restrictive—or less restrictive—than the Board's interim independence standards, a registered public accounting firm must comply with the more restrictive rule.
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Q7. Does a reference to "the auditing standards of the Public Company
Accounting Oversight Board (United States)" or to "the standards of the Public
Company Accounting Oversight Board (United States)" in an auditor's report
on the financial statements of a non-issuer imply that the non-issuer is subject
to, or otherwise complied with, some or all of the provisions of the Act and other
securities laws or the Commission's rules and regulations thereunder?
A7. No. An auditor's reference to PCAOB standards in an audit report
on the financial statements of a non-issuer does not subject the auditor or the
non-issuer to any laws that the auditor or the non-issuer would not otherwise
have been required to comply with. Unless the non-issuer is involved in an
activity that subjects it to the Act or other securities laws, such as the laws
governing broker-dealers, compliance by the auditor or the non-issuer with the
Act or other securities laws would be strictly voluntary.
Q8. Does inclusion of a reference to the Board's standards in an auditor's
report on the financial statements of a non-issuer cause the audit to become
eligible for review as a part of a Board inspection?
A8. No. An audit of the financial statements of a non-issuer does not become subject to PCAOB inspection solely because the auditor performed and
reported on the audit in accordance with the standards of the PCAOB. Auditors of the financial statements of non-issuers may, nevertheless, be subject to
various forms of state and federal oversight, such as review by federal banking
regulators, the U.S. General Accounting Office, or a state board of accountancy.
Q9. If a non-issuer elects to have its financial statements audited pursuant
to the Board's standards, must it also have its internal control over financial
reporting audited pursuant to the Board's Auditing Standard No. 2, "An Audit
of Internal Control Over Financial Reporting Conducted in Conjunction with
an Audit of Financial Statement"?
A9. No. Only certain issuers that are subject to Section 404 of the Act are
required to include within the scope of the audit an audit of internal control over
financial reporting. Although the Board's standards provide for an integrated
audit of financial statements and internal control for those issuers that are
subject to Section 404 of the Act, the Board's standards also permit auditors
to conduct a financial statement-only audit under circumstances, for example,
when Section 404 of the Act is not applicable.
Q10. If an auditor refers to either "the standards of the Public Company
Accounting Oversight Board (United States)" or "the auditing standards of the
Public Company Accounting Oversight Board (United States)" in an audit report on an audit of the financial statements of a non-issuer, is the auditor also
required to subject the audit to a "concurring partner review" as required by the
Board's adoption of certain of the requirements of the AICPA's former Securities
and Exchange Commission Practice Section ("SECPS")?
A10. No. The Board may at some time adopt a standard requiring the performance of a second partner review. At this time, however, the PCAOB interim
quality control standards only require registered firms that were members of
the SECPS as of April 16, 2003, to have a concurring partner review on audits
of issuers. (See PCAOB Release No. 2003-006.)
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.02 STAFF QUESTIONS AND ANSWERS

Attest Engagements Regarding XBRL
Financial Information Furnished Under the
XBRL Voluntary Financial Reporting Program
on the EDGAR System
May 25, 2005

Summary:
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers related to attest engagements regarding XBRL financial information furnished under the XBRL Voluntary Financial Reporting Program on the EDGAR System were prepared by the Office
of the Chief Auditor. Additional questions should be directed to Keith Wilson,
Associate Chief Auditor (202/207-9134; wilsonk@pcaobus.org).
***
Q1. What is XBRL?
A1. XBRL (eXtensible Business Reporting Language) is an open standard
for electronic communication of business and financial data. The XBRL standard provides a format for tagging that data so users can extract, exchange,
analyze, and present the information.
XBRL information is commonly distributed in the form of XBRL instance documents. These documents are electronic files consisting of financial data along
with their corresponding XBRL tags.
To facilitate electronic communication of financial information among many
parties, XBRL instance documents must be created using a common set of standards that all parties can understand and use. In XBRL, this is accomplished
through taxonomies and specifications. An XBRL taxonomy (or tag list) provides a data structure and vocabulary for interpreting financial information,
such as all of the items comprising "net income." An entity may extend the
taxonomy by creating additional custom tags for its own use. XBRL specifications have been developed by the XBRL Consortium for creating and extending
taxonomies. (See the XBRL website, www.xbrl.org, for more information about
XBRL.)
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Q2. What is the XBRL Voluntary Financial Reporting Program on the
EDGAR System?
A2. The Securities and Exchange Commission ("SEC") has adopted rule
amendments1 allowing issuers to voluntarily submit supplemental tagged financial information using the XBRL2 format as exhibits to specified EDGAR
filings under the Securities Exchange Act of 1934 and the Investment Company
Act of 1940. The amendments include certain requirements regarding the information in those exhibits. This SEC initiative is referred to in the SEC Release
as the "XBRL Voluntary Financial Reporting Program on the EDGAR System"
(hereinafter referred to as the "SEC Voluntary Program").
The XBRL documents furnished under the SEC Voluntary Program are referred
to in the SEC Regulations3 as "XBRL-Related Documents." The XBRL-Related
Documents must contain only certain specified content ("mandatory content"
and "optional content") that appears in a specified format ("voluntary program
format"), as set forth in the SEC Regulations.
According to the EDGAR Filer Manual,4 issuers who file under the SEC Voluntary Program must create their XBRL-Related Documents using one of the US
Generally Accepted Accounting Principles ("US GAAP") taxonomies, based on
XBRL Specification Version 2.1. Issuers also may use one of the Stand Alone
Add-on taxonomies provided in the US Financial Reporting Taxonomy Framework for certain content. Any company extensions of those taxonomies must
conform to XBRL Specification Version 2.1.
Q3. May an auditor5 examine and report on whether the XBRL-Related
Documents accurately reflect the information in the corresponding part of the
official EDGAR filings? If so, what are the primary engagement standards that
apply to those engagements?
A3. Yes, an auditor may be engaged to examine and report on whether
the XBRL-Related Documents accurately reflect the information in the corresponding part of the official EDGAR filings. That engagement is an examination
under AT section 101 of the PCAOB's interim attestation standards, Attest Engagements ("AT section 101"), as amended.
Q4. The second general attestation standard in paragraph .21 of AT section 101 indicates that the engagement shall be performed by an auditor "having adequate knowledge of the subject matter." How does this general standard
apply to examination engagements regarding XBRL-Related Documents?
A4. In examination engagements regarding XBRL-Related Documents,
the auditor must have sufficient knowledge of the applicable SEC Regulations,
EDGAR Filer Manual requirements, and XBRL taxonomies and specifications
to perform the examination. The auditor must also have sufficient knowledge

1
Final Rule: XBRL Voluntary Financial Reporting Program on the EDGAR System, Securities
and Exchange Commission Release Nos. 33-8529, 34-51129, 3527944, 39-2432, IC-26747; File Number
S7-35-04 (February 3, 2005) [70 FR 6556].
2
The SEC's website, www.sec.gov, has more information about the SEC's XBRL initiative.
3
§ 232.401 of Regulation S-T, 17 C.F.R 232.401; and SEC Final Rule Release No. 33-8529 (February 3, 2005).
4
EDGARLink Filer Manual, Appendix L. (The EDGARLink Filer Manual comprises Volume 1 of
the EDGAR Filer Manual.)
5
These PCAOB Staff Questions and Answers assume that the auditor who is engaged to perform
this examination has also audited, in accordance with PCAOB standards, the financial statements for
at least the latest period to which the XBRL financial information relates and the financial statements
for the other periods covered by the XBRL financial information have been audited by the auditor or
a predecessor auditor. Therefore, the word "auditor" is used instead of "practitioner."
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of the company's financial statements and underlying financial records to understand how the financial data in the XBRL-Related Documents relates to the
corresponding information in the official EDGAR filing.
Q5. The third general attestation standard in paragraph .23 of AT section
101 states that the auditor "shall perform the engagement only if he or she has
reason to believe that the subject matter is capable of evaluation against criteria
that are suitable and available to users." How does this general standard apply
to examination engagements regarding XBRL-Related Documents?
A5. Paragraphs .24 through .34 of AT section 101 discuss the attributes
of suitable and available criteria. The US GAAP Version 2.1 based taxonomies,
Stand Alone Add-on taxonomies, and XBRL Specification Version 2.1 would be
considered suitable and available criteria because (a) they were developed by a
panel of widely recognized experts that follow due process procedures, including
exposure for public comment, and (b) they are available free of charge through
the XBRL Consortium.
Company extensions of those taxonomies normally do not go through the same
development processes as described in the preceding paragraph. Accordingly,
the auditor should evaluate whether company extensions represent suitable
and available criteria as described in AT section 101.
Q6. May the auditor assist a company with the creation or tagging of its
XBRL-Related Documents and still perform an examination regarding those
documents?
A6. The fourth general attestation standard requires the auditor to be
independent in order to perform an attest engagement. When evaluating independence, the auditor should apply the independence principles for financial
statement audits to the context of the examination engagement. For example,
although the auditor may provide technical advice on matters related to the
application of the XBRL taxonomy and specifications, the auditor's independence would be impaired (and thus the auditor would be unable to examine a
company's XBRL-Related Documents) if he or she prepared those documents
or made decisions about the documents for management.
Q7. What are the objectives of the examination procedures regarding
the XBRL-Related Documents, and what procedures should be performed to
achieve those objectives?
A7. In performing the examination as set forth in AT section 101, the
auditor should apply procedures as necessary to obtain sufficient evidence to
provide a reasonable basis for an opinion on whether the XBRL-Related Documents accurately reflect the information in the corresponding part of the official
EDGAR filings. Thus, the objectives of the examination procedures are to determine whether—
a.

the XBRL data agrees with the official EDGAR filings, and

b.

the XBRL-Related Documents are in conformity with the applicable XBRL taxonomies and specifications, as well as with the SEC
requirements for format and content.

The following are examination procedures that the auditor should consider to
achieve the engagement objectives:
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•

Compare the rendered6 XBRL-Related Documents to the information in the official EDGAR filing, and agree the corresponding
content.

•

Determine whether the content in the XBRL-Related Documents
conforms to the SEC voluntary program content requirements.

•

Determine whether the XBRL-Related Documents (and the related taxonomy documents, as necessary) conform to the SEC voluntary program format requirements. To accomplish this, the auditor should consider the following procedures:
a. Test whether the data elements (i.e., text and line item
names and associated values, dates and other labels) in the
XBRL-Related Documents reflect the same information as
the corresponding official EDGAR filing (i.e., the HTML or
ASCII version).
b. Verify that the data elements in the corresponding official
EDGAR filing have not been changed, deleted, or summarized in the XBRL-Related Documents.
c. Evaluate whether the XBRL-Related Documents comply
with the appropriate XBRL specification and EDGARsupported XBRL taxonomies.
d. Evaluate whether any company extensions of the taxonomy are consistent with the SEC voluntary program format requirements, including conformity with XBRL specifications.
e. Test whether data elements in the XBRL-Related Documents are matched with appropriate tags in accordance
with the applicable taxonomy.

•

Read the EDGAR filing to determine whether it contains the disclosures regarding XBRL-Related Documents required by SEC
Regulations.7

•

Obtain a representation letter from management that includes a
statement that the XBRL-Related Documents comply with SEC
requirements.

Q8. What are the reporting requirements for examination engagements
regarding XBRL-Related Documents?
A8. The report for this engagement should comply with the requirements
of AT section 101, as amended.
If the underlying information in the XBRL-Related Documents has been audited, the examination report should refer to the audit report. If the underlying
information was reviewed, and the review report was filed with the SEC, the
examination report should refer to the review report. If the underlying information was reviewed, but the review report was not filed with the SEC, the
examination report need not refer to the review report but should indicate that
the underlying information has not been audited and no opinion is expressed
on it. The auditor should disclaim an opinion on any underlying information in
the XBRL-Related Documents that is not covered by an audit report or review
report.
6
A rendered XBRL-Related Document has been converted from machine readable form into
human readable form using a software tool.
7
§ 232.401(d) of Regulation S-T, 17 C.F.R. 232.401(d).
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The auditor may be engaged to report on management's assertion or on the
subject matter of the assertion. The following are examples of examination
reports for these engagements.
Report on the Subject Matter of the Assertion

Report of Independent Registered Public Accounting Firm on
XBRL-Related Documents
We have examined the accompanying XBRL-Related Documents of Sample Volunteer Company, presented as Exhibit [number] to the Company's [Identify
EDGAR filing, such as Form 10-K], which reflect the data presented in the
[Identify corresponding information in the official EDGAR filing] as of [Month
and Day], [Year] and [Year] and for each of the years in the [number]-year period
ended [date]. Sample Volunteer Company's management is responsible for the
XBRL-Related Documents. Our responsibility is to express an opinion based on
our examination.
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the financial statements of Sample Volunteer Company as of [Month and Day], [Year] and [Year] and for each
of the years in the [number]-year period ended [date], and in our report dated
[date], we expressed an unqualified opinion on those financial statements.8 In
addition, we have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the effectiveness of Sample
Volunteer Company's internal control over financial reporting as of [Month and
Day],
[Year], based on [Identify control criteria], and our report dated [date], expressed
[Include nature of opinion].9, 10, 11, 12
Our examination was conducted in accordance with the standards of the Public
Company Accounting Oversight Board (United States) and, accordingly, included examining, on a test basis, evidence supporting the XBRL-Related Documents. Our examination also included evaluating the XBRL-Related Documents for conformity with the applicable XBRL taxonomies and specifications

8
If the auditor's opinion on the related financial statements is other than unqualified, this report
should disclose that fact along with the reason for the modified report.
9
This sentence is necessary if (a) the XBRL-Related Documents include information about the
effectiveness of internal control over financial reporting, and (b) that information was covered by an
audit report.
10
If the financial statements have been reviewed and the review report was filed with the SEC,
this paragraph should read: "We have also reviewed, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the financial statements of Sample Volunteer
Company as of [date], and for the three months then ended, the objective of which was the expression of
limited assurance on such financial statements, and issued our report thereon dated [date], [Describe
any modifications of such report]. A review of financial statements is substantially less in scope than
an audit conducted in accordance with the standards of the Public Company Accounting Oversight
Board, the objective of which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion."
11
If the financial statements have been reviewed but the review report was not filed with the
SEC, this paragraph should read: "We did not audit the financial statements of Sample Volunteer
Company (or examine [Identify any other underlying information]), the objective of which would have
been the expression of an opinion on them. Accordingly, we do not express an opinion on them.
12
If the XBRL-Related Documents contain both (a) financial statements that are covered by an
audit report or review report filed with the SEC and (b) other information that is not covered by an
audit or review report, this paragraph should include a statement such as the following: "We were not
engaged to and did not conduct an audit (or review) of [Identify information], the objective of which
would have been the expression of an opinion (or limited assurance) on such [Identify information].
Accordingly, we do not express an opinion or any other assurance on [it] [them]."
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and the content and format requirements of the Securities and Exchange Commission. We believe that our examination provides a reasonable basis for our
opinion.
In our opinion, the XBRL-Related Documents of Sample Volunteer Company referred to above accurately reflect, in all material respects, the data presented in
the [Identify corresponding information in the official EDGAR filing] in conformity with [Identify the criteria—for example, the taxonomy, such as "US GAAP—
Commercial and Industrial Taxonomy," and where applicable, the Stand Alone
Add-on Taxonomy such as "US Financial Reporting—Management Report Taxonomy," and the specifications, such as "XBRL Specifications (Version 2.1)"].
[Signature]
[City and State or Country]
[Date]
Report on Management’s Assertion13

Report of Independent Registered Public Accounting Firm on
XBRL-Related Documents
We have examined management's assertion that [Identify the assertion—for example, the accompanying XBRL-Related Documents, presented as Exhibit [number] to Sample Volunteer Company's [Identify EDGAR filing, such as Form 10-K]
accurately reflect the data presented in the [Identify corresponding information
in the official EDGAR filing] as of [Month and Day], [Year] and [Year] and
for each of the years in the [number]-year period ended [date,] in conformity
with [Identify the criteria—for example, the taxonomy, such as "US GAAP—
Commercial and Industrial Taxonomy," and where applicable, the Stand Alone
Add-on Taxonomy such as "US Financial Reporting—Management Report Taxonomy," and the specifications, such as "XBRL Specifications (Version 2.1)"].
Sample Volunteer Company's management is responsible for the assertion. Our
responsibility is to express an opinion on the assertion based on our examination.
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the financial statements of Sample Volunteer Company as of [Month and Day], [Year] and [Year] and for each
of the years in the [number]-year period ended [date], and in our report dated
[date], we expressed an unqualified opinion on those financial statements. In
addition, we have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the effectiveness of Sample
Volunteer Company's internal control over financial reporting as of [Month and
Day], [Year], based on [Identify control criteria], and our report dated [date], expressed [Include nature of opinion].
Our examination was conducted in accordance with the standards of the Public
Company Accounting Oversight Board (United States) and, accordingly, included examining, on a test basis, evidence supporting the XBRL-Related Documents. Our examination also included evaluating the XBRL-Related Documents for conformity with the applicable XBRL taxonomies and specifications
and the content and format requirements of the Securities and Exchange Commission. We believe that our examination provides a reasonable basis for our
opinion.
In our opinion, management's assertion referred to above is fairly stated, in
all material respects, in conformity with [Identify the criteria—for example,

13

See the footnotes to the preceding report example.

PC §100.02

2489

Select PCAOB Staff Questions and Answers
the taxonomy, such as "US GAAP—Commercial and Industrial Taxonomy,"
and where applicable, the Stand Alone Add-on Taxonomy such as "US Financial Reporting—Management Report Taxonomy," and the specifications, such as
"XBRL Specifications (Version 2.1)"].
[Signature]
[City and State or Country]
[Date]
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.03 STAFF QUESTIONS AND ANSWERS

Adjustments to Prior-Period Financial
Statements Audited by a Predecessor Auditor
June 9, 2006

Summary:
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers related to adjustments to prior-period
financial statements audited by a predecessor auditor were prepared by the
Office of the Chief Auditor. Additional questions should be directed to Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org) or Sam
Guzman, Assistant Chief Auditor (202/207-9117; guzmans@pcaobus.org).

General
Q1. Circumstances arise that require a company to make adjustments
to prior-period financial statements. Such circumstances include, for example,
the reporting of discontinued operations, and the retrospective application of a
change in accounting principle or the correction of an error in prior-period financial statements pursuant to Financial Accounting Standards Board Statement
of Financial Accounting Standards No. 154, Accounting Changes and Error
Corrections ("FASB Statement 154").1
If the prior-period financial statements that require adjustments were audited
by a predecessor auditor, which auditor, the predecessor or the successor, may
audit the adjustments to prior-period financial statements?2
A1. Either the successor auditor or the predecessor auditor may audit the
adjustments made to prior-period financial statements so long as the auditor
is independent and registered with the PCAOB. Issuers sometimes select the

1
Pursuant to Financial Accounting Standards Board Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections ("FASB Statement 154"), the retrospective
application of a change in accounting principle also is appropriate when there are no transition requirements specific to a particular accounting pronouncement.
2
The term "adjustments to prior-period financial statements" should be understood for purposes
of this set of questions and answers to include, among other things, the reporting of discontinued
operations, as well as, restatements to correct errors and retrospective applications of changes in
accounting principles, as described in FASB Statement 154.
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predecessor auditor to audit the adjustments because that auditor has performed the audit of the prior-period financial statements and has knowledge of
the transactions that occurred during that period. In addition, the use of the
predecessor auditor sometimes can be more cost-effective for performing this
work. However, the successor auditor also may audit the adjustments.

Predecessor Auditor Audits the Adjustments
to Prior-Period Financial Statements
Q2. If the predecessor auditor audits the adjustments to the prior-period
financial statements, how should the predecessor auditor date his or her report
on the reissued financial statements?
A2. The predecessor auditor should dual-date his or her reissued report in
connection with the audit of the adjustments made to the prior-period financial statements. Paragraph .73 of AU section ("sec.") 508, Reports on Audited
Financial Statements, states that, "A predecessor auditor's knowledge of the
current affairs of his or her former client is obviously limited in the absence
of a continuing relationship. Consequently, when reissuing the report on priorperiod financial statements, a predecessor auditor should use the date of his
or her previous report to avoid any implication that he or she has examined
any records, transactions, or events after that date. If the predecessor auditor
revises the report or if the financial statements are restated, he or she should
dual-date the report."
Q3. If the predecessor auditor audits the adjustments made to the priorperiod financial statements, what is the successor auditor's responsibility with
regard to those adjustments?
A3. If the predecessor auditor audits the adjustments made to the priorperiod financial statements, he or she is responsible for the audit conclusions
reached with respect to those adjustments. However, because corrections of
errors and the retrospective application of a change in accounting often have the
effect of changing the periods in which transactions and events are recognized in
the financial statements, the successor auditor should obtain an understanding
of the adjustments made to the prior-period financial statements and their
effects, if any, on the current-period financial statements.3
In addition, the successor auditor should evaluate the consistency of the application of accounting principles from period to period. Paragraph .24 of AU sec.
420, Consistency of Application of Generally Accepted Accounting Principles,
states:
When the independent auditor has not audited the financial statements of a
company for the preceding year, he should adopt procedures that are practicable
and reasonable in the circumstances to assure himself that the accounting
principles employed are consistent between the current and the preceding year.

Successor Auditor Audits the Adjustments
to Prior-Period Financial Statements
Q4. What factors are relevant to a successor auditor's determination as
to whether he or she is able to audit only the adjustments to prior-period

3
See the requirement for the auditor to plan and perform his or her work with due professional
care in paragraph .02 of AU section ("AU sec.") 230, Due Professional Care in the Performance of Work.
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financial statements or whether a reaudit of those financial statements is
necessary?4
A4. To audit only the adjustments to prior-period financial statements that
were audited by a predecessor auditor,5 a successor auditor must be able to form
an opinion that the adjustments are appropriate and have been properly applied.6 In determining whether he or she is able to form such an opinion without
performing a reaudit of the prior-period financial statements, the successor auditor should consider:

•

The extent of the adjustments. The less extensive and pervasive
the adjustments to prior-period financial statements are, the more
likely it is that a successor auditor can form an opinion that the adjustments are appropriate and have been properly applied without
performing a reaudit of those financial statements. More extensive
and pervasive adjustments make it more likely that a reaudit is
necessary.

•

The reason for the adjustments. A successor auditor is ordinarily
more likely to be able to form an opinion that adjustments to priorperiod financial statements are appropriate and have been properly applied when those adjustments are due to the retrospective
application of an accounting principle rather than when the adjustments are necessary to correct an error.7 In the latter situation,
the auditor should consider the risk that there may be other undetected misstatements in the prior-period financial statements.
In particular, if the adjustments correct an intentional misstatement,8 it is more likely that a reaudit is necessary.

•

Cooperation of predecessor auditor. A successor auditor is more
likely to be able to form an opinion that adjustments to priorperiod financial statements are appropriate and have been properly applied if he or she has the cooperation of the predecessor
auditor. For example, a successor auditor may determine that he
or she is able to audit adjustments to prior-period financial statements if he or she has access to the audit documentation relating
to the prior periods and if the predecessor auditor is responsive to
questions relating to those periods.

After a successor auditor has determined that he or she is likely to be able to
form an opinion that adjustments to prior-period financial statements are appropriate and have been properly applied, the auditor might obtain evidence
indicating, or otherwise might determine, that the prior-period financial statements are materially misstated in other respects. In this circumstance, the
successor auditor should reevaluate whether auditing only the adjustments is

4
This staff question and answer assumes that the predecessor auditor reissues his or her report
on the prior-period financial statements before the effects of the adjustments.
5
This series of staff questions and answers assumes that the predecessor auditor has not ceased
operations as the term "ceased operations" has been defined in footnote 2 of AU sec. 9508, Reports on
Audited Financial Statements: Auditing Interpretations of Section 508. In cases in which the predecessor auditor has ceased operations, the successor auditor should refer to AU sec. 9508.60–.75.
6
See paragraph .74 of AU sec. 508, Reports on Audited Financial Statements.
7
FASB Statement 154 defines an error in previously issued financial statements as an error in
recognition, measurement, presentation, or disclosure in financial statements resulting from mathematical mistakes, mistakes in the application of GAAP, or oversight or misuse of facts that existed at
the time the financial statements were prepared. Errors, also referred to as misstatements, include
those that are intentional or unintentional.
8
See paragraph .05 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
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appropriate or whether a reaudit of the prior-period financial statements is
necessary.9
Q5. If the successor auditor audits adjustments to the prior-period financial statements audited by a predecessor auditor, how should the successor
auditor report on the results of the audit of those adjustments?
A5. AU sec. 508.74 describes how a successor auditor should report when
he or she audits adjustments and the predecessor auditor's report is not presented. The successor auditor may use a similar form of reporting if he or she
has audited the adjustments made to prior-period financial statements in connection with his or her audit of a subsequent period and if the predecessor
auditor also reissues his or her report on the prior-period financial statements.
It also is appropriate for the successor auditor to emphasize in the report that
he or she was not engaged to audit, review, or apply any procedures to the
prior-period financial statements other than with respect to the adjustments.
The following are examples of a paragraph the successor auditor may include
in his or her report on the audit of the financial statements of a subsequent
period:
Example for retrospective application of a change in accounting
We also have audited the adjustments to the 20X4 financial statements to retrospectively apply the change in accounting [describe accounting change], as
described in Note X. In our opinion, such adjustments are appropriate and
have been properly applied. We were not engaged to audit, review, or apply any
procedures to the 20X4 financial statements of the Company other than with
respect to the adjustments and, accordingly, we do not express an opinion or
any other form of assurance on the 20X4 financial statements taken as a whole.
Example for correction of an error
We also have audited the adjustments described in Note X that were applied
to restate the 20X4 financial statements to correct an error. In our opinion,
such adjustments are appropriate and have been properly applied. We were
not engaged to audit, review, or apply any procedures to the 20X4 financial
statements of the Company other than with respect to the adjustments and,
accordingly, we do not express an opinion or any other form of assurance on the
20X4 financial statements taken as a whole.

Q6. When a successor auditor audits and reports on adjustments made
to prior-period financial statements due to the correction of an error, may the
predecessor auditor reissue his or her report on the prior-period financial statements?
A6. Yes. A predecessor auditor may reissue his or her report on prior-period
financial statements when a successor auditor has been engaged to audit and
report on adjustments made to those prior-period financial statements, provided that the predecessor auditor has determined that the report on those
financial statements is still appropriate, other than with respect to the error
correction.10 When determining whether the report is still appropriate, the predecessor auditor may consider factors such as:
9
In addition, the successor auditor has responsibilities under paragraphs .21-.22 of AU sec. 315,
Communications Between Predecessor and Successor Auditors, when the successor auditor becomes
aware of information that leads him or her to believe that the prior-period financial statements reported on by the predecessor auditor may require revision.
10
See AU sec. 508.71. The predecessor auditor also may decide to withdraw his or her report on
those financial statements. See AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report.
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•

The nature and extent of the adjustments pertaining to the error
correction,

•

Whether management has withdrawn the prior-period financial
statements, and

•

Whether the errors were intentional.

Q7. If the predecessor auditor does not reissue his or her report on the
prior-period financial statements, may the successor auditor reaudit and report
on those financial statements as adjusted?
A7. Yes. A successor auditor or another independent auditor may reaudit
and report on prior-period financial statements as adjusted.
Q8. In circumstances in which a successor auditor audits and reports on
adjustments made to prior-period financial statements audited by a predecessor auditor, what procedures should the predecessor auditor perform prior to
reissuing his or her report on those financial statements prior to adjustment?
A8. AU sec. 508.71 states that, "a predecessor auditor should (a) read the
financial statements of the current period, (b) compare the prior-period financial statements that he or she reported on with the financial statements to be
presented for comparative purposes, and (c) obtain representation letters from
management of the former client and from the successor auditor. The representation letter from management of the former client should state (a) whether
any information has come to management's attention that would cause them
to believe that any of the previous representations should be modified, and (b)
whether any events have occurred subsequent to the balance-sheet date of the
latest prior-period financial statements reported on by the predecessor auditor
that would require adjustment to or disclosure in those financial statements
[except for the adjustments]. The representation letter from the successor auditor should state whether the successor's audit revealed any matters that, in
the successor's opinion, might have a material effect on, or require disclosure
in, the financial statements reported on by the predecessor auditor [other than
the adjustments disclosed to the predecessor auditor]."
Q9. In circumstances in which a successor auditor audits and reports on
adjustments made to prior-period financial statements audited by a predecessor
auditor, are there any modifications the predecessor auditor should make to his
or her reissued report on the prior-period financial statements?
A9. Yes. If the predecessor auditor was not engaged to audit the adjustments to the prior-period financial statements, the predecessor auditor should
modify his or her reissued report to indicate that (a) the reissued opinion relates
to the prior-period financial statements before the effects of the adjustments,
and (b) he or she was not engaged to audit, review, or apply any procedures to
the adjustments.
The following are examples of how the predecessor auditor may modify his or
her report:11
Example for retrospective application of a change in accounting

Report of Independent Registered Public Accounting Firm
We have audited, before the effects of the adjustments to retrospectively apply
the change in accounting described in Note X, the balance sheet of ABC Company as of December 31, 20X4, and the related statements of income, changes in
shareholders' equity, and cash flows for the year then ended (the 20X4 financial

11

See PCAOB staff question no. 6.
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statements before the effects of the adjustments discussed in Note X are not
presented herein). The 20X4 financial statements are the responsibility of the
company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
[Same second paragraph as the standard report]
In our opinion, the 20X4 financial statements, before the effects of the adjustments to retrospectively apply the change in accounting described in Note X,
present fairly, in all material respects, the financial position of ABC Company
as of December 31, 20X4, and the results of its operations and its cash flows
for the year then ended in conformity with U.S. generally accepted accounting
principles.
We were not engaged to audit, review, or apply any procedures to the adjustments to retrospectively apply the change in accounting described in Note X
and, accordingly, we do not express an opinion or any other form of assurance
about whether such adjustments are appropriate and have been properly applied. Those adjustments were audited by [name of successor auditor].
[Signature]
[City and State or Country]
[Original Date]
Example for correction of an error

Report of Independent Registered Public Accounting Firm
We have audited, before the effects of the adjustments for the correction of the
error described in Note X, the balance sheet of ABC Company as of December
31, 20X4, and the related statements of income, changes in shareholders' equity,
and cash flows for the year then ended (the 20X4 financial statements before
the effects of the adjustments discussed in Note X [have been withdrawn and]
are not presented herein). The 20X4 financial statements are the responsibility
of the company's management. Our responsibility is to express an opinion on
these financial statements based on our audit.
[Same second paragraph as the standard report]
In our opinion, except for the error described in Note X, the 20X4 financial
statements present fairly, in all material respects, the financial position of ABC
Company as of December 31, 20X4, and the results of its operations and its
cash flows for the year then ended in conformity with U.S. generally accepted
accounting principles.
We were not engaged to audit, review, or apply any procedures to the adjustments for the correction of the error described in Note X and, accordingly, we do
not express an opinion or any other form of assurance about whether such adjustments are appropriate and have been properly applied. Those adjustments
were audited by [name of successor auditor].
[Signature]
[City and State or Country]
[Original Date]

Q10. When a successor auditor audits and reports on adjustments made to
prior-period financial statements audited by a predecessor auditor, how should
the predecessor auditor date his or her report on the reissued financial statements?
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A10. When the successor auditor has audited and reported on the adjustments made to the prior-period financial statements and the predecessor auditor is reissuing the report on the prior-period financial statements, the predecessor auditor should use the date of the previous report to avoid any implication
that he or she has examined any records, transactions, or events after that
date.12

Successor Auditor Has Not Completed an Audit
Q11. Can a successor auditor audit and report on the adjustments made
to the prior-period financial statements if he or she has not yet completed an
audit of the current-period financial statements?
A11. No. If the prior-period financial statements have been adjusted, the
successor auditor may audit and report on the adjustments made to the priorperiod financial statements in connection with the successor auditor's audit
of the financial statements of the company for a subsequent period.13 Unless
the successor auditor has completed an audit of the financial statements of the
company, he or she will not have sufficient knowledge of the company and its
financial reporting to adequately plan and perform an audit of the adjustments
to conclude on whether they are appropriate and have been properly applied.
If the successor auditor has not completed an audit of a subsequent period,
the successor auditor, or another independent auditor, may be engaged to reaudit the prior-period financial statements and audit the adjustments to those
financial statements.

12
13

See AU sec. 508.73.
See AU sec. 508.74.
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.04 STAFF QUESTIONS AND ANSWERS

Auditing the Fair Value of Share Options
Granted to Employees
October 17, 2006

Summary:
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers are applicable to audits of financial
statements in circumstances in which a company has granted share options to
employees that must be accounted for as compensation cost in conformity with
Statement of Financial Accounting Standards No. 123 (revised 2004), ShareBased Payment, issued by the Financial Accounting Standards Board. These
staff questions and answers were prepared by the Office of the Chief Auditor. Additional questions should be directed to Greg Fletcher, Assistant Chief
Auditor (202/207-9203; fletcherg@pcaobus.org) or Jennifer Rand, Deputy Chief
Auditor (202/207-9206; randj@pcaobus.org).

General
Q1. What is the purpose of these PCAOB staff questions and answers about
auditing the fair value of employee share options?
A1. The purpose of these questions and answers is to help auditors implement the PCAOB's existing auditing standards when auditing the fair value
of share options granted to employees. The Financial Accounting Standards
Board ("FASB") issued Statement of Financial Accounting Standards No. 123,
Share-Based Payment (revised 2004) ("FAS 123R"), which established the accounting requirements for companies that grant share options to employees and
generally required that companies recognize as compensation cost the grantdate fair value of the award. In addition, the SEC staff issued Staff Accounting
Bulletin 107 ("SAB 107") in March 2005, which, among other things, provides
the Securities and Exchange Commission ("SEC") staff's views regarding the
valuation of share-based payment arrangements for public companies. Based
on these developments, the PCAOB staff believes that there is a need for guidance for implementing the existing auditing standards related to a company's
accounting for the fair value of employee share options.1
1
This series of PCAOB staff questions and answers addresses the principles and procedures
related to auditing the grant-date fair value of employee share options, which is a component of
compensation cost associated with the issuance of employee share options. It does not address auditing
(continued)
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Q2. Which auditing standards of the PCAOB provide direction on auditing
the fair value of employee share options and what are the general steps involved
in auditing them?
A2. Because employee share options are complex financial instruments
with no available market, companies generally use option-pricing models to
estimate the fair value. As such, these valuations are accounting estimates,
and AU sec. 342, Auditing Accounting Estimates, and AU sec. 328, Auditing
Fair Value Measurements, most directly apply. In addition, because fraudulent
financial reporting often is accomplished through an intentional misstatement
of an estimate, AU sec. 316, Consideration of Fraud in a Financial Statement
Audit, also applies.2
In general, when auditing the fair value of employee share options, the auditor
should:

•

Obtain an understanding of the process used to develop the estimated fair value of employee share options;

•

Assess the risk of misstatement related to the fair value of employee share options; and

•

Perform testing on the company's estimated value of employee
share options. Testing includes:
— Evaluating the consistency of the process,
— Evaluating the reasonableness of (1) the company's model
and (2) the assumptions used in the model, such as expected term and expected volatility, and
— Verifying the accuracy and completeness of the data underlying the fair value measurements.

The auditor also should evaluate whether he or she possesses the necessary
skills and knowledge to plan and perform the audit procedures.
Each of these matters is addressed in the following PCAOB staff questions and
answers

The Company’s Process
Q3. How should the auditor evaluate the company's process for estimating
the fair value of employee share option grants?
A3. AU sec. 328.09 requires the auditor to obtain an understanding of the
company's process for determining fair value measurements and disclosures
and of the relevant controls sufficient to develop an effective audit approach.3
AU sec. 328.23 states that, based on the auditor's assessment of the risk of
(footnote continued)
the other components of determining and reporting compensation cost in the financial statements.
Other components include making adjustments for actual pre-vesting forfeitures to arrive at the compensation cost related to the share option grant; determining the periods in which compensation cost
is recognized in the financial statements; determining related financial statement effects of employee
share options to the company, such as income tax effects; and making the appropriate entries in the
general ledger.
2
The Board adopted as its interim standards generally accepted auditing standards as described
in the AICPA Auditing Standards Board's Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards, as in existence on April 16, 2003, to the extent not superseded or amended
by the Board, on an initial transitional basis.
3
Paragraph .12 of AU sec. 328, Auditing Fair Value Measurements and Disclosures, also provides
items that auditors should consider when obtaining an understanding of fair value measurements
and disclosures.
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material misstatement, the auditor should test the entity's fair value measurements and disclosures. AU sec. 328.23 also identifies three ways in which the
auditor may test fair value measurements:

•

Testing management's significant assumptions, the valuation
model, and the underlying data,

•

Developing independent fair value estimates for corroborative
purposes, or

•

Reviewing subsequent events and transactions.4

Because of the complexity involved in developing an independent estimate and
the limited usefulness of reviewing subsequent events and transactions to evaluate the fair value of employee share options, in many cases, the second and
third approaches are not likely to be practical approaches to auditing the fair
value of employee share options. In such cases, the auditor should test management's significant assumptions, the valuation model, and the underlying data
related to the fair value estimate.
In applying the provisions of AU sec. 328 to the evaluation of the company's
process for estimating the fair value of employee share option grants, the auditor should review the procedures used by the company to make the estimates.
These procedures include:

•

Evaluating how the terms of the share option awards affect the
determination of the grant date, selection of model, and the assumptions used;5

•

Selecting the option-pricing model;6 (See also PCAOB staff question Nos. 5 and 6.)

•

Developing the assumptions used in the valuation, including implementation of the guidance in FAS 123R and SAB 107,7 that
could affect the assumptions;8 (See also PCAOB staff question
Nos. 7–18.)

•

Ensuring that the data upon which the fair value measurements
are based (including employee exercises and post-vesting cancellations and lapses) are accurate and complete;9 (See also PCAOB
staff question No. 19.) and

•

Generating the estimated fair value of the employee share options,
including executing the calculations required in the option-pricing
model.10 (See also PCAOB staff question No. 20.)

The auditor also should evaluate whether the process is complete, including
whether the company considers the relevant factors identified in the accounting

4
Similarly, in evaluating the reasonableness of an estimate, paragraph .10 of AU sec. 342, Auditing Accounting Estimates, requires the auditor to review and test the process used by management
to develop an estimate, develop an independent estimate to corroborate the reasonableness of the
company's estimate, or review subsequent events or transactions occurring before the completion of
fieldwork.
5
See Statement of Financial Accounting Standard No. 123, Share-Based Payment (revised 2004)
("FAS 123R"), paragraph A2.
6
See FAS 123R, paragraphs A13–A15.
7
See SEC Staff Accounting Bulletin 107, Share-Based Payment (March 29, 2005).
8
See FAS 123R, paragraph A16.
9
See AU sec. 328.39.
10
Ibid.
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literature that affect the assumptions and whether the company applies the
process consistently from period to period.11
In addition, in auditing the financial statements, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable
level by performing only substantive tests for one or more assertions. In such
circumstances, the auditor should obtain evidence about the effectiveness of
both the design and operation of controls to reduce the assessed level of control
risk.12, 13

Risk Factors
Q4. What factors affect the auditor's assessment of risk at the financial
statement and significant account levels for fair value measurements related
to employee share options?
A4. Accounts consisting of amounts derived from accounting estimates
have a higher inherent risk than do accounts consisting of relatively routine
factual data14 or having readily determinable values. Therefore, compensation
cost based on fair value measurements of employee share options, and related
disclosures, often will have a high inherent risk. The auditor should be aware
of how changes in assumptions and models affect fair value.
The following are examples of circumstances or conditions that indicate increased risk and might indicate a risk of fraud that would require a specific
response from the auditor:15

•

When an assumption that a company uses has the effect of reducing the fair value below what it would have been had the company
based the assumption on unadjusted historical information.

•

Exclusion of an historical period of time from the inputs to the
valuation model, especially when the effect of that exclusion is
to lower expected term or expected volatility.16 (See also PCAOB
staff question No. 14.)

•

Adjustments to historical exercise behavior or historical share
price volatility. For example:
— The expected term estimate for the current grant of share
options is five years when the company has averaged seven
years in previous grants of share options;
— The expected term or expected volatility estimate selected
as the most likely was the lowest in a range of possible
expected terms or expected volatilities; or

11
AU sec. 328.19 states that the auditor should evaluate whether the company's method (in
this case, the company's process) for determining fair value measurements is applied consistently
and if so, whether the consistency is appropriate considering possible changes in the environment or
circumstances affecting the company, or changes in accounting principles.
12
See AU sec. 319.03.
13
In an integrated audit of the financial statements and internal control over financial reporting,
the auditor must obtain evidence about the effectiveness of internal controls. This series of PCAOB
staff questions and answers does not illustrate how the auditor should test the design and operating
effectiveness of controls related to employee share option compensation cost and disclosures in an
integrated audit.
14
See AU sec. 312.27a.
15
See AU sec. 316.48b.
16
See also SAB 107, interpretive response to question 2, Section D.1. SAB 107 states that valid
exclusions of periods would be rare.
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— The expected term and expected volatility estimates are
both lower than the historical averages.

•

Adjustments to historical exercise behavior or historical share
price volatility are not applied consistently to each option grant
in circumstances in which they should have been consistently applied.

Model Selection
Q5. Observable market prices generally are not available for employee
share options because employee share options are not traded. As a result, companies ordinarily will need to use an option-pricing model to estimate the fair
value of employee share options. What factors should the auditor use to evaluate the reasonableness of a company's selection of an option-pricing model for
calculating the fair value of employee share options?17
A5. The auditor should evaluate whether the model selected by the company

•

Is applied in a manner consistent with FAS 123R's fair value measurement objective;

•

Is based on established principles of financial economic theory;
and

•

Reflects all of the substantive characteristics of the share options
granted to employees.18

The Black-Scholes-Merton formula, a closed-form option-pricing model, was developed for exchange-traded share options. As developed, it assumes that option
exercises occur at the end of an option's contractual term, and that the other
factors, expected volatility, expected dividends, and risk-free interest rates, are
constant over the option's term. Because employees often exercise before the
contractual term expires, FAS 123R requires companies to modify the term
used as an input to the original formula by estimating an expected term for the
employee share options that is less than the contractual term.
A lattice, or binomial, option-pricing model, however, can accommodate dynamic assumptions of expected volatility and dividends over the option's contractual term, and estimates of expected option exercise patterns during the
contractual term (for example, the likelihood that an employee will exercise
when the share price reaches a certain multiple of the exercise price). Therefore, the design of a lattice model might more fully reflect the substantive characteristics of a particular employee share option.19
The auditor should be alert to circumstances in which the selection of the BlackScholes-Merton formula might not be appropriate. For example, the appropriate
model for estimating the fair value of an instrument with a market condition
(such as an exercise condition that is satisfied when the share price exceeds a
specified value for a specified period of days) must take into account the effect
of that market condition.20 The Black-Scholes-Merton option-pricing formula
17
See FAS 123R, paragraph A2. The fair value of equity instrument share options granted to
employees is measured on the date of the grant.
18
See FAS 123R, paragraph A8, AU sec. 328.18, and AU sec. 328.26b. In addition to the BlackScholes-Merton formula and a lattice option-pricing model, a Monte Carlo simulation technique also
satisfies the requirements in paragraph A8 of FAS 123R. See FAS 123R, footnote 48.
19
See FAS 123R, paragraph A15.
20
See FAS 123R, paragraph A14.
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would not generally be an appropriate valuation model for a share option in
which the exercisability is conditional on a specified increase in the price of the
underlying shares because it is not designed to take into account that type of
market condition.21
Q6. What steps should the auditor take when a company changes the valuation technique or model chosen to value employee share options?
A6. The auditor should evaluate whether the new technique or model
meets the fair value measurement objective of FAS 123R. The SEC staff has
stated that it would not object to a company changing its valuation technique or
model, as long as the new technique or model meets the fair value measurement
objective.22 SAB 107 states that a company should take into account the reason
for the change in technique or model in determining whether it meets the fair
value measurement objective.23 However, the SEC staff also has stated that it
would not expect that a company would frequently switch between valuation
techniques or models, particularly when there has been no significant variation
in the form of share-based payments being24 As noted in SAB 107, changing a
technique or model from period to period for the sole purpose of lowering the fair
value estimate of a share option would not meet the fair value measurement
objective of FAS 123R.25 Finally, frequent changes in the valuation technique
or model also might indicate a risk of fraud that would require a response by
the auditor. Accordingly, the auditor should evaluate management's reason for
the change.

Assumptions Used In Option-Pricing Models
Q7. Paragraph A18 of FAS 123R states that the valuation technique or
model used to estimate the fair value of the share option shall take into account,
at a minimum—

•

Expected term of the option (in a lattice model, expected term is
an output of the model);

•

Expected volatility of the price of the underlying share for the
expected term of the option;

•
•
•
•

Exercise price of the option;
Current price of the underlying share;
Risk-free interest rate(s) for the expected term of the option; and
Expected dividends of the underlying share for the expected term
of the option.

How should the auditor assess the possible effect of these six items on the fair
value measurement?
A7. The expected term and expected volatility assumptions have the highest risk because they involve the greatest amounts of judgment and have a
significant effect on the estimated fair value. PCAOB staff question Nos. 8
through 11. provide direction to the auditor regarding expected term. PCAOB
staff question Nos. 12 through 17 provide direction to the auditor regarding
volatility.
21
22
23
24
25

See the interpretive response to question 2, section C of SAB 107.
See the interpretive response to question 3, section C of SAB 107.
Ibid.
Ibid.
Ibid.
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The exercise price of the option and current price of the underlying shares have
a significant effect on the fair value measurement and have a high degree of verifiability. The auditor should verify that the company has properly authorized
the share option plan and test whether the company has properly authorized
the specific terms of the award, correctly determined the grant date, and accurately entered the exercise price and current share price, as of the measurement
date, into the valuation model.
The risk-free interest rate(s) might have an elevated risk because a mathematical computation could be involved. The expected dividends assumption might
have an elevated risk because of potential measurer bias. PCAOB staff question
No. 18 provides direction to the auditor regarding risk-free interest rate(s) and
expected dividends.

Expected Term of the Option
Q8. The expected term assumption is one of the key drivers of fair value in
the Black-Scholes-Merton formula.26 Paragraph A23 of FAS 123R states that
assumptions used to estimate the fair value of share options granted to employees should be determined in a consistent manner from period to period. How
should the auditor evaluate the reasonableness of the expected term assumption?
A8. When a company is using the Black-Scholes-Merton option-pricing formula, the auditor should apply the following procedures to the expected term
assumption:27

•

Obtain an understanding of the company's process for estimating
expected term, including the extent to which the company evaluates relevant factors in the accounting literature;28

•

Verify that the expected term generally is at least equal to the
vesting period of the share option grant;29

•

Verify that the company (1) has taken into account the contractual
term of the option and the effects of employees' post-vesting employment termination behavior, in addition to employees' expected
exercise behavior, and (2) has not taken into account pre-vesting
employee termination behavior;30

•

Evaluate whether adjustments that the company has made to the
historical exercise behavior are reasonable and supportable,31 including adjustments to the historical exercise behavior of groups
(See also PCAOB staff question No. 11); and

26

Expected term usually is an output of lattice models.
See PCAOB staff question No. 10 for a discussion about the "simplified method." If a company's
share option plan has the characteristics that are sometimes referred to as "plain vanilla," it may use
the simplified method for estimating expected term, as found in SAB 107. However, the SEC staff has
stated that it does not expect the simplified method to be used for share option grants after December
31, 2007.
28
For example, see FAS 123R, paragraphs A26–A30.
29
See FAS 123R, paragraph 42. Some awards have graded vesting schedules. These may be
accounted for as in-substance multiple awards.
30
Paragraphs A27 and A28 of FAS 123R describe factors that may affect expectations about
employees' exercise behavior.
31
See FAS 123R, footnote 50.
27
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•

Test the data that the company uses for its estimate, such as
data on actual exercise behavior (See also PCAOB staff question
No. 19).

The auditor also should evaluate whether the person or persons determining the
expected term assumption, including the company's specialists, have experience
in valuing employee share options32 and assess how that evaluation affects the
audit procedures.
Q9. What should the auditor do to test a company's calculation of its historical exercise experience for employee share options, including consideration
of the contractual term and post-vesting employee behavior?
A9. Paragraph A21 of FAS 123R states that historical experience generally
is the starting point for developing expectations about the future. Because the
expected term estimate is the period of time for which the option is expected to
be outstanding (that is, generally the period of time from the grant date to the
date of expected exercise or other expected settlement), companies may start
by calculating a historical weighted average period of time for which previous
grants of share options were outstanding.
The auditor should verify that a company's calculations include options that
were not exercised during the contractual term. Failure to include such options
could significantly understate average time that options were outstanding. For
example, if a company calculates historical exercise behavior based only on the
70 percent of the options exercised over a 10 year contractual term, then it will
probably significantly understate the average by not considering the 30 percent
of options that may have been outstanding for 10 years and never exercised.
The auditor should:

•

Evaluate whether the company's calculations are complete; i.e.,
that the calculations include all vested options, including those
that were never exercised;

•

Evaluate whether the company's calculations are mathematically
correct, including any separate calculations for groups of employees (See also PCAOB staff question No. 11); and

•

Test the underlying data upon which the company's calculations
are based, for example, the grant date and exercise date (See also
PCAOB staff question No. 19).

The auditor also should be aware of situations in which historical information
is not sufficiently complete to enable a company to use it as the sole basis for
estimating expected term. For example, if a company issues employee share options for the first time in 20X4 with a three-year vesting period and a ten-year
contractual term, it cannot use its unadjusted historical experience in estimating the expected term of additional grants in 20X8 because there will have been
only one year in which the earlier grants could have been exercised. The earliest
it will have a complete history is at the end of the ten-year contractual term.
In situations in which the company calculated the historical exercise behavior based on incomplete historical information, the auditor should evaluate
whether the company's rationale for using this calculation in connection with
an estimate of expected term is reasonable and supportable.
Q10. FAS 123R states that expectations based on historical experience
should be modified to reflect ways in which currently available information

32

See AU sec. 328.12.
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indicates that the future is reasonably expected to differ from the past.33 What
procedures should the auditor perform to evaluate the reasonableness of adjustments to historical exercise behavior?
A10. The auditor should evaluate whether the company's rationale for adjustments to historical exercise behavior are reasonable and supportable.34 The
auditor also should evaluate whether the company failed to make a necessary
adjustment. For example, if the historical experience is based on grants with
one-year vesting, an adjustment would be appropriate if current grants have
four-year vesting. The volatility of the company's stock price also can affect
whether vested employees (1) exercise the options, (2) terminate from the company and exercise the options, (3) terminate from the company and let the
options lapse, or (4) stay with the company through the contractual term and
let the options lapse. Announced plans for acquisitions, divestitures, and initial
public offerings of stock also could affect employee exercises and forfeitures.
The auditor should evaluate whether the amount of an adjustment is reasonable
by reviewing the support for the adjustment. The auditor also should be alert
to the risk of management override in the adjustments.
Range of expected terms. If a company, after analyzing its historical data, developed a range of possible expected terms that are each equally likely, the
auditor should verify that the company selected the average of the amounts in
the range (the expected value according to paragraph A20 of FAS 123R).
Use of SAB 107 "simplified method." According to SAB 107, the simplified
method of estimating expected term is permitted only for "plain vanilla" options.35 If a company uses the simplified method, the auditor should review the
evidence that supports the company's view that it is eligible to use the simplified method. Specifically, the auditor should review the grant documentation
to ensure that the terms conform to the "plain-vanilla" requirements, review
pre-vesting terminations to ensure that the associated share options were cancelled, and test whether exercises by terminated employees occurred within a
limited time after termination (typically 30 to 90 days).
Q11. According to FAS 123R, aggregating individual awards into relatively
homogenous groups, with respect to exercise and post-vesting employment termination behaviors, and estimating the fair value of the options granted to
each group separately, reduces the risk of potential misstatement of the value
of the award.36 How should the auditor evaluate the appropriateness of groups
of employees used in the estimate of expected term?
A11. If the company segregates the employees into more than one group
(such as executives and non-executives), the auditor should perform the following procedures to evaluate the company's employee groups:

33

See FAS 123R, paragraph A21.
AU sec. 328 provides general guidance about evaluating a company's assumptions.
35
The interpretative response to question 5, section D.2 of SAB 107, establishes basic characteristics of share option plans that are sometimes referred to as "plain vanilla." The basic characteristics
are: (1) share options are granted at-the-money, (2) exercisability is conditional only on performing
service through the vesting date, (3) if an employee terminates service prior to vesting, the employee
would forfeit the share options, (4) if an employee terminates service after vesting, the employee would
have a limited time to exercise the share options (typically 30 to 90 days), and (5) share options are
nontransferable and nonhedgeable. In addition, the SEC staff has stated that it does not expect the
simplified method to be used for share option grants after December 31, 2007 (See the interpretative
response to question 6, section D.2.).
36
See FAS 123R, paragraph A30. In addition, the interpretive response to Question 4 of section
D.2. of SAB 107 states that an entity may generally make a reasonable fair value estimate with as
few as one or two groupings.
34
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•

Evaluate whether the company aggregated individual awards into
relatively homogeneous groups with respect to exercise and postvesting employment termination behaviors and the evidence and
rationale supporting the determination of the groups is adequate;

•
•

Evaluate the reasonableness and completeness of groups;

•

Test the underlying data upon which the groups are based (See
also PCAOB staff question No. 19); and

•

Evaluate whether the company's calculations of historical exercise
behavior for each group are mathematically correct.

Evaluate the reasonableness and support for adjustments to historical exercise behavior of groups;

Expected Volatility
Q12. Paragraph A23 of FAS 123R states that assumptions used to estimate
the fair value of share options granted to employees should be determined in
a consistent manner from period to period. Paragraphs A32 and A34 provide
further guidance related to the company's estimate of expected volatility. How
should the auditor evaluate the reasonableness of a company's estimate of the
expected volatility of its share price?
A12. The auditor should perform the following procedures to evaluate the
reasonableness of a company's estimate of expected volatility:37

•

Obtain an understanding of the company's process for estimating
expected volatility.

•

Evaluate whether the company's process considers all of the applicable factors identified in paragraph A32 of FAS 123R in determining its estimate of expected volatility. The auditor also should
evaluate whether the process (1) identifies the information necessary to be able to consider the volatility factors and (2) evaluates
and weights that information (as required by paragraph A34 of
FAS 123R).

•

Evaluate the reasonableness of the assumptions, supporting information, judgments, and weightings. Evidence of reasonableness
includes whether the company considered all the volatility factors and how such factors might affect the company's estimate of
expected volatility. The auditor also should be alert to the risk
of management override of the company's process for estimating
expected volatility.

•

Evaluate the consistency of the company's process for estimating
expected volatility from period to period in evaluating the company's compliance with paragraphs A32 and A34 of FAS 123R.38
However, the auditor also should consider that when circumstances indicate the availability of new or different information
which would be useful in estimating expected volatility, SAB 107
directs the company to incorporate that information.39

37
AU secs. 342 and 328 provide general guidance for reviewing a company's process and evaluating its assumptions.
38
The interpretative response to question 1, section D.1. of SAB 107 states that the process used to
gather and review available information to estimate expected volatility should be applied consistently
from period to period.
39
Ibid.
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•

In general, for historical volatility, verify that the company's process provides for looking back over the expected term (for a closedform model) or contractual term (for a lattice model)40 to consider
the extent to which currently available information indicates that
future volatility will differ from historical volatility.41 A change in
a company's business model that results in a material alteration
to the company's risk profile is an example of a circumstance in
which the company's future volatility would be expected to differ
from its past volatility.42

•

Test the underlying data used in the estimate (See also PCAOB
staff question No. 19).

The auditor also should evaluate whether the person or persons determining
the expected volatility assumption, including the company's specialists, have
experience in valuing employee share options,43 and assess how that evaluation
affects the audit procedures.

Historical Volatility
Q13. How should the auditor evaluate the reasonableness of a company's
estimate of expected volatility when it uses its historical volatility as its expected volatility?
A13. As discussed in the answer to PCAOB staff question No. 12, the
auditor should evaluate whether the company's process provides for looking
backward to determine whether currently available information indicates that
expected volatility will differ from historical volatility. The auditor should evaluate whether there is other information that the company did not consider and
such information indicates that expected volatility will differ from the past. The
auditor could base this evaluation on publicly available information related to
the company's corporate history and future plans, and knowledge of the industry. In addition, an indication of the reasonableness of the company's process
will be the extent to which the company analyzes each factor with respect to its
own facts and circumstances.
Additionally, the auditor should consider the criteria established by SAB 107
for exclusive reliance on historical volatility. The SEC staff has stated that it
would not object to a public company placing exclusive reliance on historical
volatility when the following factors are present, and the methodology is consistently applied, if the company's common shares have been publicly traded
for a sufficient period of time:44

40
41
42
43
44

•

The company has no reason to believe that its future volatility
over the expected or contractual term, as applicable, is likely to
differ from its past;

•

The computation of historical volatility uses a simple average calculation method;

•

A sequential period of historical data at least equal to the expected
or contractual term of the share option, as applicable, is used; and

See FAS 123R, paragraph A32a.
See FAS 123R, paragraph A34.
See SAB 107, footnote 55.
See AU sec. 328.12.
See SAB 107, section D.1., "Company B" example.
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•

A reasonably sufficient number of price observations are used,
measured at a consistent point throughout the applicable historical period.

The auditor also should verify that the company has properly calculated the
historical volatility.
If a company makes adjustments to historical volatility based on peer company data, the auditor should evaluate the reasonableness of the company's
decision to use peer company data. In addition, the auditor should evaluate
whether the company is using an appropriate peer group, the company is reasonably comparable to the peer group, and management reasonably blended
peer group data and its own company data. The auditor also should be alert
to the risk of management override in the area of adjustments to historical
volatility.
Q14. FAS 123R indicates that a company should consider historical volatility over a period generally commensurate with the expected term or contractual
term, as applicable. How should the auditor evaluate whether a company, in
determining its expected volatility, has considered the historical volatility of its
share price over an appropriate period of time?
A14. The auditor should evaluate whether the company considered the
volatility of its share price over the most recent period that is generally commensurate with the expected term (or contractual term if a lattice model is
used). For example, if a company estimated that the expected term of the options is four years, then the company generally should start with its historical volatility for the most recent four-year period in determining the expected
volatility.
The following are circumstances that indicate increased inherent risk and
might also indicate increased risk of fraud.

•

The company used a period of historical data that is longer than
the expected term,45 and the effect is to lower expected volatility
and the resulting fair value, or the company did not consistently
use the longer period. Using a period of historical data longer than
expected or contractual term is acceptable under SAB 107 if the
company reasonably believes that the additional historical information will improve the estimate. However, this situation is similar to the condition described in PCAOB staff question No. 4, in
which an adjustment to historical exercise behavior or share price
volatility that results in a lower expected term or expected volatility increases inherent risk and might indicate a heightened risk
of fraud.

•

The company used a method that weights the most recent periods
of a company's historical volatility more heavily than earlier periods, especially if the result is a lowering of expected volatility.46

45
See the interpretative response to question 2, section D.1 of SAB 107. SAB 107 also points out
that paragraph A32a of FAS 123R indicates companies should consider historical volatility over a
period generally commensurate with expected or contractual term.
46
See SAB 107, interpretative response to question 2, section D.1, including footnote 40. SAB 107
states that such weighting may not be appropriate for longer term employee share options and that
an estimate of expected volatility that places "extreme emphasis on the most recent periods" may not
be consistent with paragraph A32(a) of FAS 123R.
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The company excludes a period of time from the calculation of
historical volatility, especially if doing so results in a decrease of
expected volatility, and hence a decrease in fair value.47

Q15. How should the auditor evaluate the company's share price observations for the purpose of determining historical volatility?
A15. The auditor should evaluate whether the company used actual observed prices within intervals that were appropriate based on the facts and
circumstances and that provide a basis for a reasonable estimate. For example,
if a company's shares are thinly traded, then weekly or monthly price observations may be more appropriate than daily price observations.48 The auditor
also should verify that the price observations are taken consistently throughout the period and are consistent with the approach used in prior grants. For
example, if a company uses weekly price observations, then the auditor should
verify that the company made the observation on the same day of each week.
In addition, if the company changes when it makes price observations, for example, from daily price observations to monthly, the auditor should evaluate
the reasonableness of the company's rationale for the change.

Implied Volatility
Q16. Implied volatility is inferred by calculating volatility using an optionpricing model (typically Black-Scholes-Merton), where the fair value—the market price of a company's appropriate traded financial instruments—and other
variables are known (i.e., share price, exercise price, expected term, risk-free
rate, and expected dividends). How should the auditor evaluate a company's
use of implied volatility in its estimate of expected volatility?
A16. SAB 107 provides items for a company to consider when using implied
volatility. Accordingly, in such situations, the auditor should evaluate whether a
company with "appropriate traded financial instruments from which they can
derive an implied volatility"49 has appropriately taken into account implied
volatility in determining the estimate of expected volatility.
For companies with exchange-traded options, or other appropriate traded financial instruments,50 the auditor should evaluate whether the company's process
for estimating expected volatility is appropriate and consistent from period
to period.51 A company that considers implied volatility will probably do so
as part of its overall process for estimating expected volatility. Therefore, the
auditor also should consider the concepts described in PCAOB staff question
Nos. 3 and 12.
Regarding exclusive reliance on implied volatility, the SEC staff has stated that
it would not object to a public company placing exclusive reliance on implied
volatility when certain factors are present and the methodology is consistently
47
See SAB 107, interpretative response to question 2, section D.1. SAB 107 states that if a
company disregards a period of historical volatility, it should be prepared to support its conclusion
that its historical share price during that previous period is not relevant to estimating expected
volatility due to one or more discrete and specific historical events and that similar events are not
expected to occur during the expected term of the share option. SAB 107 states that these situations
would be rare.
48
See SAB 107, footnote 42.
49
See SAB 107, interpretative response to question 1, section D.1.
50
Ibid. Under SAB 107, appropriate traded financial instruments could include actively traded
options or financial instruments with embedded options.
51
See SAB 107, interpretative responses to question 3, section D.1, regarding the use of implied
volatility.
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applied, if the company's common shares have been publicly traded for a sufficient period of time and the company has multiple options on its shares outstanding that are traded on an exchange.52
If the company places exclusive reliance on implied volatility based on its assessment that the factors in SAB 107 are present, the auditor should evaluate
that assessment. In addition, the auditor should verify that the company has
properly calculated the implied volatility.

Combined Volatility
Q17. How should the auditor evaluate the reasonableness of a company's
estimate of expected volatility when it uses a combination of historical and
implied volatility in that estimate?
A17. The auditor should verify that the company's process for estimating
expected volatility includes consideration of the applicable factors for using historical or implied volatility, as discussed in FAS 123R and SAB 107. PCAOB
staff question Nos. 13 through 16 provide guidance for the auditor to use when
evaluating the company's use of historical volatility, including the effects of
any adjustments, and implied volatility in its estimate of expected volatility. In
considering the reasonableness of the combined expected volatility, the auditor
should evaluate the company's consideration of the factors that affect volatility, including the SEC staff's factors for exclusive use of implied or historical
volatility, and the company's support for its conclusions. The factors outlined in
SAB 107 for a company's exclusive use of either historical volatility or implied
volatility also may provide some relative benchmarks for the auditor to use in
evaluating the combined volatility.

Risk-Free Interest Rate(s) and Expected Dividends
Q18. FAS 123R requires that the valuation method, such as the BlackScholes-Merton formula or lattice models, consider the expected dividends of
the underlying shares for the expected term and the risk-free interest rate(s)
for the expected term. How should the auditor evaluate whether the company
has properly considered these two elements?
A18. The risk-free interest rate(s) and the expected dividends assumption
generally are less subjective than the expected term and volatility assumptions
and also do not have as significant an effect on the estimate of fair value. However, the auditor still should evaluate the reasonableness of those assumptions.
Risk-free interest rate. In general, the risk-free rate is the yield on a zero-coupon
U.S. Treasury bond with a remaining term equal to the option term. A higher
risk-free interest rate increases the option value and hence the estimated fair
value, all other factors being equal.
If the company uses the Black-Scholes-Merton formula, the auditor should verify that the company used a traded zero-coupon U.S. Treasury bond with a
remaining term equal to the expected term, measured on the grant date. The
auditor also should verify that the company properly calculated the yield based
on the traded price. If the company interpolated a yield because the expected
term fell within the remaining terms of two bonds, the auditor should evaluate
the accuracy of the interpolation.

52
See SAB 107, section D.1., Company B example, and interpretative response to question 4,
section D.1.
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If a company's lattice model incorporates a term structure of expected volatilities, the company might use a yield curve for the contractual period. If the
company's lattice model uses a yield curve, the auditor should verify that the
company properly calculated the yield curve and accurately entered the yields
into the lattice model.
Expected dividends. The dividend yield over the option term affects the option
value because it reduces the stock price on the ex-dividend date. In general,
higher expected dividends decrease the value of the option and hence the estimated fair value. The auditor should:

•

Evaluate whether the company has the intent and ability to pay
the dividends that are embodied in the expected dividend assumption. Sufficient cash and observable trends provide evidence of the
company's intent and ability to pay dividends.53

•

If the company has adjusted its current or historic dividend yield,
evaluate the reasonableness of and support for the expected dividend yield. The auditor should evaluate whether the expected
dividend yield is consistent with management's plans and information available to market participants by reviewing evidence
such as press releases on dividend policy changes and historical
dividend yield rates. This evaluation should include whether the
company failed to make an adjustment to expected dividends.

•

Test the underlying data (See also PCAOB staff question No. 19).

Validation of Data and the Option-Pricing Model
Q19. How should the auditor test the underlying data that supports a
company's estimate of fair value, and the related entries?
A19. Pursuant to AU sec. 328.39, the auditor should test the data used
to develop the fair value measurements and evaluate whether the fair value
measurements have been properly determined from such data and management's assumptions. This includes evaluating whether the data on which the
fair value measurements are based, including the data used in the work of a
specialist, are accurate, complete, and relevant; and whether fair value measurements have been properly determined using such data and management's
assumptions. In considering the controls over data pursuant to AU sec. 328.12,
the auditor should consider the effectiveness of the design of controls intended
to safeguard the integrity and reliability of the data.
A number of systems, which can be automated or manual, often provide data
relevant to the estimate of fair value. The auditor should identify the automated
or manual systems that might be subject to testing. Record-keeping systems
for stock plan information and awards are usually critical because information
about forfeitures and exercises supports the company's estimate of expected
term. Payroll, human resources, and tax systems also could be critical if they
contain information about awards, forfeitures, and exercises that is used in the
estimation process.54
53
AU sec. 328.17 states that the auditor should evaluate management's intent to carry out specific
courses of action where intent is relevant to the use of fair value measurement and that the auditor
also should evaluate management's ability to carry out those courses of action.
54
See AU sec. 328.12. When obtaining an understanding of the company's process for determining
fair value measurements and disclosures, the auditor should consider the extent to which the company
relies on a service organization to provide data that supports the measurement. When a company
uses a service organization, the auditor should consider the requirements of AU sec. 324, Service
Organizations.
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The auditor also should establish that any data used that resides outside the
company are reliable, such as peer group data. AU sec. 329.16 provides guidance
for evaluating the reliability of such data.
Q20. How should the auditor evaluate whether the model has appropriately calculated the fair value estimate for share options?
A20. If the company is using the Black-Scholes-Merton formula, the auditor should verify that the company is using the correct formula and recalculate
the fair value. If the company is using a lattice option-pricing model, the auditor
should obtain evidence that the model is functioning properly.

Role of Specialists
Q21. What is the role of a specialist in auditing estimates of the fair value
of employee share option grants?
A21. AU sec. 328 provides guidance on auditing fair value measurements
and disclosures, including auditing the fair value of employee share option
grants. According to AU 328.12, as part of obtaining an understanding of the
process management uses to determine fair value, such as the fair value of
employee share option grants, the auditor should consider the extent to which
management engages or employs specialists.
When testing fair value measurements and disclosures, the auditor should,
among other things, perform procedures to evaluate whether management's
assumptions are reasonable and to evaluate the source and reliability of evidence supporting management's assumptions.55 According to AU sec. 328.05,
footnote 2, management's assumptions include any assumptions developed by a
specialist engaged or employed by management. Thus, the auditor should perform procedures in accordance with AU sec. 328 to evaluate the assumptions
developed by a specialist engaged or employed by management.
Pursuant to AU sec. 328.20, the auditor should consider whether to engage a
specialist and use the work of that specialist as evidential matter in performing
substantive tests to evaluate material financial statement assertions related
to the fair value of employee share option grants. In making this decision,
the auditor56 should evaluate whether he or she has the necessary skill and
knowledge to plan and perform audit procedures related to the fair value of
employee share option grants, including the reasonableness of the assumptions
that the company or its specialist used.
The following circumstances related to the company's fair value measurement
under FAS 123R often are particularly complex, involve assumptions that have
a significant effect on fair value and, thus, might result in a higher assessment
of risk by the auditor. Accordingly, the auditor should evaluate whether he or
she has the necessary skill and knowledge to plan and perform audit procedures
in these areas.

•

Use of a lattice model, including obtaining evidence that the model
is functioning properly. (See PCAOB staff questions No. 5, 18, and
20.)

•

Exclusion of periods of historical data. (See PCAOB staff questions
No. 4 and 14.)

55

See AU secs. 328.26a and 328.31.
In this context, the term auditor includes employees of the auditor's firm who possess relevant
special skill or knowledge and who participate in the audit as a member of the audit team.
56
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•

Adjustments to historical exercise behavior or historical share
price volatility that result in shorter expected term or lower expected volatility than the company's historical experience. (See
PCAOB staff questions No. 4, 10, and 14.)

•

Use of a method that weights the most recent periods of a company's historical volatility more heavily than earlier periods, especially if the result is a lowering of expected volatility. (See PCAOB
staff question No. 14.)

•

Use of combined volatility. (See PCAOB staff question No. 17.)

Q22. What should the auditor do to satisfy the requirement that he or she
evaluate the qualifications of a specialist?
A22. Valuation specialists may have certain areas of experience. When
evaluating the qualifications of a specialist in accordance with AU sec. 336.08,57
the auditor should evaluate whether the specialist has experience in valuing
employee share options. In doing this, the auditor should evaluate the experience of the specialist's firm and of the individual specialist, or specialists,
performing the service.

57
Pursuant to AU sec. 336.08a and b, the auditor should also consider the specialist's certification,
license, or other recognition of competence and the specialist's reputation.
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.05 STAFF QUESTIONS AND ANSWERS

Ethics and Independence Rules
Concerning Independence,
Tax Services, and Contingent Fees
April 3, 2007

Summary
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers related to ethics and independence
rules concerning independence, tax services, and contingent fees were prepared
by the Office of the Chief Auditor. Questions should be directed to Bella Rivshin,
Associate Chief Auditor (202/207-9180; rivshinb@pcaobus.org) or Greg Scates,
Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
***

Rule 3522. Tax Transactions
Q1. Does Rule 3522(a), Confidential Transactions, apply when conditions
of confidentiality are imposed by tax advisors who are not employed by or affiliated with the registered public accounting firm?
A1. Yes. Under Rule 3522(a), a registered public accounting firm is not independent of its audit client if the firm, or any affiliate of the firm, during the
audit and professional engagement period, provides any non-audit service to the
client related to marketing, planning, or opining in favor of the tax treatment of
a confidential transaction. Under Rule 3501(c)(i)(1), a confidential transaction
is a transaction that is offered to a taxpayer under conditions of confidentiality
and for which the taxpayer has paid an advisor a fee. As stated in the Board's
adopting release, PCAOB Release 2004-015 (July 26, 2005), "Rule 3501(c) defines confidential transactions in terms of confidentiality restrictions imposed
by tax advisors generally, not specifically auditors." Therefore, Rule 3522(a) applies not only when conditions of confidentiality have been imposed by a tax
advisor that is employed by or affiliated with the registered public accounting firm, but also when conditions of confidentiality have been imposed by any
tax advisor, including one that has no relationship with the registered public
accounting firm.
Q2. For purposes of Rule 3522(a), Confidential Transactions, can a registered public accounting firm, when marketing, planning, or opining in favor
of the tax treatment of a transaction, rely on representations from its audit
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client that another tax advisor did not impose conditions of confidentiality in
connection with the specific tax transaction?
A2. Yes. In determining if any tax advisor imposed conditions of confidentiality in connection with a specific tax transaction, the registered public accounting firm may rely on representations from its audit client, provided that
the firm does not know, or have reason to know, that those representations are
incorrect or incomplete.
Q3. In planning a tax transaction, may a registered public accounting firm
advise an audit client on the tax consequences of alternative ways of structuring
the transaction?
A3. Yes, as long as the auditor does not recommend an alternative tax
transaction structure: (1) that is not more likely than not to be allowable under
applicable tax laws, and (2) a significant purpose of which is tax avoidance. Rule
3522(b) provides that a registered public accounting firm is not independent of
the audit client if the firm, or any affiliate of the firm, provides an audit client
any non-audit service related to marketing, planning, or opining in favor of
the tax treatment of a transaction that was initially recommended by the firm
and a significant purpose of which is tax avoidance, unless the proposed tax
treatment is at least more likely than not to be allowable under applicable tax
laws. In planning a tax transaction for an audit client that is permitted under
Rule 3522(b), the firm may need or want to inform the client about the tax
consequences of alternative tax transaction structures, some of which may not
be more likely than not to be allowable and have a significant purpose of tax
avoidance. As long as the firm does not recommend that the audit client engage
in such a transaction, the firm will not violate Rule 3522(b).
Q4. How is a registered public accounting firm's independence affected by
the Internal Revenue Service's ("IRS") subsequent listing of a transaction that
the firm marketed, planned, or opined in favor of, as described in Rule 3522(b),
Aggressive Tax Position Transactions?
A4. The listing by the IRS of a transaction after the firm marketed,
planned, or opined in favor of the tax treatment of the transaction would not
retroactively affect the firm's independence. Whether the firm was independent when it planned, marketed, or opined in favor of the transaction would
instead depend on the facts available at that time. An analysis under Rule 3522
would consider, among other things, whether the tax treatment of the transaction was, at the relevant time, at least more likely than not to be allowable
under applicable tax laws, including whether the transaction was itself listed
or substantially similar to a listed transaction.
After a transaction marketed, planned or opined on by the firm becomes listed,
however, the firm's independence may, depending on the circumstances, become
impaired. For example, even if a firm was independent at the time the tax transaction was executed, because it reasonably and correctly concluded the transaction was not the same as, or substantially similar to, a listed transaction, once
a transaction is actually listed (or a substantially similar transaction becomes
listed), the firm that participated in the transaction may find its independence
impaired. In this situation, a mutuality of interest could be created by the fact
that once a transaction is listed, the firm or client, or both, may be required to
defend the tax treatment of the transaction and, in some cases, pay penalties.
When a tax transaction in which the firm participated is subsequently listed (or
is substantially similar to a transaction that is subsequently listed) by the IRS,
the firm should evaluate the potential effect on its independence and discuss
it, as appropriate, with the audit client's audit committee.
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Rule 3523. Tax Services for Persons in Financial
Reporting Oversight Roles
Q5. Rule 3523 restricts the provision of tax services to a person in a Financial Reporting Oversight Role ("FROR") at an audit client or an immediate
family member of such person. FROR is defined under both SEC and PCAOB
rules as a role in which a person is in a position to or does exercise influence
over the contents of the financial statements or anyone who prepares them.
For purposes of Rule 3522, must the auditor evaluate whether persons are in a
FROR at any entities other than the one being audited?
A5. Yes. Auditors must evaluate whether a person is in a FROR at an "audit
client." Because Rule 3501(a)(iv) defines "audit client" to include "any affiliates
of the audit client," a person in a financial reporting oversight role at an affiliate
of the audit client (and that person's immediate family members) are covered
by Rule 3523, subject to two important exceptions. First, a firm's independence
is not impaired under Rule 3523 if it provides tax services to a person who
is in a financial reporting oversight role at the audit client (or an immediate
family member of such a person) only because of the person's relationship to
an affiliate whose financial statements are not material to the consolidated
financial statements of the entity being audited. See Rule 3523(b)(1). Second,
a firm's independence is not impaired under the rule if it provides tax services
to a person who is in a financial reporting oversight role at the audit client
(or an immediate family member of such a person) only because of the person's
relationship to an affiliate whose financial statements are audited by an auditor
other than the firm. See Rule 3523(b)(2).
Q6. What types of situations does the term "other change in employment
event" in Rule 3523(c) encompass?
A6. Rule 3523(c) provides a time-limited exception to Rule 3523's restrictions on the provision of tax services to persons in financial reporting oversight
roles at an audit client and certain of its affiliates. The exception applies when,
among other things, a person becomes subject to the rule through a hiring,
promotion, or "other change in employment event." Whether there has been an
"other change in employment event" depends on the changed status of a person
at an audit client. A change experienced by a company, such as a change in
auditor or a change from a private company to a public one, is not, by itself, an
"other change in employment event."
Some changes experienced by a company could, however, result in an "other
change of employment event" for a particular person. For example, a person
who is not in a financial reporting oversight role might, as a result of a business combination, be assigned additional duties and responsibilities that put
him or her into a financial reporting oversight role. A business combination
could also result in a change in a person's employer – for example, from an acquired company to a surviving company. A change in employer is also an "other
change in employment event" under Rule 3523(c). For example, if Company A
acquires Company B, a person who was in a financial reporting oversight role
at Company B would experience an "other change in employment event" if he or
she became an employee of Company A in a financial reporting oversight role as
a result of the acquisition. If such a person had been receiving tax services from
Company A's registered public accounting firm pursuant to an engagement in
process before the acquisition, the time-limited exception in Rule 3523(c) would
apply.
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.06 STAFF QUESTIONS AND ANSWERS

Registration of Broker-Dealer Auditors
February 19, 2009

Summary:
The questions and answers below set forth staff guidance to assist auditors of
non-public broker-dealers considering registration with the Public Company
Accounting Oversight Board ("PCAOB" or "Board"). This guidance does not
constitute Board rules, nor has it been approved by the Board.
The staff questions and answers below were prepared by the Division of Registration and Inspections to supplement PCAOB Release No. 2003-011B, Frequently Asked Questions Regarding Registration with the Board. Questions
should be directed to the PCAOB's registration staff, by emailing registrationhelp@pcaobus.org or by calling 202-207-9329. The Securities and Exchange
Commission ("SEC") staff and the Financial Industry Regulatory Authority
("FINRA") have also each published guidance on issues related to the requirement that auditors of non-public broker-dealers register with the Board.
The SEC staff guidance can be found at www.sec.gov/divisions/marketreg/faqpcaobregbdauditors.htm. The FINRA guidance can be found at www.finra.org/
Industry/Regulation/Notices/2009/P117689.
***

Overview of Registration
Q1. My firm audits broker-dealers but does not audit or participate in
audits of public companies. Does my firm have to register with the Board?
A1. Yes. Section 17(e) of the Securities Exchange Act of 1934 (as amended
by the Sarbanes-Oxley Act of 2002) provides that every registered broker or
dealer shall annually file with the SEC certain financial statements that are
certified by a firm that is registered with the PCAOB. Until recently, an order of
the Securities and Exchange Commission (the "SEC Order") had provided nonpublic broker-dealers with relief from that requirement. As a result of the SEC
Order's recent expiration, financial statements of non-public broker-dealers for
fiscal years ending after December 31, 2008 must be certified by a registered
public accounting firm.
Q2. What does my firm have to do to become registered with the Board?
A2. To register with the Board, your firm must submit a registration
application and the Board must approve it. Links to the instructions to Form
1 and to Section 2 of the Board's rules (which govern the registration process)
may be found at http://pcaobus.org/Rules/Pages/default.aspx. You may also
view a sample registration application by clicking on "Sample Registration
Form 1" located on the Registration page of the Board's website (www.pcaobus.
org/Registration). You can read a discussion of the information Form 1 requires
by going to http://pcaobus.org/Rules/Rulemaking/Pages/Docket001.aspx and
clicking on Release 2003-007. The Board has also published answers to
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frequently asked questions concerning the application process generally,
which you can find on the Registration page. This document, PCAOB Release No. 2003-011B, Frequently Asked Questions Regarding Registration
with the Board, is referred to below as "Board FAQs" and can be found at
http://pcaobus.org/Registration/Information/Documents/Registration_FAQ.pdf.
In addition to submitting the Form 1 registration application, your firm will
have to pay a non-refundable registration fee prior to Board consideration of
your application. If your firm audited no issuers during the previous calendar
year, the registration fee is $250. "Issuer" is defined in the Sarbanes-Oxley Act
of 2002 and PCAOB rules and does not include a non-public broker-dealer.
Q3. Will PCAOB registration affect the manner in which my firm audits
broker-dealers?
A3. The Board does not determine, inspect for compliance with, or enforce
the standards applicable to audits of entities that are not issuers. In addition, the SEC staff has published guidance indicating that the requirement to
register with the PCAOB does not affect the existing requirement, under SEC
rules, that audits of the financial statements of non-public broker-dealers be
conducted according to generally accepted auditing standards. See "PCAOB
Registration of Auditors of Non-Public Broker-Dealers Frequently Asked
Questions" (Question 5), available at www.sec.gov/divisions/marketreg/faqpcaobregbdauditors.htm.
Q4. If my firm becomes registered with the Board, what ongoing obligations will it have to the PCAOB?
A4. Board rules currently pending with the SEC would require all registered firms, including those that do not audit issuers, to comply with the
PCAOB's annual and special reporting requirements. Once those rules are effective, you will have to file with the Board an annual report, providing basic
information about your firm. You will also have to file a special report if certain, specified events occur. These rules, once effective, will also require firms
to pay an annual fee. The amount of that fee has not yet been announced. You
can read a full description of the annual and special reporting rules adopted
by the Board in PCAOB Release No. 2008-004 at http://pcaobus.org/Rules/
Rulemaking/Pages/Docket019.aspx.
In any given year, both the requirement to file an annual report and the requirement to pay an annual fee apply only to firms that are registered as of
March 31 of that year. Firms that become registered after March 31 of a given
year would not file an annual report or pay an annual fee that year.
A firm's failure to comply with the reporting and fee requirements, as well as
a failure to comply with the requirements to provide complete and accurate
information in the application process, could result in disciplinary sanctions,
potentially including revocation of a firm's registration.

Mechanics of Registration
Q5. How does my firm submit a registration application?
A5. Registration applications are electronic and can only be obtained
by accessing the Board's secure registration system. To gain access to
the registration system, go to the Registration page of the Board's website
(www.pcaobus.org/Registration) and click on "Register with the PCAOB" in the
gray box on the right. You will be presented with a log-in box and instructions
to establish a user ID and password by submitting an "Online Entitlement Request Form." Follow the instructions to establish a user ID and password, and
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return to this log-in page to access PCAOB's secure registration system, where
you may download the PDF version of the Form 1 registration application.
(Note: The registration system also offers the option to submit Form 1 using
XML. See Board FAQ #3.for further information on this option). Complete the
application on your computer, making sure to take careful note of the name and
location of the file containing your application.
To submit the registration application, log back into the registration system
and follow the instructions to upload your completed Form 1. After Form 1
is uploaded, the system will calculate your firm's registration fee and present
you with an invoice. You will be given a link to a site where you can submit
your payment electronically. Once you've paid, your application will be deemed
submitted.
Q6. How long will it take my firm to get registered?
A6. The Board has up to 45 days after the date your firm submits its
application to take action on the application. The actual number of days until
approval will vary depending on the information contained in the application
and the number of applications that are pending at the same time as your firm's
application. However, if the Board requests additional information concerning
the application, a new 45-day period will begin when the additional information
is received. In addition, if the Board cannot determine whether it is in the public
interest to approve a firm's application, the Board may hold a hearing. While
the applicant could elect to treat the hearing notice as a denial, if it does not
do so, it will have waived the 45-day requirement for Board action. See Board
FAQ #14 for additional information concerning notices of hearing.

Content of the Registration Application
Q7. My firm does not participate in audits of issuers. Are there sections
of the registration application we can skip?
A7. Before responding to any item in the registration application, an applicant should give careful attention to the definitions of terms used in the item.
Of particular significance in this context are the definitions of "issuer" (which
does not include a non-public broker-dealer), "audit" and "audit report" (which
are limited to work and reports relating to the financial statements of issuers),
and "associated person" of the applicant (which encompasses only persons that
perform work in connection with an audit of an issuer).
If your firm did not, in the current calendar year or in the year preceding
submission of its application, participate at all in the audit of an issuer, and
your firm does not expect to do so in the current calendar year, it will have no
information responsive to Part II (Listing of Applicant's Public Company Audit
Clients and Related Fees) or to Item 7.1 (Listing of Accountants Associated
with Applicants), and may not have information responsive to other items on
the application. The form contains "NA" boxes that you should check to indicate
that particular parts of the form do not apply to your firm. A firm that certifies
financial statements of broker-dealers, however, should, when filling out an
application, also bear in mind the answer to question no. 9 below.
Before concluding that it does not participate in audits of issuers, an applicant
should understand that audit work performed for a non-public entity could
nevertheless constitute participation in an audit of an issuer if that work is
used by another firm in connection with the other firm's audit of an issuer,
such as a parent company. In that circumstance, applicants should carefully
consider whether they have played, or expect in the current calendar year to
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play, a "substantial role" in the audit of an issuer as that defined term is used
in the registration application.
Q8. Part IV of the registration application requires my firm to provide a
statement of its quality control policies. How detailed should we be in describing
our quality control policies?
A8. Your firm's discussion of quality control policies should be a summary description presented in a clear, concise and understandable format. You
should not provide us with your entire internal quality control manual, but
should prepare a brief document that provides an overview of your firm's policies with respect to independence, integrity and objectivity; engagement performance; personnel management; acceptance and continuance of clients and
engagements; and monitoring.
Q9. Should my firm provide any specific information relevant to its work
for broker-dealers?
A9. In light of the expiration of the SEC order, the staff believes that
certain specific information may be relevant to the Board's consideration of an
application. In order to avoid the Board seeking the information through a formal request for additional information, which could delay Board action on the
application until 45 days after all requested additional information is submitted, the staff urges all applicants who have certified financial statements for
SEC filings by broker-dealer clients in the two-year period preceding submission of the application and who intend to continue to do so to (a) indicate that
fact in the "Applicant Profile" section on the first page of Form 1 by checking
the box for item number 2, and (b) provide the following information:
1. Broker-dealer clients: Include in Exhibit 4.1, in addition to a description of
the firm's quality control policies, a separate file listing (a) all broker-dealers
for which the firm certified financial statements in the current or preceding
calendar year, including the business address of each broker-dealer and, as to
each, the dates of any such certification by the firm; and (b) any additional
broker-dealers for which the firm expects to certify financial statements in the
current calendar year, including the business address of each.
2. Individuals' disciplinary histories: Include in Exhibit 5.3 a statement indicating whether any proprietor, partner, principal, shareholder, or officer of the
firm, or any accountant employed by the firm who participates in the firm's
work relating to certification of broker-dealer financial statements, has a history that meets any of the criteria described in Item 5.1.a. of Form 1. If any of
those individuals has such a history, provide as to each matter the information
described in Item 5.1.b. of Form 1. In considering the criteria described in Item
5.1.a.1., please give careful attention to Board FAQ #33.

Q10. Are registration applications made public? If so, can my firm protect
any of the information it provides in the application from public disclosure?
A10. The Board makes registration applications available to the public
by posting them to its web site as soon as practicable after approving or disapproving them. If your firm wishes to protect information in its registration
application from public disclosure, it may request confidential treatment for
that information by checking the box labeled "CR" that appears in the application relating to the exact item of information that you want to be treated
confidentially. Your firm will be notified of the Board's determination with respect to your request after the Board has acted on your application.
For each request for confidential treatment, your firm must attach, as exhibit 99.1, an explanation as to why you believe the information should be
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treated confidentially. Refer to Board Rule 2300 (http://pcaobus.org/Rules/
PCAOBRules/Pages/Section_2.aspx) for the test the Board will apply in considering whether to grant your requests.
Requesting confidential treatment of a portion of a text exhibit to Form 1 requires your firm to submit two versions of the exhibit – one version should
contain all the information in the exhibit and the other version should redact
those portions of the exhibit as to which the firm is seeking confidential treatment and show with a notation each redaction that has been made.

Further Questions About Registration
Q11. What should I do if I have further questions?
A11. If you have questions, you should first review the Board's FAQs on
Registration, the Board's rules and Instructions to Form 1, and the Instructions
for filling out Form 1 that are available for download after you log in to the registration system. If you still have questions, you can email the PCAOB's registration staff at registration-help@pcaobus.org, or call the registration staff's
help line at (202) 207-9329. The hours of operation for the help line are 9 a.m.
to 5 p.m. EDT, Monday through Friday.
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.07 STAFF QUESTIONS AND ANSWERS

References to Authoritative Accounting
Guidance in PCAOB Standards
September 2, 2009

Summary:
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff questions and answers regarding descriptions of and references to authoritative accounting guidance contained in the standards of the
PCAOB were prepared by the Office of the Chief Auditor. Additional questions
should be directed to Barbara Vanich, Associate Chief Auditor (202/207-9363;
vanichb@pcaobus.org) or Greg Scates, Deputy Chief Auditor (202/207-9114;
scatesg@pcaobus.org).

FASB Accounting Standards Codification
On June 30, 2009, the Financial Accounting Standards Board ("FASB") issued
FASB Statement of Financial Accounting Standards No. 168, The FASB Accounting Standards Codification and the Hierarchy of Generally Accepted Accounting Principles—a replacement of FASB Statement No. 162 ("FAS 168").
That standard establishes the FASB Codification ("Codification") as the source
of authoritative non-Commission accounting principles recognized by the FASB
to be applied by nongovernmental entities in the preparation of financial statements in conformity with U.S. generally accepted accounting principles ("U.S.
GAAP").1 The Codification is effective for financial statements issued for interim and annual periods ending after September 15, 2009.
***

Descriptions of and References to U.S. GAAP
Q1. Certain PCAOB standards include descriptions of and references to
U.S. GAAP and accounting requirements. What is the status of those descriptions of and references to U.S. GAAP and accounting requirements upon the
effective date of the Codification?

1
See U.S. Securities and Exchange Commission ("SEC" or "Commission") Release Nos. 33-9062A;
34-60519A; FR-80A, Commission Guidance Regarding the Financial Accounting Standards Board's
Accounting Standards Codification (August 19, 2009).
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A1. Certain PCAOB standards contain descriptions of and references to
U.S. GAAP that existed prior to the Codification. Those descriptions and references were not intended to represent and do not represent authoritative sources
of U.S. GAAP.
Some PCAOB standards include descriptions of and references to accounting
requirements that are no longer current. Further, some PCAOB standards include descriptions of accounting requirements that may not represent the final
language as adopted in the Codification.
The accounting standards set by the FASB are recognized by the U.S. Securities
and Exchange Commission ("SEC" or "Commission") as generally accepted under Section 108 of the Sarbanes-Oxley Act of 2002.2 Therefore, auditors should
disregard descriptions of and references to accounting requirements in PCAOB
standards that are inconsistent with the Codification.
Auditors should look to the relevant sections of the Codification and to SEC
requirements to identify the applicable accounting and reporting requirements
for the company under audit. The FASB's web site contains a cross-reference
search function to assist users in transitioning to the Codification.3
The PCAOB plans to revise these descriptions and references in its future
standards-setting projects.

Auditor’s Responsibilities Regarding the Codification
Q2. What is the auditor's responsibility if, in using the Codification, the
auditor believes that an item in the financial statements should be accounted
for differently under the Codification than under pre-Codification U.S. GAAP?
A2. The FASB has stated that, generally, the Codification does not represent a change in U.S. GAAP. The FASB, however, has acknowledged that
through the process of drafting the Codification, certain wording changes might
theoretically lead an issuer to conclude differently on an accounting matter.4
To address those types of changes, the FASB will continue to accept feedback
on Codification content after the effective date to improve content and address
unintentional changes, when applicable.5 The FASB also has acknowledged
that in reviewing the Codification issuers might discover guidance of which
they were previously unaware that now indicates that an error may exist in
previously issued financial statements.6
If an issuer reaches a different conclusion on an accounting matter, an auditor
should evaluate management's conclusion on whether the different accounting
treatment is a change in an accounting principle or an error, following the
guidance in Codification Topic 250, Accounting Changes and Error Corrections.7
If the different accounting treatment is a change in an accounting principle,
the auditor should follow the direction in:

2
See SEC Release Nos. 33-8221; 34-47743, Commission Statement of Policy Reaffirming the Status of the FASB as a Designated Private-Sector Standard Setter (April 25, 2003).
3
The Codification cross-reference table is available at:
http://asc.fasb.org/crossref&analyticsAssetName=home_page_crossreference.
4
See FAS 168, paragraph A15.
5
Ibid., paragraph A17.
6
Ibid., paragraph A16.
7
This Codification topic was formerly referred to as FAS 154, Accounting Changes and Error
Corrections.
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AU sec. 508, Reports on Audited Financial Statements
PCAOB Auditing Standard No. 6, Evaluating Consistency of Financial Statements

If the different accounting treatment is an error, the auditor should follow the
direction in:

•

AU sec. 561, Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report

•
•

AU sec. 508, Reports on Audited Financial Statements

•

PCAOB Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements, on evaluating deficiencies in an integrated
audit, and AU sec. 325, Communications About Control Deficiencies in an Audit of Financial Statements, on evaluating deficiencies
in an audit of financial statements only.

PCAOB Auditing Standard No. 6, Evaluating Consistency of Financial Statements

Q3. What are the other responsibilities of an auditor with respect to the
Codification?
A3. Auditors will need to become knowledgeable about using the Codification. Additionally, for reviews of interim financial information and audits of
financial statements for periods ending after September 15, 2009, when referencing or including an excerpt from U.S. GAAP in audit documentation, the
relevant Codification topic is the appropriate source for that reference or excerpt. It may be desirable, but is not necessary, to update certain existing audit
documentation (e.g., audit schedules, memoranda) containing previous references to U.S. GAAP prepared prior to the Codification.

Audits of Financial Statements Prepared in Conformity
with International Financial Reporting Standards
Q4. What consideration, if any, should an auditor give to descriptions of
and references to U.S. GAAP in the standards of the PCAOB if he or she is
auditing the financial statements of a foreign private issuer ("FPI")8 prepared
in conformity with International Financial Reporting Standards ("IFRS"),9 as
issued by the International Accounting Standards Board?
A4. In an audit of an FPI's financial statements that are prepared in conformity with IFRS, the auditor needs to consider SEC requirements and IFRS
to determine the applicable accounting and reporting requirements and should
disregard descriptions of and references to U.S. GAAP in PCAOB standards.

8
See Rule 3b-4(c) of the Securities Exchange Act of 1934 for the definition of "foreign private
issuer."
9
See Form 20-F, General Instruction E(c), and items 17 and 18; 17 C.F.R. 249.220f; and SEC
Release Nos. 33-8879; 34-57026; International Series Release No. 1306; File No. S7-13-07 (December 21, 2007).

PC §100.07

2531

Select PCAOB Staff Questions and Answers

.08 STAFF QUESTIONS AND ANSWERS

Special Reporting on Form 3
January 12, 2010

Summary:
The questions and answers below set out staff guidance to assist registered
public accounting firms with respect to the requirement to file with the Public
Company Accounting Oversight Board ("PCAOB" or "Board") special reports on
Form 3. This guidance does not constitute Board rules, nor has it been approved
by the Board.
The questions and answers below were prepared by the PCAOB staff to supplement PCAOB Release No. 2008-004, Rules on Periodic Reporting by Registered Public Accounting Firms (June 10, 2008) and the instructions to Form 3,
which can be found at http://pcaobus.org/Rules/Rulemaking/Docket019/200806-10_Release_No_2008-004.pdf. Please note that the instructions to Form 3
include various "notes" intended to address anticipated questions.

Overview of the Requirements Relating to Special
Reporting on Form 3
Q1. What is the general nature of the obligation to file special reports on
Form 3?
A1. The PCAOB's reporting framework includes two types of reporting
obligations. Each registered firm must provide basic information once a year,
covering a 12-month period that ends March 31, by filing an annual report
on Form 2. Separately, there are certain events ("Form 3 events") that, if they
occur, a firm must report on Form 3 within specified time frames. The reportable
events described on Form 3 are not events that routinely occur, and some firms
might never experience an event required to be reported on Form 3.
Q2. Does the requirement to file special reports on Form 3 apply to all
registered firms, regardless of the nature of the firm's practice?
A2. Yes. Each firm that is registered with the PCAOB, regardless of the
reason the firm is registered, regardless of whether the firm is required to be
registered, and regardless of whether the firm plays any role in audits of issuers,
must comply with the requirement to file special reports on Form 3 if any of the
reportable events described in Form 3 occur with respect to the firm.
Q3. What are the time frames within which events must be reported on
Form 3?
A3. The deadlines for filing special reports on Form 3 are set out in Rule
2203(a). In general, any Form 3 event that occurs while a firm is registered must
be reported on Form 3 within 30 days after the event occurs. There are, however, two special situations involving one-time reporting deadlines for firms to
"bring current" certain information that was submitted on a firm's registration
application.
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The first situation relates to firms that are registered as of December 31, 2009,
when Rule 2203(a) took effect. For those firms, a specified subset of Form 3
events must be reported if they occurred before December 31, 2009 and information concerning them continues to be current as of December 31, 2009. This
reporting requirement is described in detail in General Instruction No. 4 to
Form 3. Any firm registered as of December 31, 2009 should review General
Instruction No. 4 to determine whether it has any "bring current" reporting
obligation, and any such report must be filed on Form 3 by February 1, 2010.
The second situation relates to firms that become registered after December
31, 2009. For those firms, any Form 3 events that occur between the cut-off
date used by the firm for purposes of providing information on its registration
application and the date the firm receives notice of approval of its application
for registration must be reported on Form 3 within 30 days of receiving notice
of approval of the application. With respect to events that occur while a firm's
registration application is pending, however, firms should also take account of
Q&A 18 in the Board's Frequently Asked Questions Regarding Registration
with the Board (PCAOB Release 2003-011C), which encourages applicants to
notify the staff in writing if information contained in the application changes
in any significant way while the application is pending.
Q4. What are the consequences of failing to file a special report after a
Form 3 event occurs, or of a late filing?
A4. The failure to file a timely special report after a Form 3 event occurs
is a violation of PCAOB Rule 2203(a). As with any violation of PCAOB rules,
a registered firm that violates Rule 2203(a), and any associated person who
causes that violation, could be subject to disciplinary proceedings and disciplinary sanctions, which, in appropriate circumstances, could include revoking
a firm's registration and barring an individual from being an associated person
of a registered firm.
In addition, the annual report on Form 2 that every firm must file, for each
12-month period ending March 31, requires the firm to certify that it filed all
required special reports on Form 3 with respect to events that occurred during that 12-month reporting period. If a firm overlooked the special reporting
requirements for some period of time, the firm would eventually discover that
it needed to become current on its Form 3 obligations, even if that meant late
filing of a Form 3, so that it could provide the certification required in order to
satisfy the annual reporting requirement.
Q5. What happens if the firm does not know of the Form 3 event within 30
days of its occurrence?
A5. The reportable events in Form 3 are described in a way such that either
the firm would necessarily be in a position to know about them as they occur
(e.g., the firm has changed its name) or that the event triggering the reporting
obligation is the firm becoming aware of certain information. With respect to
that latter category of events, the instructions to Form 3 specify that the firm
is deemed to have become aware of the relevant facts on the date that any partner, shareholder, principal, owner, or member of the firm first becomes aware
of the facts. The Board's release adopting the special reporting requirements
noted that it is reasonable to expect a firm to have controls designed to ensure
that any such person who becomes aware of relevant facts understands the
firm's reporting obligation and brings the matter to the attention of persons
responsible for compliance with the obligation.
Q6. If a firm has requested leave to withdraw from registration by filing
Form 1-WD, and that request is pending with the Board, must the firm continue
to comply with the requirement to file special reports on Form 3?
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A6. No. PCAOB Rule 2107(c) provides that the obligation to file special
reports on Form 3 is suspended for any firm that has pending before the Board
a Form 1-WD requesting leave to withdraw from registration. In the event
that the firm decides to withdraw a pending Form 1-WD, PCAOB Rule 2107(f)
requires that the firm file any special report that the firm would have been
required to file had the Form 1-WD not been pending.

Events Required to be Reported on Form 3
Q7. What events are required to be reported on Form 3?
A7. The events that must be reported on Form 3 are described in Part II
(and the instructions to Part II) of Form 3. For quick reference, a single page
summary of the categories of reportable events is set out at the end of this
document, but firms should refer to the more detailed descriptions in Part II of
Form 3 for the specific events that must be reported. Firms should not attempt
to report via Form 3 any events that are not described in Part II of Form 3.
For example, while firms must report certain categories of legal proceedings
involving the firm or certain firm personnel, firms are not required to report
all legal proceedings involving the firm or its personnel, and firms should not
attempt to use Form 3 to report proceedings not described in Part II of Form 3.
In reviewing the descriptions of events that must be reported, firms should
bear in mind that some terms used in those descriptions are defined, for these
purposes, in ways that may differ from a firm's common usage of the terms.
Defined terms used in Form 3 are italicized, and the definitions can be found
in PCAOB Rule 1001 or by clicking on an italicized term in the online form.
Q8. One of the reportable events on Form 3 is a firm's withdrawal of a
previously issued audit report. Must a firm file Form 3 in every case where the
firm withdraws an audit report or withdraws its consent to the use of its name
by an issuer?
A8. No. If the issuer in question complies with its obligation to disclose
the matter pursuant to Item 4.02 of a Form 8-K filed with the Securities and
Exchange Commission, the firm need not, and should not, separately report the
matter on Form 3. However, in the event the issuer fails to make the required
Form 8-K filing within the time required by the Commission's rules, the firm
must report that event on Form 3 within 30 days after that Form 8-K filing
deadline, unless, within that 30-day period, the issuer reports the matter on a
late-filed Form 8-K.
Q9. Reportable events on Form 3 include a firm entering into certain relationships with persons or entities who are currently the subject of specified
PCAOB sanctions or Securities and Exchange Commission orders. Does a firm
need to report such a relationship even if the person or entity does not participate in audits of issuers?
A9. Yes. Those relationships must be reported on Form 3 regardless of
whether the relevant person or entity participates in audits of issuers.
Q10. Reportable relationships referred to in the preceding question include certain relationships with entities that are currently the subject of a
PCAOB sanction disapproving the entity's application for registration. What
does it mean to be "currently the subject" of such a sanction?
A10. An entity is considered to be "currently the subject" of a Board sanction disapproving registration if either of the following is true: (1) the Board
order disapproving registration identified a date after which the Board would
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not treat the violations described in the order as a sole basis for possible disapproval of a new registration application, and that date has not passed, or (2)
the Board order identifies no such date, and the entity has not subsequently
become registered with the Board.
Q11. For purposes of Form 3's reporting requirements, is a person or entity
considered to be "currently the subject of" a specified PCAOB sanction if the
sanction has not yet taken effect because it is pending review by the Securities
and Exchange Commission?
A11. A person or entity is not "currently the subject of" a PCAOB sanction
if the imposition of the sanction has been stayed, pursuant to Section 105(e) of
the Act, by virtue of an application to the Commission for review, and the stay
has not been lifted.
Q12. The obligation to report new relationships with persons or entities
currently the subject of certain PCAOB sanctions and Commission orders is not
by its terms limited to situations in which the firm has become aware of such
sanctions or orders. What if the firm is not aware of them?
A12. The sanctions and orders that give rise to this reporting obligation are
public information. A firm generally should be able to identify this information
as to any person or entity with whom or which it enters into a new relationship,
even if the person or entity is not forthcoming about it.
Q13. One of the reportable events on Form 3 is a change in a registered
firm's name. Should a firm file a report on Form 3 to report all name changes,
including those that occur in connection with a merger or other change in the
firm's legal form?
A13. No. A change in a firm's name should be reported on Form 3 if, and
only if, other than the name change, the firm remains the same legal entity that
it was before the name change. If the name change is in connection with a more
significant change in which the firm, as previously constituted, ceases to exist –
such as a change in the legal form of the firm or a merger resulting in a new
legal entity – the new entity does not automatically succeed to the registration
status of the former entity and may not report the event on Form 3 as a mere
name change. In that event, the firm should consider whether, pursuant to the
provisions of Rule 2108, the firm can make the representations required in a
Form 4 filing to enable the firm to succeed to the predecessor firm's registration
status.
Q14. If the address of a firm's headquarters changes, must the firm report
that change on Form 3?
A14. The only address change that must be reported on Form 3 is a change
in the business mailing address (and other contact information) of the person
that the firm designates as its primary contact with the PCAOB. If a firm
changes its headquarters address, but the contact information for that primary
contact person remains unchanged, the firm should not report the headquarters
address change on Form 3 but should simply provide the new address in the
firm's next annual report on Form 2.

Completing Form 3
Q15. Which portions of Form 3 must be completed if a firm is reporting
only a single event?
A15. For any Form 3 filing, a firm must complete Parts I, II, and VIII of
Form 3 and at least one of Parts III through VII. Part I identifies the firm
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and Part VIII certifies the accuracy of the report. In Part II, the firm must
check a box, or boxes, to indicate which of the events described there the firm
is reporting. Depending upon which box or boxes the firm checks in Part II,
the firm must complete one or more of Parts III through VII to provide certain
details.
Q16. May a firm use a single Form 3 filing to report multiple Form 3 events?
A16. A firm may file a Form 3 to report a single event or to report multiple
events. Timeliness of reporting, however, is judged with respect to each reported
event.
Q17. May a firm combine in a single Form 3 filing the "bring current"
reporting described in Q&A 3 above and reporting on other events that occur
within the 30-day period before the "bring current" report is due?
A17. Yes, but attention should be given to ensure compliance with the
"bring current" reporting requirement. A firm registered as of December 31,
2009 must file a Form 3 by February 1, 2010 to report certain information that
is current as of December 31, 2009, and it must do so even if that information is
superseded by events that occur between December 31, 2009 and February 1,
2010 that must also be reported on Form 3. Similarly, a firm that becomes registered after December 31, 2009 would, within 30 days of becoming registered,
need to file a Form 3 to report events that occurred before the date it became
registered, even if the relevant information were superseded by other events
occurring before the firm filed that "bring current" report. In those situations,
a firm would need to file one Form 3 to satisfy the "bring current" obligation
and a separate Form 3 to report the subsequent change to that information.

Amending a Previously Filed Form 3
Q18. What should a firm do if it discovers that it provided incorrect information in a filed Form 3 or omitted information that should have been included?
A18. Special reports on Form 3 should be complete and accurate, and an
individual in the firm must, on behalf of the firm, certify that the form does not
contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under
which the statements were made, not misleading. Inaccuracies or omissions
could form the basis for disciplinary sanctions for failing to comply with the
reporting requirements, and it is therefore in a firm's interest to correct such
errors as soon as possible. A firm may do so by filing an amendment pursuant
to PCAOB Rule 2205 and the Form 3 instructions specific to amendments.
Q19. Should a firm amend a previously filed Form 3 to update previously
reported information that has changed since the original filing?
A19. Amendments are appropriate only to correct information that was
incorrect at the time of the filing, or to supply omitted information that should
have been supplied at the time of the filing. The amendment process should not
be used to update information reported on a Form 3. In the event of changes,
the firm should consider whether a new Form 3 reporting obligation has been
triggered.

Requesting Confidential Treatment
Q20. How does a firm request confidential treatment for information that
it provides on Form 3?
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A20. A firm may request confidential treatment for information provided
in certain, though not all, items in Form 3. General Instruction No. 8 to Form
3 identifies the items with respect to which a firm may request confidential
treatment. In filling out the form, the firm may request confidential treatment
by checking the "CR" box associated with each such item for which the firm
wants to request confidential treatment.
The requirements concerning what a firm must submit in support of a request
for confidential treatment have changed effective December 31, 2009 and so,
for most firms, are different than they were when the firm submitted its registration application. As amended, PCAOB Rule 2300(c) requires both a representation that the information has not otherwise been publicly disclosed and
either (1) a detailed explanation of the grounds on which the information is
considered proprietary, or (2) a detailed explanation of the basis for asserting
that the information is protected by law from public disclosure and a copy of
the specific provision of law.
A special report on Form 3 will be published on the PCAOB Web site promptly
upon submission. That public version of the Form will not display information
for which confidential treatment is requested unless and until a determination
to deny the request becomes final. As a safeguard, as a firm prepares to submit
a completed Form 3 to the PCAOB's Web-based system, the system allows a
firm to view two separate versions of the completed form – one showing all of
the information the firm has entered and the other showing what the publicly
available version of the form will look like, with redactions where confidential
treatment is requested. Before finally submitting the form, the firm should
carefully review the redacted version to make sure that the firm has requested
confidential treatment where it intended to do so.

Withholding Information on the Basis of Non-U.S.
Legal Restrictions
Q21. May a firm refrain from reporting information on Form 3 if nonU.S. law prohibits the firm from providing or obtaining the information, just
as the PCAOB allows firms to withhold information from Form 1 registration
applications on that basis?
A21. A non-U.S. firm may withhold certain information from a required
special report on Form 3 because of non-U.S. legal restrictions, but the related
process, which is governed by PCAOB Rule 2207, is significantly different from
the process in the context of a registration application on Form 1.
A legal conflict can be asserted on Form 3 only if the firm is actually withholding information that the form requires. A separate section at the end of
each relevant part of Form 3 instructs the firm that if any portion of its response in that part is incomplete because of an asserted legal conflict, the firm
must, in that separate section, identify the specific items with respect to which
the firm actually has withheld, or been precluded from obtaining, responsive
information.
Also, unlike the case with Form 1, the materials that a firm must compile in
support of its position that a conflict exists – a copy of the relevant provisions
of law, a legal opinion, and a written explanation of the firm's efforts to seek
consents or waivers that would overcome the conflict – need not routinely be
submitted when the firm files Form 3. Rather, the firm must certify on Form 3
that it has those materials in its possession, and it must submit them only in
the event of a follow-up request from the Board or the Director of the Division
of Registration and Inspections.
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Q22. To comply with the requirement to have a legal opinion relevant to
the asserted conflict of law, must a firm secure a new legal opinion specific to
each Form 3 that the firm files?
A22. The supporting materials maintained by the firm need only contain
a legal opinion that the firm has reason to believe is current with respect to
the relevant point of law. Rule 2207 does not attempt to specify the ways in
which a firm may satisfy this requirement, and various approaches might be
satisfactory. Compliance does, however, depend upon a firm implementing in
good faith some mechanism for generally being aware of relevant changes in
the law, rather than relying on a particular legal opinion in perpetuity without
genuine regard for whether the law changes.
Q23. If a non-U.S. firm takes the position that non-U.S. law prohibits it
from providing any of the details required by Parts III through VII of Form 3
with respect to a particular matter, is the firm still required to file a Form 3
concerning that matter?
A23. Yes. The firm must still file a Form 3 completing Parts I, II, and VIII,
and checking the relevant boxes in Parts III through VII to indicate the items
as to which information is being withheld.

The Mechanics of Reporting Through the PCAOB
Web-Based System
Q24. How does a firm submit Form 3 to the Board?
A24. To submit Form 3, your firm will need to access the PCAOB's
Registration, Annual and Special Reporting system at https://rasr.pcaobus.
org/Security/Login.aspx. Your firm will need to provide the Username and Password issued in connection with the registration process to gain access. Registered firms may email registration-help@pcoabus.org for assistance with log-in
information. Firms that are already registered with the Board should not request a new user name and password through the Board's web site—this functionality is for firms seeking to register with the Board and is not appropriate
for registered firms needing login assistance.
Q25. What formats will the system accept? What software is needed to
properly prepare and submit Form 3?
A25. To properly communicate with the Board's system, you will need Internet Explorer 6.0 or later, or Firefox 2.0 or later. To complete Form 3, you
may fill it out online as a web form, or you may submit it in XML, which is a
computer language. If you have large amounts of information going into Form
3, you may find that XML is a more convenient way to submit the data because
you would be able to load the data into your XML file directly or indirectly
from other databases. If you would like to make your submission in XML, you
must download the XML Schema from the Board's system. Using XML will
likely require the assistance of a programmer who is versed in that computer
language.
Form 3 may require you to submit various documents to be labeled as exhibits.
The system will accept exhibits in PDF, GIF or JPEG format. You can convert
text documents or scan documents for submission, as long as they are submitted
in PDF, GIF or JPEG.
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Q26. Is assistance available on how to create a web form in the Board's
system?
A26. You may view an online tutorial on how to create a web form in
the Board's system by going to the Registration, Annual and Special Reporting page of the Board's web site (http://pcaobus.org/Registration/Pages/
SampleForms.aspx) and viewing the system tutorial entitled "Create a Form."

Further Questions About Reporting on Form 3
Q27. What should I do if I have further questions?
A27. If you have questions, you should first review the Board's release adopting the reporting requirements, including the rules and Instructions to Form 3, which can be found at http://pcaobus.org/Rules/Rulemaking/
Docket019/2008-06-10_Release_No_2008-004.pdf, and the instructions for filling out Form 3 that are available for download after you log into the registration and reporting system. The instructions to Form 3 include various notes
intended to address anticipated questions. If you still have questions, you can
email the PCAOB's registration staff at registration-help@pcaobus.org.
Summary of Form 3 Reportable Events

•

The firm has withdrawn an audit report on financial statements,
and the issuer failed to comply with Commission reporting requirements (Item 4.02 of Commission Form 8-K) concerning the
matter.

•

With respect to the 100 issuer audit client threshold that determines the frequency of Board inspections under Rule 4003, the
firm has crossed to a different side of the threshold than the firm
was on in the preceding calendar year.

•

The firm, or a partner, shareholder, principal, owner, member, or
audit manager of the firm (in some cases limited to those who provided at least ten hours of audit services for any issuer during the
firm's current or most recently completed fiscal year), has become
a defendant in certain types of criminal proceedings, or any such
proceeding has been concluded as to the firm or the individual.

•

The firm, or a partner, shareholder, principal, owner, member, or
audit manager of the firm (in some cases limited to those who
provided at least ten hours of audit services for any issuer during the firm's current or most recently completed fiscal year), has
become a defendant or respondent in a government-initiated civil
proceeding, or an administrative or disciplinary proceeding (other
than a Board proceeding), arising out of conduct in the course of
providing professional services, or any such proceeding has been
concluded as to the firm or the individual.

•

The firm, or a parent or subsidiary, has become the subject of a
petition filed in bankruptcy court or certain similar proceedings.

•

The firm has taken on individuals or entities meeting certain criteria regarding disciplinary history, or entered into an arrangement
to receive from such individuals or entities services related to the
firm's audit practice or related to services the firm provides to
issuer audit clients.
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•

The firm has obtained or lost authorization to engage in the business of accounting or auditing in a particular jurisdiction, or that
authorization has become subject to conditions or contingencies.

•

Contact information for the firm's Board contact person has
changed.

•

The firm has changed its legal name, while otherwise remaining
the same legal entity that it was before the name change.
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.09 STAFF QUESTIONS AND ANSWERS

Succession to Registration Status—Form 4
January 12, 2010

Summary:
The questions and answers below set out staff guidance to assist registered
public accounting firms with respect to succeeding to a predecessor firm's registration status with the Public Company Accounting Oversight Board ("PCAOB"
or "Board") by filing Form 4. This guidance does not constitute Board rules, nor
has it been approved by the Board.
The questions and answers below were prepared by the PCAOB staff to supplement PCAOB Release No. 2008-005, Rules on Succeeding to the Registration
Status of a Predecessor Firm (July 29, 2008) and the instructions to Form 4,
which can be found at http://pcaobus.org/Rules/Rulemaking/Docket020/200807-29_Release_No_2008-005.pdf. Please note that the instructions to Form 4
include various "notes" intended to address anticipated questions.
Q1. What is Form 4?
A1. In the circumstances in which it is available, the Form 4 succession
process allows an unregistered firm to succeed to the PCAOB registration status of a predecessor firm that was registered without any interruption in the
registration status. Under certain circumstances, however, that registration
status may only be temporary, as discussed in Q&A 9 below.
Q2. What are the circumstances in which a firm can succeed to a predecessor's registration status by filing Form 4?
A2. The Form 4 succession process is available (1) if there has been a
change in a registered firm's form of organization, or the registered firm has
changed the jurisdiction under the law of which it is organized; or (2) if a registered firm is acquired by an unregistered firm, or combines with any other
entity or entities, including other registered firms, to form a new public accounting firm. Form 4 can be used only in those circumstances and only if the
firm seeking to succeed to registration status makes certain representations
required in the form. In the absence of those conditions, a firm cannot use Form
4 to succeed to the registration status of a predecessor and would need to file a
registration application on Form 1 if it wished to seek registration.
Q3. Is a firm that results from the circumstances described in Q&A 2 above
required to file Form 4?
A3. A firm that results from the circumstances described in Q&A 2 above
should not assume that it is registered with the PCAOB just because a predecessor firm was registered with the PCAOB. If the firm wishes to be registered
with the PCAOB, Form 4 provides an optional route to registration, but the
firm is not required to use the Form 4 process and can choose, instead, to file
an application for registration on Form 1.
Q4. Can or should Form 4 be filed in circumstances in which a registered
firm has acquired another firm?
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A4. If a registered firm acquires another firm in such a way that the acquiring registered firm continues to exist as the same legal entity, that firm
continues to be registered and need not, and cannot, file Form 4. The acquiring
registered firm would, however, need to report the acquisition when it files its
annual report on Form 2 for the period in which the acquisition occurred.
Q5. By when must Form 4 be filed to be timely?
A5. PCAOB Rule 2109(a) governs the timeliness of Form 4 filings. With
respect to changes or combinations that take effect on or after December 31,
2009 (the effective date of Rule 2109), a Form 4, to be timely, must be filed
within 14 days after the change or combination takes effect.
Q6. If a firm resulted from circumstances described in Q&A 2 above that
occurred after a predecessor firm became registered but before December 31,
2009, can and should the firm file a Form 4 to succeed to the predecessor's
registration status? If so, when must the form be filed to be timely?
A6. Form 4 can be filed with respect to changes or combinations that took
effect before December 31, 2009, and should be filed if the firm intends to operate, and believes it has been operating, under the registration status of the
predecessor. For firms in that situation, Form 4 must be filed by January 14,
2010 to be timely. Even if a firm in that situation has previously informally
reported the change or combination to the PCAOB staff and provided requested
representations, the firm still would need to file Form 4 to succeed to the predecessor's registration status.
Q7. If a firm files Form 4 to succeed to the registration status of a registered firm, how soon will it be deemed to have succeeded to the predecessor's
registration status?
A7. If a firm files a timely Form 4, succession to the predecessor's registration status is automatic. As discussed below, however, in some cases that
registration status may only be temporary.
Q8. If a firm can make the representations required by Form 4 but has
failed to file a timely Form 4, is it still possible for the firm to succeed to a
predecessor's registration status?
A8. Under PCAOB Rule 2108(d), a firm that is in a position to file Form
4 but has failed to do so timely may submit a completed Form 4 along with a
request for leave to file the form out of time. The submission must be accompanied by an exhibit describing the reasons the form was not timely filed and
a statement of the grounds on which the firm asserts that the Board should
grant leave to file the form out of time. The Board will evaluate the request in
light of the relevant facts and circumstances and the public interest and may,
in its discretion, grant or deny the request.
During the period that a request for leave to file out of time is pending with
the Board, a firm should not assume that it is a registered public accounting
firm. A Board decision to grant the request would effectively confer registered
status on the firm back to the date of the transaction that is the subject of the
Form 4 filing (just as with a timely filed Form 4), but a Board decision to deny
the request would mean that the firm was not registered during that period.
Q9. In what circumstances would a firm's succession to the registration
status of a predecessor firm through Form 4 be only temporary?
A9. If the event giving rise to the Form 4 filing is an unregistered firm's
acquisition of a registered firm or a combination of firms into a new firm, the
firm must address three yes-or-no questions, set out in Item 3.2.e. If the firm
answers yes to any one of those questions or, in the case of a non-U.S. firm,
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declines to answer any one of those questions on the ground that non-U.S. law
prevents it from doing so, the firm can succeed to the predecessor's registration
status, but only temporarily. In that situation, to succeed temporarily, the firm
must also represent that it either has filed an application for registration on
Form 1 or will do so no later than 45 days after the date of the acquisition or
combination giving rise to the Form 4 filing.
Q10. How long does temporary succession to registration last?
A10. In general, temporary registration ceases to be effective on the earlier of the 91st day after the effective date of the acquisition or combination as
reported on Form 4 or the date on which the Board approves a Form 1 registration application submitted by the firm. Temporary registration can be extended
in certain circumstances, as described in PCAOB Rule 2108(b)(2)(iii)-(iv).
Q11. A firm seeking to file a Form 4 would, necessarily, be an unregistered
firm. How does such a firm access the PCAOB's Web-based system to be able to
file the form?
A11. In every situation in which a Form 4 can be filed, there is necessarily
at least one firm involved that was a registered firm before the change or combination that gives rise to the Form 4 filing. The firm that seeks to file a Form
4 must identify that firm (or one of those firms) on Form 4 as the predecessor
firm to whose registration status the firm is succeeding. The firm should access
the PCAOB system using that firm's user ID and password.
Q12. Should the predecessor registered firm, to whose registration status
the firm is succeeding, file Form 1-WD to withdraw from registration?
A12. No, the firm designated in Form 4 as the predecessor must not withdraw from registration.
Q13. In the event that a combination of firms giving rise to a Form 4 filing involves any registered firms other than the firm designated in Form 4 as
the predecessor, should those other firms file Form 1-WD to withdraw from
registration?
A13. Yes, any such firms should file Form 1-WD seeking to withdraw from
registration, and the firm filing Form 4 must represent that each such registered
firm has done so.
Q14. What should a firm do if it discovers that it provided incorrect information in a filed Form 4 or omitted information that should have been included?
A14. Form 4 filings should be complete and accurate, and an individual in
the firm must, on behalf of the firm, certify that the form does not contain any
untrue statement of a material fact or omit to state a material fact necessary
to make the statements made, in light of the circumstances under which the
statements were made, not misleading. Inaccuracies or omissions could form
the basis for disciplinary sanctions for failing to comply with the rules and
instructions relating to Form 4, and it is therefore in a firm's interest to correct
such errors as soon as possible. A firm may do so by filing an amendment
pursuant to PCAOB Rule 2205 (which applies to Form 4 through PCAOB Rule
2109(d)) and the Form 4 instructions specific to amendments.
Q15. If a Form 4 as filed appears on its face to be timely, but a subsequent
amendment reveals that the original filing was in fact untimely, what is the
firm's registration status?
A15. In that circumstance, the original Form 4 filing would be voided and
its effect would be null. If the firm still wanted to try to succeed to the predecessor's registration status, it would need to submit a new Form 4 and request
leave to file out of time.
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Q16. Can a firm make changes to a Form 4 that has been submitted with
a request for leave to file out of time and is pending in that status?
A16. In that circumstance, a firm can withdraw the pending submission
and replace it with a new submission. A note to General Instruction No. 7 of
Form 4 describes the process.
Q17. Once a firm has filed a timely Form 4, or the Board has granted leave
to file a Form 4 out of time, should any subsequent changes to information
that was provided on the Form 4 be submitted through an amendment to the
Form 4?
A17. No. Amendments are appropriate only to correct information that
was incorrect at the time of the filing, or to supply omitted information that
should have been supplied at the time of the filing. The amendment process
should not be used to update information that has changed since the Form 4
was filed. To the extent, however, that the subsequent changes are events that
are required to be reported on a special report on Form 3, the firm should report
them on Form 3 in accordance with Rule 2203.
Q18. Can a firm request confidential treatment for information on
Form 4?
A18. A firm may request confidential treatment for certain limited aspects of a Form 4 filing, which are identified in General Instruction No. 9 to
Form 4. Confidential treatment requests are not automatically granted. The
requirements concerning what a firm must submit in support of a confidential
treatment request have changed effective December 31, 2009 and so, for most
firms, are different than they were when the firm submitted its registration
application. As amended, PCAOB Rule 2300(c) requires both a representation
that the information has not otherwise been publicly disclosed and either (1)
a detailed explanation of the grounds on which the information is considered
proprietary, or (2) a detailed explanation of the basis for asserting that the information is protected by law from public disclosure and a copy of the specific
provision of law.
Q19. May a firm refrain from providing information on Form 4 if non-U.S.
law prohibits the firm from providing or obtaining the information?
A19. If a non-U.S. firm complies with the requirements of PCAOB Rule
2207 (which applies to Form 4 through PCAOB Rule 2109(d)) and the relevant
instructions to Form 4, it may withhold certain limited information because
of asserted non-U.S. legal restrictions and still succeed to a predecessor's registration status. PCAOB Rules nevertheless reserve to the Board the right to
subsequently require the information. In addition, while a non-U.S. firm may
withhold answers to the yes-or-no questions discussed in Q&A 9 on the basis
of a non-U.S. legal restriction, doing so will result in succession to registration
being temporary only, and the firm would need to file a registration application
on Form 1 to seek registration beyond the period of the temporary registration.
Q20. Does the Form 4 process affect any aspect of Securities and Exchange
Commission Rules or Commission staff guidance concerning the consequences
of mergers or similar transactions involving accounting firms?
A20. No. The Form 4 process has no affect on such matters; it merely allows
the new entity to be registered with the PCAOB.
Q21. What should I do if I have further questions?
A21. If you have questions, you should first review the Board's release adopting the reporting requirements, including the rules and Instructions to Form 4, which can be found at http://pcaobus.org/Rules/Rulemaking/
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Docket020/2008-07-29_Release_No_2008-005.pdf, and the instructions for filling out Form 4 that are available for download after you log into the registration and reporting system. The instructions to Form 4 include various notes
intended to address anticipated questions. If you still have questions, you can
email the PCAOB's registration staff at registration-help@pcaobus.org.
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.10 STAFF QUESTIONS AND ANSWERS

Auditing Standard No. 7, Engagement
Quality Review
February 19, 2010

Summary:
Staff questions and answers set forth the staff's opinions on issues related to the
implementation of the standards of the Public Company Accounting Oversight
Board ("PCAOB" or "Board"). The staff publishes questions and answers to help
auditors implement, and the Board's staff administer, the Board's standards.
The statements contained in the staff questions and answers are not rules of
the Board, nor have they been approved by the Board.
The following staff question and answer related to Auditing Standard No. 7,
Engagement Quality Review was prepared by the Office of the Chief Auditor. Additional questions should be directed to Dima Andriyenko, Associate Chief Auditor (202/207-9130; andriyenkod@pcaobus.org) or Greg Scates, Deputy Chief
Auditor (202/207-9114; scatesg@pcaobus.org).

Auditing Standard No. 7
On January 15, 2010, the U.S. Securities and Exchange Commission ("SEC")
approved Auditing Standard No. 7, Engagement Quality Review ("AS No. 7,"),
which was adopted by the PCAOB on July 28, 2009.1 AS No. 7 supersedes the
Board's interim standard,2 applies equally to all registered firms,3 and requires
an engagement quality review ("EQR") and concurring approval of issuance for
each audit engagement and for each engagement to review interim financial
information conducted pursuant to the standards of the PCAOB.4
In its order approving AS No. 7, the SEC encouraged the PCAOB to provide
further implementation guidance on the documentation requirements of the
standard in light of comments the SEC received during its comment period.
The following staff question and answer provides implementation guidance.

Documentation of an EQR
Q. Page 21 of the adopting release provides the following example of the
application of the standard's documentation requirements:
1
See SEC Release No. 34-61363 (Jan. 15, 2010); PCAOB Release 2009-004, Auditing Standard
No. 7, Engagement Quality Review and Conforming Amendment to the Board's Interim Quality Control
Standards (Jul. 28, 2009) (the "adopting release").
2
Requirements of Membership of the Securities and Exchange Commission Practice Section
("SECPS") of the American Institute of Certified Public Accountants ("AICPA") Section 1000.08(f).
3
The Board's interim standard applied only to registered firms that were members of the SECPS
as of April 16, 2003.
4
See paragraph 1 of AS No. 7.
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[I]f a reviewer identified a significant engagement deficiency to be addressed
by the engagement team, the engagement team should document its response
to the identified deficiency in accordance with [Auditing Standard No. 3, Audit
Documentation]. Because AS No. 7 does not require duplication of documentation prepared by the engagement team, the engagement quality reviewer does
not have to separately document the engagement team's response. Rather, the
EQR documentation should contain sufficient information to enable an experienced auditor, having no previous connection with the engagement, to understand, e.g., the significant deficiency identified, how the reviewer communicated
the deficiency to the engagement team, why such matter was important, and
how the reviewer evaluated the engagement team's response.

Does this example suggest that the standard requires documentation of all
of the interactions between the engagement quality reviewer and the engagement team, including all of the interactions before a matter is identified as a
significant engagement deficiency?
A. No. The example in the adopting release illustrates how the documentation requirements of AS No. 7 should be applied once a reviewer concludes
that a significant engagement deficiency exists.
Paragraph 19 of AS No. 7 establishes a requirement5 that "[d]ocumentation of
an engagement quality review should contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement,
to understand the procedures performed by the engagement quality reviewer,
and others who assisted the reviewer, to comply with the provisions of this
standard...."

5

Specific documentation requirements are also set forth at Paragraph 19a-c.
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.01 An Audit of Internal Control That Is Integrated
With an Audit of Financial Statements: Guidance
for Auditors of Smaller Public Companies
January 23, 2009

Introduction
The information in this publication is intended to help auditors apply the provisions of the Public Company Accounting Oversight Board's ("PCAOB" or
"Board") Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements ("Auditing Standard No. 5"), 1 to audits of smaller, less complex public companies
("smaller, less complex companies"). If used appropriately, it can help auditors
design and execute audit strategies that will achieve the objectives of Auditing
Standard No. 5. This publication is not, however, a rule of the Board and does
not establish new requirements. All audits of internal control over financial
reporting—regardless of the size of the company—must comply with the requirements of Auditing Standard No. 5. Also, this publication does not address
all of the requirements and direction in Auditing Standard No. 5 or all issues
that may be encountered in audits of smaller, less complex companies.
In adopting Auditing Standard No. 5, one of the Board's objectives was to make
the audit of management's assessment of the effectiveness of internal control
over financial reporting ("audit of internal control") more clearly scalable for
smaller, less complex companies. Thus, the standard contains direction to auditors on scaling the audit based on a company's size and complexity. This
publication discusses how that direction may be applied to audits of smaller,
less complex companies, including smaller companies that are not complex, and
how auditors may address some of the challenges that might arise in audits of
those companies.

Development of This Publication
This publication was developed by the staff of the Board's Office of the Chief
Auditor ("OCA"). To develop the information in this publication, OCA organized a working group composed of auditors who have experience with audits
of internal control over financial reporting in smaller, less complex companies.
These auditors identified issues that pose particular challenges in auditing
internal control in smaller, less complex companies. The auditors provided insights and examples based on their experiences in addressing these issues, and

1
PCAOB Release 2007-005A, "Auditing Standard No. 5 – An Audit Of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements and Related Independence
Rule and Conforming Amendments" (June 12, 2007).
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they assisted in drafting a preliminary version of the guidance. In developing
that preliminary guidance, OCA also consulted with financial executives from
smaller public companies, who helped the staff evaluate whether it appropriately reflected the smaller, less complex company environment.
The staff issued the preliminary guidance for public comment on October 17,
2007, and received 23 comments. After considering those comments, the staff
made certain changes in this final version that clarify or enhance the guidance. Appendix B to this publication discusses comments received and related
changes.

References
This publication assumes that the user is familiar with the provisions of Auditing Standard No. 5 and the following publications:

•

Committee of Sponsoring Organizations of the Treadway Commission ("COSO"), Internal Control—Integrated Framework2

•

COSO, Internal Control over Financial Reporting—Guidance for
Smaller Public Companies (June 2006) ("COSO Small Companies
Guidance")

•

SEC Release No. 33-8810, Commission Guidance Regarding Management's Report on Internal Control Over Financial Reporting
Under Section 13(a) or 15(d) of the Securities Exchange Act of 1934
(June 20, 2007) ("SEC Management Guidance")

The following publications also provide information that might be relevant to
the audit of internal control over financial reporting:

•

SEC Release No. 33-8809, Amendments to Rules Regarding Management's Report on Internal Control Over Financial Reporting
(June 20, 2007)

•

SEC Release No. 33-8829, Definition of the Term Significant Deficiency (August 3, 2007)

•

SEC Release No. 33-8238, Management's Reports on Internal Control Over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports (June 5, 2003)

•

SEC Office of the Chief Accountant, Division of Corporation Finance, Management's Report on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic
Reports: Frequently Asked Questions (September 24, 2007)

Internal Control Examples in this Publication
This publication discusses certain types of controls and provides examples of
those controls to help auditors understand the types of controls that might be
encountered in the audit of a smaller, less complex company and to provide a
context for the discussion of audit strategies for evaluating the effectiveness

2
Auditing Standard No. 5 states that the auditor should use the same internal control framework that management uses in its assessment of internal control. Although this publication uses
certain terms and concepts from COSO's Internal Control—Integrated Framework, the principles in
this publication could be applied to other internal control frameworks.
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of those controls. The discussions and examples of controls do not establish
internal control requirements and are not intended as guidance to management
regarding establishing or evaluating internal control over financial reporting.

Chapter 1
Scaling the Audit for Smaller, Less Complex Companies
Auditing Standard No. 5 establishes requirements and provides direction that
applies when an auditor is engaged to perform an audit of internal control over
financial reporting that is integrated with an audit of the financial statements.
The complexity of a company is an important factor in the auditor's risk assessment and determination of the necessary audit procedures. Auditing Standard
No. 5 provides direction on scaling the audit of internal control based on the
size and complexity of a company. Scaling is important for audits of internal
control of all companies, especially smaller, less complex companies. This chapter highlights principles for scaling the audit of internal control over financial
reporting set forth in Auditing Standard No. 5 and discusses considerations for
applying the principles in audits of smaller, less complex companies.
The audit of internal control should be integrated with the audit of the financial
statements, so the auditor must plan and perform the work to achieve the
objectives of both audits.1 This direction applies to all aspects of the audit, and
it is particularly relevant to tests of controls. This chapter discusses testing of
controls in an integrated audit of a smaller, less complex company. Appendix A
illustrates an audit approach for the integrated audit.

Scaling the Audit of Internal Control
Scaling the audit of internal control involves tailoring the audit approach to fit
the individual facts and circumstances of the company. Many smaller companies
have less complex operations, and they typically share many of the following
attributes:

•
•
•
•

Fewer business lines

•

Fewer levels of management, each with a wide span of control.2

Less complex business processes and financial reporting systems
More centralized accounting functions
Extensive involvement by senior management in the day-to-day
activities of the business

The attributes of a smaller, less complex company can affect the particular risks
that could result in material misstatement of the company's financial statements and the controls that a company might establish to address those risks.
Consequently, these attributes have a pervasive effect on the audit of internal
control, including assessing risk, determining significant accounts and disclosures and relevant assertions, selecting controls to test, and testing the design
and operating effectiveness of controls. The following are examples of internal
control-related matters that might be particularly affected by the attributes of
a smaller, less complex company—
1
2

See Auditing Standard No. 5, paragraphs 6 and 7.
See Auditing Standard No. 5, paragraph 9.
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•

Use of entity-level controls to achieve control objectives. In smaller,
less complex companies, senior management often is involved in
many day-today business activities and performs duties that are
important to effective internal control over financial reporting.
Consequently, the auditor's evaluation of entity-level controls can
provide a substantial amount of evidence about the effectiveness
of internal control over financial reporting. Chapter 2 discusses
methods of evaluating entity-level controls and explains how that
evaluation can affect the testing of other controls.

•

Risk of management override. The extensive involvement of senior management in day-to-day activities and fewer levels of management can provide additional opportunities for management
to override controls or intentionally misstate the financial statements in smaller, less complex companies. In an integrated audit,
the auditor should consider the risk of management override and
company actions to address that risk in connection with assessing the risk of material misstatement due to fraud and evaluating
entity-level controls.3 Chapter 3 discusses these considerations in
more detail.

•

Implementation of segregation of duties and alternative controls.
By their nature, smaller, less complex companies have fewer employees, which limits the opportunity to segregate incompatible
duties. Smaller, less complex companies might use alternative approaches to achieve the objectives of segregation of duties, and
the auditor should evaluate whether those alternative controls
achieve the control objectives.4 This is discussed in Chapter 4.

•

Use of information technology (IT). A smaller, less complex company with less complex business processes and centralized accounting operations might have less complex information systems
that make greater use of off-the-shelf packaged software without
modification. In the areas in which off-the-shelf software is used,
the auditor's testing of information technology controls might focus on the application controls built into the pre-packaged software that management relies on to achieve its control objectives
and the testing of IT general controls might focus on those controls
that are important to the effective operation of the selected application controls. Chapter 5 discusses IT controls in more detail.

•

Maintenance of financial reporting competencies. Smaller, less
complex companies might address their needs for financial reporting competencies through means other than internal staffing,
such as engaging outside professionals. The auditor may take into
consideration the use of those third parties when assessing competencies of the company. Chapter 6 discusses the evaluation of
financial reporting competencies in more detail.

•

Nature and extent of documentation. A smaller, less complex company typically needs less formal documentation to run the business, including maintaining effective internal control over financial reporting. The auditor may take that into account when selecting controls to test and planning tests of controls. Chapter 7
discusses this in more detail.

See Auditing Standard No. 5, paragraphs 14 and 24.
See Auditing Standard No. 5, paragraph 42.
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In some audits of internal control, auditors might encounter companies with numerous or pervasive control deficiencies. Smaller, less complex companies can
be particularly affected by ineffective entity-level controls, as these companies
typically have fewer employees and fewer process-level controls. The auditor's
strategy can be influenced by the nature of the control deficiencies and factors
such as the availability of audit evidence and the effect of the deficiencies on
other controls. Chapter 8 discusses these situations in more detail.

Tests of Controls in an Integrated Audit
Auditing Standard No. 5 provides direction on selecting controls to test and
testing controls in an audit of internal control. The standard also provides direction on testing controls for the audit of the financial statements. The following paragraphs discuss how the auditor might apply the directions in Auditing
Standard No. 5 to an audit of a smaller, less complex company.

Selection of Controls to Test
Appropriate selection of controls helps focus the auditor's testing on those controls that are important to the auditor's conclusion about whether the company's internal control over financial reporting is effective. The decision about
whether to select a control for testing depends on which controls, individually
or in combination, sufficiently address the assessed risk of misstatement in a
given relevant assertion rather than on how the control is labeled (e.g., entitylevel control, transaction-level control, control activity, monitoring control, preventive control, or detective control). A practical starting point for identifying
these controls is to consider the controls that management relies on to achieve
its objectives for reliable financial reporting.
Besides the overriding consideration of whether a control addresses the risk
of misstatement, as a practical matter, the auditor might also consider the
following factors when selecting controls to test:

•
•

Is the control likely to be effective?
What evidence exists regarding operation of the control?

When selecting controls to test, the auditor could seek to select controls that
are more likely to be effective in addressing the risk of misstatement in one or
more relevant assertions.5 If none of the controls that are intended to address
a risk for a relevant assertion is likely to be effective, the auditor can take
that into account in determining the evidence needed to support a conclusion
about the effectiveness of controls for this assertion.6 Chapter 8 discusses in
more detail how auditors could design their audit strategies in a situation when
internal control over financial reporting is likely to be ineffective because of the
presence of pervasive control deficiencies that result in one or more material
weaknesses.
The auditor needs to be able to obtain enough evidence about a control's operation to conclude on its effectiveness. The auditor could take into account the
nature and availability of audit evidence when selecting controls to test and
determining the nature, timing, and extent of tests of controls. For example, if
5
There might be more than one control that addresses the assessed risk of misstatement for a
particular relevant assertion; conversely, one control might address the assessed risk of misstatement
to more than one relevant assertion. It is neither necessary to test all controls related to a relevant
assertion nor necessary to test redundant controls, unless redundancy is itself a control objective. See
Auditing Standard No. 5, paragraph 40.
6
Auditing Standard No. 5, paragraph 47, indicates that, generally, less evidence is needed to
support a conclusion that controls are not operating effectively.

PC §300.01

2556

PCAOB Staff Guidance

two or more controls adequately address the risk of misstatement for a relevant
assertion, the auditor may select the control for which evidence of operating effectiveness can be obtained more readily. Chapter 7 discusses documentation
and audit evidence in more detail.

Tests of Operating Effectiveness of Controls
Historically, the approach for financial statement audits of smaller, less complex companies has been to focus primarily on testing accounts and disclosures,
with little or no testing of controls. The internal control reporting requirements
under Sections 103 and 404 of the Sarbanes-Oxley Act of 2002 (the "Act") give
auditors the opportunity to re-consider their traditional approach to the financial statement audit portion of the integrated audit. The principles in Auditing
Standard No. 5 also give auditors latitude to determine an appropriate testing
strategy to—
(a) Obtain sufficient evidence to support the auditor's opinion on internal control over financial reporting as of year-end, and
(b) Obtain sufficient evidence to support the auditor's control risk
assessments in the audit of the financial statements.7
To express an opinion on internal control over financial reporting taken as
a whole, the auditor must obtain evidence about the effectiveness of selected
controls over all relevant financial statement assertions. Because the auditor's
opinion on internal control over financial reporting is as of a point in time,
Auditing Standard No. 5 indicates that he or she should obtain evidence that
internal control over financial reporting has operated effectively for a sufficient
period of time, which may be less than the entire period (ordinarily one year)
covered by the company's financial statements.8
In an audit of financial statements, the objective of tests of controls is to assess
control risk. To assess control risk at less than the maximum, the auditing
standards require the auditor to obtain evidence that the relevant controls
operated effectively during the entire period upon which the auditor plans to
place reliance on those controls.9 However, the auditor is not required to assess
control risk at less than the maximum for all relevant assertions, and, for a
variety of reasons, the auditor may choose not to do so.10
The auditor's assessment of control risk at the maximum for one or more relevant assertions in an audit of financial statements does not necessarily preclude
the auditor from issuing an unqualified opinion in an audit of internal control.
The objectives of the two audits are not identical. The auditor could obtain sufficient evidence to support his or her opinion on internal control over financial
reporting, even if the auditor decides not to test controls over the entire period
of reliance to support a control risk assessment below the maximum. However,
if the auditor assesses control risk at the maximum because of identified control
deficiencies, the auditor should evaluate the severity of the deficiencies, individually or in combination, to determine whether a material weakness exists.11
The auditor's decision about relying on controls in an audit of financial statements may depend on the particular facts and circumstances. In some areas,
the auditor might decide to rely on certain controls to reduce the substantive
7

See Auditing Standard No. 5, paragraph 7.
See Auditing Standard No. 5, paragraph B2.
9
See paragraph B4 of Auditing Standard No. 5 and paragraph .66 of AU sec. 319, Consideration
of Internal Control in a Financial Statement Audit.
10
See Auditing Standard No. 5, paragraph B4, and AU sec. 319.65.
11
See Auditing Standard No. 5, paragraph 62.
8
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testing of accounts and disclosures. For other areas, the auditor might perform
primarily substantive tests of the assertions without relying on controls. For
example, the auditor might test a company's controls over billings and cash
receipts processing to cover the entire period of reliance in order to reduce the
extent of confirmation of accounts receivable balances but might perform primarily substantive tests of the allowance for doubtful accounts. In this case,
the auditor might perform the tests of controls over the allowance for doubtful accounts only as necessary for the audit of internal control over financial
reporting.
For some significant accounts, the auditor might decide that a relevant assertion can be tested effectively and efficiently through substantive procedures
without relying on controls. For example, the auditor might decide to confirm
an outstanding loan payable with the lender rather than rely on controls. In
that situation, the auditor may test controls of the relevant assertions only as
necessary to support his or her opinion on the company's internal control over
financial reporting at year-end.
To obtain evidence about whether a selected control is effective, the control
must be tested; the effectiveness of a control cannot be inferred from the absence of misstatements detected by substantive procedures. The absence of
misstatements detected by substantive procedures, however, is one of a number of factors that inform the auditor's risk assessments in determining the
testing necessary to conclude on the effectiveness of a control.12 See the section
entitled Specific Responses—Substantive Procedures and Tests of Controls in
Appendix A to this publication for more discussion on this topic.

Chapter 2
Evaluating Entity-Level Controls
An important aspect of performing an audit of internal control is the process of
identifying and evaluating entity-level controls. This chapter discusses entitylevel controls and explains how they can affect the nature, timing, and extent
of the auditor's procedures in an audit of internal control for a smaller, less
complex company.
For the purposes of this discussion, entity-level controls are controls that have
a pervasive effect on a company's internal control. These controls include1 –

•
•
•
•

Controls related to the control environment;

•
•

Controls to monitor results of operations;

Controls over management override;
The company's risk assessment process;
Centralized processing and controls, including shared service environments;
Controls to monitor other controls, including activities of the audit
committee2 and self-assessment programs;3

12

See Auditing Standard No. 5, paragraphs 47, 58, and B9.
See Auditing Standard No. 5, paragraph 24.
2
If no audit committee exists, all references to the audit committee in this publication apply to
the entire Board of Directors of the company. See 15 U.S.C. 78c(a)58 and 7201(a)(3).
3
Some smaller, less complex companies might have an internal audit function, especially in
regulated industries. If the activities of the internal audit function include controls to monitor other
controls, those controls also are entity-level controls.
1
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•
•

Controls over the period-end financial reporting process; and
Policies that address significant business control and risk management practices.

In smaller, less complex companies, senior management often is involved in
many day-to-day business activities and performs many controls—including
entity-level controls—that are important to effective internal control over financial reporting. When this is the case, the auditor's evaluation of entity-level
controls can be an important source of evidence about the effectiveness of internal control over financial reporting.
Effective controls related to the control environment and controls that address
the risk of management override are particularly important to the effective
functioning of controls performed by senior management. Chapter 3 discusses
the auditor's evaluation of the risk of management override and mitigating
actions.
Auditors might find that limited formal documentation is available regarding
the operation of some entity-level controls. Chapter 7 discusses how the auditor
can obtain evidence about controls when less formal documentation is available.

Evaluation of Entity-Level Controls and Testing of Other Controls
Auditing Standard No. 5 requires the auditor to test those entity-level controls
that are important to the auditor's conclusion about whether the company has
effective internal control over financial reporting. This includes evaluating the
company's control environment and period-end financial reporting process.4

Identifying Entity-Level Controls
The process of identifying relevant entity-level controls could begin with discussions between the auditor and appropriate management personnel for the
purpose of obtaining a preliminary understanding of each component of internal control over financial reporting (i.e., control environment, risk assessment,
control activities, monitoring, and information and communication).
While evaluating entity-level controls, auditors might identify controls that are
capable of preventing or detecting misstatements in the financial statements.
The period-end financial reporting process and management's monitoring of
the results of operations are potential sources of such controls.

Assessing the Precision of Entity-Level Controls
Auditing Standard No. 5 indicates that entity-level controls vary in nature and
precision—

4

•

Some entity-level controls, such as certain control environment
controls, have an important, but indirect, effect on the likelihood
that a misstatement will be detected or prevented on a timely
basis. These controls might affect the other controls the auditor
selects for testing and the nature, timing, and extent of procedures
the auditor performs on other controls.

•

Some entity-level controls monitor the effectiveness of other controls. Such controls might be designed to identify possible breakdowns in lowerlevel controls, but not at a level of precision that
would, by themselves, sufficiently address the assessed risk that

See Auditing Standard No. 5, paragraph 22, and 25–27.
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misstatements to a relevant assertion will be prevented or detected on a timely basis. These controls, when operating effectively,
might allow the auditor to reduce the testing of other controls. [See
Example 2-1.]

•

Some entity-level controls might be designed to operate at a level of
precision that would adequately prevent or detect on a timely basis misstatements to one or more relevant assertions. If an entitylevel control sufficiently addresses the assessed risk of misstatement, the auditor need not test additional controls relating to that
risk.5 [See Example 2-2.]

As noted previously, the key consideration in assessing the level of precision is
whether the control is designed in a manner to prevent or detect on a timely
basis misstatements in one or more assertions that could cause the financial
statements to be materially misstated and whether such control is operating
effectively.6 Factors that auditors might consider when judging the level of
precision of an entity-level control include the following:

•

Purpose of the control. A procedure that functions to prevent or
detect misstatements generally is more precise than a procedure
that merely identifies and explains differences.

•

Level of aggregation. A control that is performed at a more granular level generally is more precise than one performed at a higher
level. For example, an analysis of revenue by location or product
line normally is more precise than an analysis of total company
revenue.

•

Consistency of performance. A control that is performed routinely
and consistently generally is more precise than one performed
sporadically.

•

Correlation to relevant assertions. A control that is indirectly related to an assertion normally is less likely to prevent or detect
misstatements in the assertion than a control that is directly related to an assertion.

•

Criteria for investigation. For detective controls, the threshold for
investigating deviations or differences from expectations relative
to materiality is an indication of a control's precision. For example,
a control that investigates items that are near the threshold for
financial statement materiality has less precision and a greater
risk of failing to prevent or detect misstatements that could be
material than a control with a lower threshold for investigation.

•

Predictability of expectations. Some entity-level controls are designed to detect misstatements by using key performance indicators or other information to develop expectations about reported
amounts. The precision of those controls depends on the ability to
develop sufficiently precise expectations to highlight potentially
material misstatements.

5

See Auditing Standard No. 5, paragraph 23.
The auditor should test the design effectiveness of controls by determining whether the company's controls, if they are operated as prescribed by persons possessing the necessary authority and
competence, satisfy the company's control objectives and can effectively prevent or detect errors or
fraud that could result in material misstatement of the financial statements. The auditor should test
the operating effectiveness of a control by determining whether the control is operating as designed
and whether the person performing the control has the necessary authority and competence to perform
the control effectively. See Auditing Standard No. 5, paragraphs 42 and 44.
6
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When forming an opinion on the effectiveness of a company's internal control
over financial reporting, the auditor should evaluate evidence obtained from
all sources, including misstatements detected during the financial statement
audit.7 Evidence regarding detected misstatements also might be relevant in
assessing the level of precision of entity-level controls.

Effect of Entity-Level Controls on Testing of Other Controls
The auditor's evaluation of entity-level controls can result in increasing or decreasing the testing that the auditor otherwise might have performed on other
controls. For example, if the auditor has designed an audit approach with an
expectation that certain entity-level controls (e.g., controls in the control environment) will be effective and those controls are not effective, the auditor might
re-evaluate the planned audit approach and decide to expand his or her audit
procedures.
On the other hand, the auditor's evaluation of some entity-level controls can
result in a reduction of his or her testing of other controls, such as controls over
corresponding relevant assertions. The degree to which the auditor might be
able to reduce testing of controls over relevant assertions in such cases depends
on the precision of the entity-level controls.
Example 2-1—Monitoring the Effectiveness of Other Controls
Scenario: A small public video game developer conducts business in the
United States and other countries, requiring the company to maintain a
multitude of bank accounts. A staff accountant is charged with performing
bank reconciliations for the accounts according to a predetermined schedule (some of the accounts have a different closing date). Through inquiries
of management, the auditor learns that the company's chief financial officer ("CFO"), who is an experienced accountant, reviews on a monthly basis
the bank reconciliations prepared by the staff accountant as a means to
determine—
— whether reconciliations are being prepared on a timely basis,
— the nature of reconciling items identified through the process, and
— whether reconciling items are investigated and resolved on a timely
basis.
Audit Approach: In this example, the purpose of the control is one of the
factors that the auditor considers in assessing precision of the CFO's review.
The auditor has noted that the purpose of the CFO's review is to check that
the staff has performed the reconciliations as described above. Therefore, the
auditor does not expect the CFO's review of the reconciliations to be sufficiently precise to detect misstatements by itself. However, the CFO's review
could still influence the auditor's assessment of risk because it provides additional information about the nature and consistency of the reconciliation
procedures. The auditor obtains evidence about the CFO's review through
inquiry and document inspection, evaluates the review's effectiveness, and
determines the amount of direct testing of the reconciliation controls that is
needed based on the assessed level of risk. If the auditor concludes that the
CFO's review is effective, she could reduce the direct testing of the reconciliation controls, absent other indications of risk.

7

See Auditing Standard No. 5, paragraph 71.
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Example 2-2—Entity-Level Controls Related
to Payroll Processing

Scenario: A manufacturer of alternative fuel products and systems for the
transportation market has union labor, supervisors, managers, and executives. All plants run two shifts six days a week, with each having approximately the same number of employees.
The chief financial officer ("CFO") has been with the company for 10 years
and thoroughly understands its business processes, including the payroll
process, and reviews weekly payroll summary reports prepared by the centralized accounting function. With the company's flat organizational design
and smaller size, the CFO's background with the company and his understanding of the seasons, cycles, and workflows, and close familiarity with
the budget and reporting processes, the CFO quickly identifies any sign of
improprieties with payroll and their underlying cause—whether related to
a particular project, overtime, hiring, layoffs, and so forth. The CFO investigates as needed to determine whether misstatements have occurred and
whether any internal control has not operated effectively, and takes corrective action.8 Based on the results of audit procedures relating to the control
environment and controls over management override, the auditor observes
that the CFO demonstrates integrity and a commitment to effective internal
control over financial reporting.
Audit Approach: The auditor evaluates the effectiveness of the CFO's reviews, including the precision of those reviews. She inquires about the CFO's
review process and obtains other evidence of the review. She notes that the
CFO's threshold for investigating significant differences from expectations
is adequate to detect misstatements that could cause the financial statements to be materially misstated. She selects some significant differences
from expectations that were flagged by the CFO and determines that the
CFO appropriately investigated the differences to determine whether the
differences were caused by misstatements. Also, in considering evidence obtained throughout the audit, the auditor observes that the results of the
financial statement audit procedures did not identify likely misstatements
in payroll expense.
The auditor decides that the reviews could detect misstatements related
to payroll processing because the CFO's threshold for investigating significant differences from expectations is adequate. However, she determines
that the control depends on reports produced by the company's IT system,
so the CFO's review can be effective only if controls over the completeness
and accuracy of those reports are effective.
After performing the tests of the relevant computer controls, the auditor concludes that the review performed by the CFO, when coupled with relevant
controls over the reports, meets the control objectives for the relevant aspects of payroll processing described above. (See Chapter 5 for a discussion
of tests of controls over such reports.)

8

Adapted from the COSO Small Companies Guidance, Volume II: Guidance, page 90.
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Chapter 3
Assessing the Risk of Management Override and Evaluating
Mitigating Actions
The risk of management override of controls exists in all organizations, but the
extensive involvement of senior management in day-to-day activities and fewer
levels of management can provide additional opportunities for management
to override controls in smaller, less complex companies. Company actions to
mitigate the risk of management override are important to the consideration
of the effectiveness of internal control over financial reporting.
In an integrated audit, the auditor should consider the risk of management
override in connection with assessing the risk of material misstatement due to
fraud, as he or she evaluates mitigating actions in connection with the evaluation of entity-level controls and selecting other controls to test.1 This chapter
discusses the auditor's consideration of the risk of management override of internal control and evaluation of actions that companies take to mitigate that
risk.

Assessing the Risk of Management Override
AU sec. 316, Consideration of Fraud in a Financial Statement Audit, requires
the auditor to assess the risk of material misstatement due to fraud ("fraud
risk"). As part of that assessment, the auditor is directed to perform the following procedures to obtain information to be used in identifying fraud risks,
which includes procedures to assess the risk of management override2 —

•

Conducting an engagement team discussion regarding fraud risks.
This discussion includes brainstorming about how and where
management could override controls to engage in or conceal fraudulent financial reporting.

•

Making inquiries of management, the audit committee, and others
in the company to obtain their views about the risks of fraud and
how those risks are addressed. These inquiries can provide information about the possibility of management override of controls.

•

Considering fraud risk factors. Fraud risk factors include events or
conditions that indicate incentives and pressures for management
to override controls, opportunities for management override, and
attitudes or rationalizations that enable management to justify
override of controls.

After identifying fraud risks, the auditor should assess those risks, taking into
account an evaluation of the company's programs and controls that are intended
to address those risks.3
Because of the characteristics of fraud, the auditor's exercise of professional
skepticism is particularly important when considering the risk of material misstatement due to fraud, including the risk of management override of controls.

1
2
3

See Auditing Standard No. 5, paragraph 14.
See AU sec. 316.14–.34.
See AU sec. 316.43–45.
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Evaluating Mitigating Controls
Auditing Standard No. 5 directs the auditor to evaluate whether the company's
controls sufficiently address identified risks of material misstatement due to
fraud and controls intended to address the risk of management override of other
controls as part of the evaluation of entity-level controls.4
Smaller, less complex companies can take a number of actions to address the
risk of management override. The following are examples of some of the controls
that might address the risk of management override—

•
•
•
•

Maintaining integrity and ethical values;
Active oversight by the audit committee;
Maintaining a whistleblower program; and
Controls over certain journal entries.

When assessing a company's anti-fraud programs and controls, the auditor
should evaluate whether the company has appropriately addressed the risk of
management override.5 Often, a combination of actions might be implemented
to address the risk of management override.

Evaluating Integrity and Ethical Values
An important part of an effective control environment is sound integrity and
ethical values, particularly of top management, which are communicated and
practiced throughout the company. A code of conduct or ethics policy is one way
that a company can communicate its policies with respect to ethical behavior.
This type of control can be effective if employees are aware of the company's
policies and observe the policies in practice.
Auditors should evaluate integrity and ethical values as part of the assessment
of the control environment component of internal control.6 One approach for
testing the effectiveness of the company's communications regarding integrity
and ethical values is to gain an understanding of what the company believes it
is communicating to employees and interview employees to determine if they
are aware of the existence of the company's policies for ethical behavior and
what they understand those policies to be. A discussion with employees regarding observed behaviors can assist the auditor further in understanding
management's past actions and determining whether management's behavior
demonstrates and enforces the principles in its code of conduct. The auditor's
experience with the company also can be an important source of information
about whether management demonstrates integrity and ethical values in its
business practices and supports the achievement of effective internal control
in its day-to-day activities.

Evaluating Audit Committee Oversight
An active and independent audit committee evaluates the risk of management
override, including identifying areas in which management override of internal control could occur, and assesses whether those risks are appropriately
addressed within the company. As part of their oversight duties, the audit
committee might perform duties such as meeting with management to discuss

4
5
6

See Auditing Standard No. 5, paragraph 14.
See Auditing Standard No. 5, paragraphs 14 and 24.
See Auditing Standard No. 5, paragraph 25.
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significant accounting estimates and reviewing the reasonableness of significant assumptions and judgments.7
The consideration of the effectiveness of the audit committee's oversight is part
of the evaluation of the control environment. In connection with the auditor's
inquiries of the audit committee, required by AU sec. 316.22, the auditor may
interview audit committee members to determine their level of involvement and
their activities regarding the risk of management override. For example, the
auditor might read minutes of audit committee discussions on matters related
to the committee's oversight or might observe some of those discussions if the
auditor attends the meetings in connection with the audit. In addition, the
auditor can examine evidence of the board of directors' or audit committee's
activities that address the risk of management override, such as monitoring of
certain transactions.

Evaluating Whistleblower Programs
A whistleblower program provides an outlet for employees or others to report
behaviors that might have violated company policies and procedures, including
management override of controls. A key aspect of an effective whistleblower
program is the appropriateness of responses to concerns expressed by employees through the program. The audit committee may review reports of significant
matters and consider the need for corrective actions.8
Audit procedures relating to a whistleblower program are intended to assess
whether the program is appropriately designed, implemented, monitored, and
maintained. Such procedures might include inquiry of employees, inspection
of communications to employees about the program, and, if tips or complaints
have been received, follow-up procedures to evaluate whether remedial actions
were taken as necessary.

Evaluating Controls over Journal Entries
Controls that prevent or detect unauthorized journal entries can reduce the opportunity for the quarterly and annual financial statements to be intentionally
misstated. Such controls might include, among other things, restricting access
to the general ledger system, requiring dual authorizations for manual entries, or performing periodic reviews of journal entries to identify unauthorized
entries.
As part of obtaining an understanding of the financial reporting process, the
auditor should consider how journal entries are recorded in the general ledger
and whether the company has controls that would either prevent unauthorized
journal entries from being made to the general ledger or directly to the financial statements or detect unauthorized entries.9 Tests of controls over journal

7
When a company does not have an audit committee, the entire board of directors is considered
the audit committee under Section 2(b)(3) of the Act. In such circumstances, Principle 2, Board of
Directors of COSO Small Companies Guidance states, "[w]hen a board chooses not to have an audit
committee, the full board performing the activities described should have a sufficient number of
independent members."
8
Section 10A(m)(4) of the Securities Exchange Act of 1934 requires audit committees to "establish
procedures for (A) the receipt, retention, and treatment of complaints received by the issuer regarding
accounting, internal accounting controls, or auditing matters; and (B) the confidential, anonymous
submission by employees of the issuer of concerns regarding questionable accounting or auditing
matters." The SEC has implemented this provision by adopting rules directing the national securities
exchanges and national securities associations to prohibit the listing of any security of an issuer that
is not in compliance with the audit committee requirements mandated by the Act.
9
See Auditing Standard No. 5, paragraphs 26 and 34; AU sec. 316.58–.60.
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entries could be performed in connection with the testing of journal entries
required by AU sec. 316.

Considering the Effects of Other Evidence
The auditor might identify indications of management override in other phases
of the integrated audit. For example, AU sec. 316 requires the auditor to perform
procedures in response to the risk of management override, including examining journal entries for evidence of fraud, reviewing accounting estimates for
bias, and evaluating the business rationale for significant, unusual transactions.10 Also, if the auditor performs walkthroughs during the audit of internal
control,11 he or she could obtain information about potential management override by asking employees about their knowledge of override. Also, the auditor
might identify indications of management override when evaluating the results
of tests of controls or other audit procedures.
If the auditor identifies indications of management override of controls, he
or she should take such indications into account when evaluating the risk of
override and the effectiveness of mitigating actions.12
Example 3-1—Audit Committee Oversight
Scenario: The audit committee of a small utility company discusses in executive session at least annually its assessment of the risks of management
override of internal control, including motivations for management override
and how those activities could be concealed. The audit committee performs
the following procedures to address the risk of management override: (a)
reviews the reasonableness of management's assumptions and judgments
used to develop significant estimates; and (b) reviews the functioning of the
company's whistleblower process and related reports, and from time to time,
inquires of managers not directly responsible for financial reporting (including personnel in sales, procurement, and human resources, among others),
obtaining information regarding concerns about ethics or indications of management override of internal controls.13
Audit approach: In this situation, the auditor can draw upon several sources
of evidence to evaluate the audit committee's oversight. The auditor might
attend selected meetings of the audit committee where the risks of override
and whistleblower programs are discussed or review minutes of meetings
where those matters are discussed. In connection with its inquiries of the
audit committee about the risk of fraud, as required by AU sec. 316, the auditor can discuss matters relating to the risk of override, including how the
audit committee assesses the risk of management override, what information, if any, the audit committee has obtained about possible management
override, and how the audit committee's concerns about the risk of management override have been addressed. This information can inform the
auditor's consideration of the risk of management override and the testing
of mitigating controls.

10

See AU sec. 316.57–.66.
Auditing Standard No. 5, paragraph 34, sets forth the objectives that should be achieved to further understand likely sources of misstatement and as part of selecting controls to test. The standard
states that performing walkthroughs will frequently be the most effective way to achieve the objectives
in paragraph 34. Paragraphs 37–38 of Auditing Standard No. 5 provide direction on walkthroughs.
12
See Auditing Standard No. 5, paragraph 15.
13
Adapted from the COSO Small Companies Guidance, Volume II: Guidance, page 26.
11
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Chapter 4
Evaluating Segregation of Duties and Alternative Controls
Segregation of duties refers to dividing incompatible functions among different
people to reduce the risk that a potential material misstatement of the financial statements would occur without being prevented or detected. Assigning
different people responsibility for authorizing transactions, recording transactions, reconciling information, and maintaining custody of assets reduces the
opportunity for any one employee to conceal errors or perpetrate fraud in the
normal course of his or her duties.1
When a person performs two or more incompatible duties, the effectiveness of
some controls might be impaired. For example, reconciliation procedures may
not effectively meet the control objectives if they are performed by someone who
also has responsibilities for transaction recording or asset custody.

Smaller, Less Complex Companies’ Approach to Segregation of Duties
By their nature, smaller, less complex companies have fewer employees, which
limits their opportunities to implement segregation of duties. Due to these personnel restrictions, smaller, less complex companies might approach the control
objectives relevant to segregation of duties in a different manner from larger,
more complex companies. Despite personnel limitations, some smaller, less complex companies might still divide incompatible functions by using the services
of external parties. Other smaller, less complex companies might implement
alternative controls intended to achieve the same objectives as segregation of
duties for certain processes.
This chapter discusses the auditor's evaluation of the company's approach to
achieving the objectives of segregation of duties at a smaller, less complex company.

Audit Strategy Considerations
It is generally beneficial for the auditor and the company to identify concerns
related to segregation of duties early in the audit process to allow the auditor to
design procedures that effectively respond to those concerns. Also, management
might have already identified, as part of its risk assessment, risks relating to
inadequate segregation of duties and alternative controls that respond to those
risks. Where walkthroughs are performed, those procedures can help identify
matters related to segregation of duties.
When management implements an alternative control or combination of controls that address the same objectives as segregation of duties, the auditor
should evaluate whether the alternative control or controls effectively meet
the related control objectives.2 The auditor's approach to evaluating those alternative control or controls depends on the control objectives, the nature of
the controls, and the associated risks. The following sections of this chapter

1
See the COSO Small Companies Guidance, Volume II: Guidance, page 5, for discussion of management's actions relevant to segregation of duties issues.
2
See Auditing Standard No. 5, paragraph 42.
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discuss how the auditor can evaluate common approaches to the objectives of
segregation of duties.

Use of External Resources
Some small companies use external parties to assist with some of their financial
reporting-related functions. Use of external parties also can help achieve segregation of certain incompatible duties without investing in additional full-time
resources.
A company might use one or more types of external-party arrangements in
meeting its control objectives. Consultants, other professionals, or temporary
employees can assist companies in performing some controls or other duties. For
more complex or specialized portions of internal control, such as cash receipts
handling, payroll processing, or securities recordkeeping, the company might
use an external party to perform an entire function.
When controls over a relevant assertion depend on the use of an external party
to perform a particular function, the auditor could evaluate that function in
relation to the company's other relevant controls and procedures. The audit
approach used with respect to the externally performed function depends on
the circumstances. For those controls that are documented or are observable by
the auditor (e.g., controls performed by external professionals at the company's
premises), the auditor's evaluation may be similar to what he or she could perform for the company's other controls. For some externally performed functions,
the direction relating to use of service organizations may be relevant.3

Management Oversight and Review
A smaller, less complex company might address some segregation of duties
matters through alternative controls involving management oversight and review activities, e.g., reviewing transactions, checking reconciliations, reviewing transaction reports, or taking periodic asset counts.4 Many of those types
of management activities could be entity-level controls. Chapter 2 discusses
the auditor's evaluation of entity-level controls at a smaller, less complex company.5 Example 4-1 below, and Example 5-1 in Chapter 5 illustrate the testing
of certain types of alternative controls.
When the auditor applies a top-down approach to select the controls to test,
starting at the financial statement level and evaluating entity-level controls,6
the auditor might identify entity-level controls that are designed to operate at
a level of precision to effectively address the risk of misstatement for one or
more relevant assertions. In those cases, the auditor could select and test those
entity-level controls rather than test the process controls that could be affected
by inadequate segregation of duties.

3
See Auditing Standard No. 5, paragraphs B17 – B27, for discussion of the auditor's consideration
of a company's use of a service organization in an audit of internal control.
4
See the COSO Small Companies Guidance, Volume II: Guidance, page 5, for examples of the
types of management actions that might be used as alternatives to segregation of duties.
5
As discussed in Chapter 2, controls related to the control environment and controls over the
risk of management override are particularly important to the effective functioning of the controls
performed by senior management. Chapter 3 discusses assessing the risk of management override
and evaluating mitigating controls.
6
See Auditing Standard No. 5, paragraph 21.
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Example 4-1—Alternative Controls over Inventory

Scenario: A provider of office furnishings and equipment uses a locked storeroom to store certain key components. The person responsible for the components has access to both the storeroom and the related accounting records.
To address the risks related to undetected loss of components, the manager responsible for purchasing performs periodic spot-checks of the components and reconciles them to the general ledger in addition to the inventory ledger. The components also are included in the company's year-end
inventory count. IT access controls are implemented to prevent the person
responsible for the components from entering transactions or modifying related account balances in the general ledger.7
Audit approach: The auditor observes the company's year-end inventory
counting process. He inspects documentation for some of the periodic spotchecks and the related reconciliations. For discrepancies in the counts or
reconciliations inspected, he performs inquiries and inspects the accounting
records to determine whether those items were appropriately resolved. Relevant IT access controls are evaluated in connection with the evaluation of
IT general controls. (See Chapter 5.)

Chapter 5
Auditing Information Technology Controls in a Less Complex
Information Technology Environment
A company's use of information technology (IT) can have a significant effect
on the audit of internal control. The IT environment is a consideration in the
auditor's risk assessments, selection of controls to test, tests of controls, and
other audit procedures.
This chapter discusses the auditor's evaluation of IT controls in a smaller company with a less complex IT environment. It explains how the auditor could decide which IT controls to evaluate and how the auditor could evaluate those controls. In addition, it provides an overview of the major categories of IT controls
and related testing considerations for a smaller, less complex IT environment.

Characteristics of Less Complex IT Environments
In smaller companies, less complex IT environments tend to have the following
characteristics:

7
1

•

Transaction processing. Data inputs can be readily compared or
reconciled to system outputs. Management tends to rely primarily
on manual controls over transaction processing.

•

Software. The company typically uses off-the-shelf packaged software without programming modification. The packaged software
requires relatively little user configuration to implement.1

•

Systems configurations and security administration. Computer
systems tend to be centralized in a single location, and there are a
limited number of interfaces between systems. Access to systems
is typically managed by a limited number of personnel.

Adapted from the COSO Small Companies Guidance, Volume II: Guidance, page 60.
Significant user configuration might create additional risks that require additional controls.
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•

End-user computing. The company is relatively more dependent
on spreadsheets and other user-developed applications, which are
used to initiate, authorize, record, process, and report the results
of business operations, and, in many instances, perform straightforward calculations using relatively simple formulas.

The complexity of the IT environment has a significant effect on the risks of
misstatement and the controls implemented to address those risks. The auditor's approach in an environment with the preceding characteristics may be
different from the approach in a more complex IT environment.
Some smaller, less complex companies outsource certain of their IT functions
to service organizations. Auditing Standard No. 5, paragraphs B17–B27, provides direction on the auditor's consideration of a company's use of a service
organization in an audit of internal control.

Determining the Scope of the Evaluation of IT Controls
The following matters affect the scope of the auditor's evaluation of IT controls
in a smaller company with a less complex IT environment—

•

The risks, i.e., likely sources of misstatement, in the company's
IT processes or systems relevant to financial reporting, and the
controls that address those risks.2

•

The reports produced by IT systems that are used by the company
for performing important controls over financial reporting.

•

The automated controls that the company relies on to maintain
effective internal control over financial reporting.

The IT controls that are important to effective internal control over financial
reporting generally relate to at least one of the preceding matters, which are
discussed in more detail in the following paragraphs. IT control categories and
testing procedures are discussed later in this chapter.

IT-Related Risks Affecting Financial Reporting
Paragraph .19 of AU sec. 319, Consideration of Internal Control in a Financial
Statement Audit, lists the following types of IT-related risks that could affect
the reliability of financial reporting—

•

Reliance on systems or programs that are inaccurately processing
data, processing inaccurate data, or both;

•

Unauthorized access to data that may result in destruction of data
or improper changes to data, including the recording of unauthorized or nonexistent transactions or inaccurate recording of transactions;

•
•
•
•
•

Unauthorized changes to data in master files;
Unauthorized changes to systems or programs;
Failure to make necessary changes to systems or programs;
Inappropriate manual intervention;
Potential loss of data.

2
Auditing Standard No. 5, note to paragraph 36, indicates that the identification of risks and
controls within IT is not a separate evaluation. Instead, it is an integral part of the top-down approach
used to identify significant accounts and disclosures and their relevant assertions, and the controls
to test, as well as to assess risk and allocate audit effort as described by the standard.
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The IT-related risks that are reasonably possible to result in material misstatement of the financial statements depend on the nature of the IT environment.
In a less complex environment, the auditor could identify many of the risks by
understanding the software being used and how it is installed and used by the
company.
After understanding the relevant IT-related risks, the auditor should identify
the controls that address those risks.3 These controls could include automated
controls and IT-dependent controls and the IT general controls that are important to the effective operation of the selected controls. For example, even
the simplest IT environments generally rely on controls that are designed to
make sure that necessary software updates are appropriately installed, access
controls that are designed to prevent unauthorized changes to financial data,
and other controls that address potential loss of data necessary for financial
statement preparation.
As the complexity of the software or environment increases, the type and number of potential IT risks increase, which could lead the auditor to devote more
attention to IT controls.

IT-Dependent Controls
Many controls that smaller, less complex companies rely on are manual controls.
Some of those controls are designed to use information in reports generated by
IT systems, and the effectiveness of those controls depends on the accuracy
and completeness of the information in the reports. When those IT-dependent
controls are selected for testing, it also may be necessary to select controls over
the completeness and accuracy of the information in the reports in order to address the risk of misstatement. Example 5-1 presents an illustration involving
IT-dependent controls.

Other Automated Controls
Although smaller, less complex companies tend to rely primarily on manual
controls, they could rely on certain automated controls built into the packaged
software to achieve some control objectives. For example, software controls can
be used to maintain segregation of duties, prevent certain data input errors,
or to help make sure that certain types of transactions are properly recorded.
The auditor might focus some of his or her testing on these automated controls
and the IT general controls that are important to the effective operation of the
automated controls.4

Consideration of Deficiencies in General Controls on Tests of Other Controls
IT general controls support operation of the application controls by ensuring
the proper access to, and functioning of, the company's IT systems. Deficiencies
in the IT general controls may result in deficiencies in the operation of the automated or IT-dependent controls. One of the factors in the auditor's evaluation
of the identified deficiencies in the IT general controls, is the interaction of an
IT general control and the related automated or IT-dependent controls.5
In some situations, an automated or IT-dependent control might be effective
even if deficiencies exist in IT general controls. For example, despite the presence of deficient program change controls, the auditor might directly test the
related automated or IT-dependent manual control, giving consideration to the
3

See Auditing Standard No. 5, paragraph 36.
See Auditing Standard No. 5, paragraph 47.
5
According to paragraph 65 of Auditing Standard No. 5, one of the risk factors that affects the
severity of a deficiency is "The interaction or relationship of the control with other controls, including
whether they are interdependent or redundant."
4
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risk associated with the deficient change controls in his or her risk assessment
and audit strategy. If the testing results were satisfactory, the auditor could conclude that the automated or IT-dependent manual controls operated effectively
at that point in time e.g., as of the issuer's fiscal year end. On the other hand,
deficient program change controls might result in unauthorized changes to application controls, in which case the auditor could conclude that the application
controls are ineffective.
Example 5-1—IT-Dependent Controls
Scenario: A company has a small finance department. For the accounting
processes that have a higher risk of misstatement, senior management performs a number of business process reviews and analyses to detect misstatements in transaction processing.
The company has a small IT department that supports a packaged financial
reporting system whose software code cannot be altered by the user. Since
the company uses packaged software, and there have been no changes to
the system or processes in the past year, the IT general controls relevant
to the audit of the internal control over financial reporting are limited to
certain access controls and certain computer operation controls related to
identification and correction of processing errors. Management uses several
system-generated reports in the business performance reviews, but these
reports are embedded in the application and programmed by the vendor and
cannot be altered.
Audit Approach: The auditor determines that senior management personnel
performing the business process reviews and analyses are not involved with
incompatible functions or duties that impair their ability to detect misstatements. Based on the auditor's knowledge of the financial reporting system
and understanding of the transaction flows affecting the relevant assertions,
the auditor selects for testing certain process reviews and analyses and certain controls over the completeness and accuracy of the information in the
reports used in management's reviews. The tests of controls could include,
for example—

•

Evaluating management's review procedures including assessing
whether those controls operate at an appropriate level of precision. (See
Chapter 2.)

•

Evaluating how the company assures itself regarding the completeness
and accuracy of the information in the reports used by management in
the reviews. Matters that might be relevant to this evaluation include
how the company determines that—

•

The data included in the report are accurate and complete. This
evaluation might be accomplished through testing controls over the
initiation, authorization, processing, and recording of the respective
transactions that feed into the report.

•

The relevant computer settings established by the software user are
consistent with the objectives of management's review. For example,
if management's review is based on items in an exception report,
the reliability of the report depends on whether the settings for
reporting exceptions are appropriate.

The auditor verifies that the code in the packaged software cannot be
changed by the user. The auditor also evaluates the IT general controls that
are important to the effective operation of the IT-dependent controls (such
as the access controls and operations controls previously described).
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Categories of IT Controls
The remaining sections of this chapter discuss major categories of IT controls
and considerations for testing them in a smaller, less complex IT environment.

IT General Controls
IT general controls are broad controls over general IT activities, such as security and access, computer operations, and systems development and system
changes.
Security and Access
Security and access controls are controls over operating systems, critical applications, supporting databases, and networks that help ensure that access to
applications and data is restricted to authorized personnel.
In a small, less complex IT environment, security administration is likely to
be centralized, and policies and procedures might be documented informally.
A small number of people or a single individual typically supports security
administration and monitoring on a part-time basis. Controls for mitigating
the risk caused by a lack of segregation of duties over operating systems, data,
and applications tend to be detective controls rather than preventive. Access
controls tend to be monitored informally.
Tests of security and access controls could include evaluating the general system security settings and password parameters; evaluating the process for
adding, deleting, and changing security access; and evaluating the access capabilities of various types of users.
Computer Operations
Computer operations controls relate to day-to-day operations and help ensure
that computer operational activities are performed as intended, processing errors are identified and corrected in a timely manner, and continuity of financial
reporting data is maintained through effective data backup and recovery procedures.
A smaller, less complex IT environment might not have a formal operations
function. There might not be formal policies regarding problem management
or data storage and retention, and backup procedures tend to be initiated manually.
Tests of controls over computer operations could include evaluating the backup
and recovery processes, reviewing the process of identifying and handling operational problems, and, if applicable, assessing control over job scheduling.
Systems Development and System Changes
Systems development and system change controls are controls over systems
selection, design, implementation, and configuration changes that help ensure
that new systems are appropriately developed, configured, approved, and migrated into production, and controls over changes—whether to applications,
supporting databases, or operating systems—that help to ensure that those
changes are properly authorized and approved, tested, and implemented. Although they might be viewed as separate categories, in less complex environments, systems development and system change procedures often are combined
for ease of implementation, training, and ongoing maintenance.
A smaller, less complex IT environment typically includes a single or small
number of off-the-shelf packaged applications that do not allow for modification
of source code. Modifications to software are prepared by and, in some cases,
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implemented by, the software vendor in the form of updates or patches or via
a network connection between the vendor and the organization. Typically, a
small number of individuals or a single individual (employees or consultants)
support all development and production activities.
Examples of possible tests of controls over systems development and system
changes include examining the processes for selecting, acquiring, and installing
new software; evaluating the process for implementing software upgrades or
patches; determining whether upgrades and patches are authorized and implemented on a timely basis; and assessing the process for testing new applications
and updates.

Application Controls
Application controls are automated or IT-dependent controls intended to help
ensure that transactions are properly initiated, authorized, recorded, processed, and reported. For example, in a three-way match process, received
vendor invoices are entered into the system, which matches them automatically to the purchase order and goods receipt based on the document reference
numbers, price, and quantity. The system's simultaneous matching of the information within the three documents upon their entry to authorize a payment
to the vendor is an automated application control. Management's review and
reconciliation of an exception report generated by the system is an example of
an IT-dependent manual control.6
The general nature of application controls tends to be similar in most IT environments, although in less complex environments, the controls tend to be
manual and detective rather than automated and preventive. The testing procedures also could be similar. In most IT environments, the auditor could focus on
error correction procedures over inputting, authorizing, recording, processing,
and reporting of transactions when evaluating application controls. However,
in less complex IT environments there might be fewer financial applications
affecting relevant assertions and fewer application controls within those applications.
Regardless of the complexity of the IT environment, the audit plan for testing application controls could include a combination of inquiry, observation,
document inspection, and re-performance of the controls. Efficiencies can be
achieved through altering the nature, timing, and extent of testing procedures
performed related to automated and IT-dependent application controls if IT
general controls are designed and operating effectively. In some situations,
benchmarking of certain automated controls might be an appropriate audit
strategy.7

End-User Computing Controls
End-user computing refers to a variety of user-based computer applications,
including spreadsheets, databases, ad-hoc queries, stand-alone desktop applications, and other user-based applications. These applications might be used as
the basis for making journal entries or preparing other financial statement information. End-user computing is especially prevalent in smaller, less complex
companies.
End-user computing controls are controls over spreadsheets and other userdeveloped applications that help ensure that such applications are adequately
documented, secured, backed up, and reviewed regularly for process integrity.
6
See Example 5-1 for an illustration of how those types of controls might be tested in a small,
less complex IT environment.
7
Auditing Standard No. 5, paragraphs B28–B33, discuss benchmarking of automated controls.
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Enduser computing controls include general and application controls over userdeveloped spreadsheets and applications.
Tests of controls over end-user computing could include assessing access controls to prevent unauthorized access: testing of controls over spreadsheet formulas or logic of queries and scripts; testing of controls over the completeness
and accuracy of information reported by the end-user computing applications;
and reviewing the procedures for backing up the applications and data.

Chapter 6
Considering Financial Reporting Competencies and Their Effects
on Internal Control
To maintain effective internal control over financial reporting, a company needs
to retain individuals who are competent in financial reporting and related oversight roles.1 Smaller, less complex companies can face challenges in recruiting
and retaining individuals with sufficient experience and skill in accounting and
financial reporting. Also, resource limitations might prevent a smaller, less complex company from employing personnel who are familiar with the accounting
required for unique, complex, or nonroutine transactions or relevant changes in
rules, regulations, and accounting practices. Smaller, less complex companies
might address their needs for financial reporting competencies through means
other than internal staffing, such as engaging outside professionals.
This chapter discusses the auditor's consideration of financial reporting competencies at a smaller, less complex company, including situations in which a
smaller, less complex company enlists outside assistance in financial reporting
matters.

Understanding and Evaluating a Company’s Financial
Reporting Competencies
The evaluation of competence is one aspect of evaluating the control environment and the operating effectiveness of certain controls. For example, when
evaluating entity-level controls, such as risk assessment and the period-end financial reporting process, the auditor could obtain information about whether—

•

Management identifies the relevant financial reporting issues on
a timely basis (e.g., issues arising from new transactions or lines
of business or changes to accounting standards); and

•

Management has the competence to ensure that events and transactions are properly accounted for and that financial statements
and related disclosures are presented in conformity with generally
accepted accounting principles ("GAAP").

For recurring clients, the auditor's experience in prior audit engagements can
be a source of information regarding management's financial reporting competencies. The auditor could be aware of specific accounts or disclosures that
have caused problems in prior engagements, or of management's response to
past changes in accounting pronouncements. These experiences can inform
the auditor about management's financial reporting competencies, including

1

See e.g., Principle 5 of the COSO Small Companies Guidance.
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whether and how management identifies and responds to financial reporting
risks. The procedures performed to evaluate the period-end financial reporting
process also could be valuable to the evaluation of financial reporting competency.
The auditor's inquiries and observations pertaining to the company's overall
commitment to competence, which is part of the evaluation of the control environment, also can inform the auditor's assessment of financial competency.
The auditor can consider whether and how the company and management—

•

Establish and agree on the knowledge, skills and abilities needed
to carry out the required responsibilities prior to hiring individuals
for key financial reporting positions,

•

Train employees involved in financial reporting processes and provide them with the appropriate tools and resources to perform
their responsibilities, and

•

Periodically review and evaluate employees relative to their assigned roles, including whether the audit committee (or board of
directors) evaluates the competencies of individuals in key financial reporting roles, such as the chief executive and financial reporting officers.

Auditors may keep in mind that company financial reporting personnel do not
need to be experts in all areas of accounting and financial reporting but need
to be sufficiently competent with respect to the accounting for current and
anticipated transactions and changes in accounting standards to identify and
address the risks of misstatement.

Supplementing Competencies with Assistance
from Outside Professionals
Some smaller, less complex companies might not have personnel on staff with
experience in certain complex accounting matters that are encountered. In
these circumstances, a company might engage outside professionals to provide
the necessary expertise (i.e., an individual or firm possessing special skill or
knowledge in the particular accounting and financial reporting matter).2 When
assessing the competence of the personnel responsible for the company's financial reporting and associated controls, the auditor may consider the combined
competence of company personnel and other parties that assist with functions
related to financial reporting.
When an outside professional provides accounting assistance related to relevant assertions or the period-end financial reporting process, the auditor might
begin by considering how the company assures itself that events and transactions are properly accounted for and that financial statements and the related
disclosures are free of material misstatement. The company might have differing levels of involvement with outside professionals, depending upon the nature
of the services provided. The auditor could evaluate management's oversight
to determine whether the company, with the assistance of the professional, is

2
This section of the chapter does not pertain to management's use of a service organization
that supports routine accounting functions, such as processing payroll transactions or supporting the
company's information technology systems. It also does not apply to management's use of specialists
in matters outside of accounting and financial reporting, such as actuaries, engineers, environmental
consultants, and geologists. See Auditing Standard No. 5, AU sec. 324, Service Organizations, and AU
sec. 336, Using the Work of Specialists, for direction on these matters.
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adequately identifying and responding to risks.3 In performing this evaluation,
the auditor can consider—
Whether management recognizes situations for which additional
expertise is needed to adequately identify and address risks of
misstatement.
How management determines that the outside professionals
possess the necessary qualifications. For example, management
might obtain information from the professional about his or her
skills and competence.
Whom management designates to oversee the services and
whether they possess the suitable skill, knowledge, or experience
to sufficiently oversee the outside professionals. (Note: Management is not required to possess the expertise to perform or reperform the services.)
Whether management has established controls over the work of
the outside accounting professional and over the completeness and
accuracy of the information provided to the outside professional.
For example, in addition to reviewing the work of the outside
professional, management might inquire about the professional's
monitoring and review procedures related to the work performed
by the professional for the company.
How management participates in matters involving judgment, for
example, whether management understands and makes significant assumptions and judgments underlying accounting calculations prepared by an outside professional.
How management evaluates the adequacy and the results of the
services performed, including the form and content of the outside
accounting professional's findings, and accepts responsibility for
the results of the services.
In gathering evidence to support this evaluation, the auditor could hold discussions with both management and the outside professional, perhaps while
obtaining an understanding of the period-end financial reporting process. The
auditor also could inspect documentation that provides support for management's oversight of the outside professional.4

•
•
•
•

•
•

Example 6-1—Assistance from Outside Professionals
Scenario: A small developer of analytical software products does not have
an individual with strong tax accounting expertise on staff. The company retains a thirdparty accounting firm (not its auditor) to prepare the income tax
provision. Management obtains information from the third-party accounting
firm about the training and experience of the staff assigned to do this work.
The company's CFO, who has basic knowledge of tax accounting, reviews
and discusses the tax provision with the accounting firm that prepared it,
and compares the provision to CFO's expectations based on past periods,
budgets, and knowledge of business operations.5
(continued)
3
If the audit committee has oversight over the use of service providers, the auditor may also
consider the nature and extent of that oversight.
4
Refer to Chapter 7 for discussion of how the auditor can obtain sufficient evidence when less
formal documentation is available.
5
Adapted from the COSO Small Companies Guidance, Volume II: Guidance, page 34.
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Audit Approach: The auditor observes that management identifies risks to
financial reporting related to accounting for income taxes and engages an
outside professional to provide technical assistance. Further, the auditor
evaluates management's oversight to determine whether the company, with
the assistance of the professional, is adequately identifying and responding
to risks of material misstatement regarding the income tax provision. As
part of this evaluation, the auditor inspects the engagement letter, other
correspondence between the company and the third-party firm, and the tax
schedules and other information produced by the third-party firm. The auditor also evaluates the controls over the completeness and accuracy of the
information furnished by the company to the third-party firm. The auditor
also assesses whether the third-party accounting firm has the proper skills
and staff assigned to do this work.

Chapter 7
Obtaining Sufficient Competent Evidence When the Company
Has Less Formal Documentation
Implementing and assessing effective internal control over financial reporting
by a company's management generally involves some level of documentation.
A smaller, less complex company often has different needs for documentation,
and the nature of that documentation might differ from that of a larger or more
complex organization. Differences in the form and extent of control documentation of smaller, less complex companies generally relate to their operating
characteristics, particularly to fewer resources and more direct interaction of
senior management with controls.1
The nature and extent of a company's documentation of internal control over
financial reporting can have a significant effect on the auditor's strategy regarding the audit of internal control. This chapter discusses how the auditor
could adapt his or her audit strategy to obtain sufficient competent evidence in
an environment with less formal documentation.

Audit Strategy Considerations
The auditor must plan and perform the audit to obtain competent evidence
that is sufficient to obtain reasonable assurance about whether material weaknesses exist as of the date specified in management's assessment.2 The auditor
can obtain this evidence through direct testing or using the work of others, as
appropriate. Procedures the auditor could perform to test operating effectiveness include a mix of inquiry of appropriate personnel, observation of the company's operations, inspection of relevant documentation, and re-performance of
the control. The nature, timing, and extent of tests of controls depend on the
risk associated with the controls. As the risk associated with the control being
tested increases, the evidence that the auditor should obtain also increases.3
PCAOB standards establish the documentation requirements for these audits.
Those documentation requirements apply only to the auditor.
1
The COSO Small Companies Guidance, Volume II: Guidance, pages 12–13, discusses circumstances that affect the need for documentation of internal control.
2
See Auditing Standard No. 5, paragraph 3.
3
Auditing Standard No. 5, paragraph 46. Paragraph 47 discusses the factors that affect the risk
associated with a control.
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Documentation of Processes and Controls
Larger companies with complex operations are more likely to have formal documentation of their processes and controls, such as in-depth policy manuals and
systems flowcharts of processes. In a smaller, less complex company, documentation of processes and controls might take a variety of forms. For example, information about processes and controls might be found in other documentation,
such as memoranda, questionnaires, software manuals, source documents, or
job descriptions. This documentation might not cover every process and might
not be in a consistent form across all processes.
Where walkthroughs are performed, auditors could use those procedures to obtain an understanding of the flow of transactions affecting relevant assertions
and to assess the design effectiveness of certain controls, even when documentation is limited.

Documentation of Operating Effectiveness of Controls
In a smaller, less complex business, the nature and extent of documentation of
the operating effectiveness of controls may vary. Also, evidence of a control's
operation might exist only for a limited period.
The type and availability of evidence regarding controls to be tested can affect the auditor's testing strategy.4 In particular, company documentation can
influence the nature and timing of audit procedures performed. For example,
the nature of some audit procedures e.g., document inspection, requires documentation. Also, the timing of some tests of controls might be determined, in
part, based on when the evidence of the controls' operation is available.
Obtaining sufficient evidence about the operating effectiveness of controls can
be challenging when there is limited documentation of their operation. In
those situations, inquiry combined with other procedures, such as observation
of activities, inspection of documentation produced or used by the controls,5
and reperformance of certain controls, might provide sufficient evidence about
whether a control is effective.
As a practical matter, the auditor also needs to obtain documentation of the
work of others to use that work to reduce the auditor's own testing.6

Other Considerations
When auditing a smaller, less complex company with limited documentation, it
generally is helpful to obtain an understanding of the nature and availability
of audit evidence relating to internal control over financial reporting as early
in the audit process as practical. This understanding ordinarily includes consideration of existing documentation regarding—

•

Company processes and procedures, particularly for transactions
affecting relevant assertions and controls that the auditor is likely
to select for testing

•

Monitoring of other controls performed by management or others

4
As discussed in Chapter 8, a pervasive lack of documentation and other audit evidence could
prevent the auditor from being able to obtain sufficient evidence to support an opinion on internal
control.
5
Examples of documentation that might be produced or used by controls include exception reports, memoranda, or documented communications between management and employees.
6
The auditor's use of the work of others also is dependent on such factors as the nature of
the subject matter and the competence and objectivity of the individuals performing the work. See
Auditing Standard No. 5, paragraphs 16–19.
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The auditor can then identify gaps in important documentation so alternatives can be explored. For example, if the CFO prepares contemporaneous documentation of certain controls and retains it for a limited period, the auditor
might arrange to obtain access to that documentation for testing purposes.
Early conversations with management about these matters can help provide
auditors with the most flexibility in developing efficient and effective audit
strategies.
If the company does not have formal documentation of its processes and controls, the auditor may consider whether other documentation is available before
drafting formal descriptions of processes and controls for the audit documentation. A practical way to identify such other documentation is to look at the
information that the company uses to run the business.
As discussed in Chapter 1, one of the practical considerations when selecting
controls to test and determining the nature, timing, and extent of testing is the
nature and availability of evidence of operating effectiveness. For example, if
two or more controls adequately address the risk of misstatement for a relevant
assertion, the auditor could select the control for which evidence of operating
effectiveness can be obtained more readily.
Example 7-1—Obtaining Information about Processes and Controls
Scenario: A small manufacturer in the electronics industry periodically
makes large purchases of specialty components. The company has established procedures covering the initiation, authorization, and recording of
these purchases, although the company has not developed an in-depth policies and procedures manual. The company's procedures provide for completion of a form that describes the product requirements and payment terms
and indicates how to record the purchase. The forms are reviewed and approved by the CEO and CFO before the purchase is executed. When the
goods are received, they are matched with the purchase form and accounted
for as indicated on the form.
Audit Approach: The auditor inspects a copy of a completed purchase form
and related documentation to obtain an initial understanding of the flow
of the purchase transactions. She follows up with inquiries of personnel
involved in the process of authorizing, sending, and accounting for the purchases and traces the recording of the transactions through the accounting system. She summarizes her understanding of the transaction flow in a
memo and includes a copy of a purchase form in the workpapers. The auditor
uses her understanding of the purchase process to plan and perform tests of
selected controls over the purchases.

Example 7-2—Obtaining Evidence about Operating
Effectiveness of Controls
Scenario: One control that management relies on with respect to the periodend financial reporting process is the CFO's review of the quarterly financial
statements prepared by the controller. The CFO does not create separate documentation of her review but does retain copies of the financial statements
with her handwritten notes and other markings for reference purposes. She
sends her review comments to the controller via email, and the company's
email system retains the email messages. If errors are identified, the controller prepares adjusting entries, which are approved by the CFO.
(continued)
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Each quarter, the CFO and controller prepare and present to the audit committee a financial package, explaining significant trends in the company's
financial condition, operating results, and cash flows, as well as comparisons
to budgeted amounts and comparable prior periods.
Audit Approach: The auditor can draw upon multiple sources of audit evidence to evaluate whether the control is in place and operating effectively
to detect errors in the period-end financial reporting process. He can make
inquiries of the CFO to obtain an understanding of the frequency, nature,
timing, and level of precision7 of the CFO's review. He can corroborate this
understanding and evaluate the operating effectiveness of the review by, for
selected items, inspecting copies of the reviewed drafts of the financial statements, reviewing comments sent to the controller, and reviewing adjusting
entries and supporting information. He can also talk to other employees to
find out if the CFO contacts them to ask questions, what types of questions
are asked, and how those questions are resolved. In addition, he can read
the information in the financial package delivered to the audit committee
and might observe the CFO's financial review with the audit committee, if
the auditor attends the meetings in connection with the audit.

Chapter 8
Auditing Smaller, Less Complex Companies with Pervasive
Control Deficiencies
In some audits of internal control, auditors might encounter companies with
numerous or pervasive deficiencies in internal control over financial reporting. Smaller, less complex companies can be particularly affected by ineffective
entity-level controls, as these companies typically have fewer employees and
fewer process-level controls.
Auditing internal control over financial reporting in companies with pervasive
deficiencies can be challenging. The auditor's strategy is influenced by the nature of the control deficiencies and factors such as the effect of the deficiencies
on other controls and the availability of audit evidence. Although the facts and
circumstances can vary significantly, the auditor might not be able to express
an unqualified opinion on the effectiveness of internal control over financial
reporting in some of these situations.1
This chapter discusses how auditors could design their audit strategies in response to situations involving pervasive deficiencies.

Pervasive Deficiencies that Result in Material Weaknesses
The auditor's objective in an audit of internal control is to express an opinion
on the effectiveness of the company's internal control over financial reporting. Because a company's internal control over financial reporting cannot be

7

Level of precision is discussed in more detail in Chapter 2.
To enable the auditor to express an unqualified opinion on internal control, the company would
need to remediate all of its material weaknesses early enough before year-end to enable the auditor
to obtain sufficient competent audit evidence about the remediated controls to support an unqualified
opinion on internal control over financial reporting.
1

PC §300.01

Other Staff Guidance

2581

considered effective if one or more material weaknesses exist, to form a basis
for expressing an opinion, the auditor must plan and perform the audit to obtain competent evidence that is sufficient to obtain reasonable assurance about
whether material weaknesses exist as of the date specified in management's
assessment.2
Ordinarily, the auditor's strategy should include tests of controls as necessary
to support a conclusion that internal control over financial reporting is effective.3 However, the auditor's existing knowledge of the company or information
obtained early in the audit process might lead an auditor to a preliminary
judgment that internal control over financial reporting is likely to be ineffective because of the presence of pervasive control deficiencies that result in one
or more material weaknesses. In those situations, the auditor's strategy for
testing selected controls may depend on the effect of the pervasive deficiencies
on other controls, as discussed in the following paragraphs.

Considering the Effect of Pervasive Control Deficiencies on Other Controls
When the auditor encounters pervasive control deficiencies, he or she might
decide that those deficiencies also impair the effectiveness of other controls by
rendering their design ineffective or by keeping them from operating effectively.
For example, certain deficient entity-level controls, such as the following, might
impair the effectiveness of other controls over relevant assertions:

•

Ineffective control environment (considering the risk profile of the
company). An ineffective control environment can increase the
risk associated with a control by rendering its design ineffective or
preventing it from operating effectively. Also, certain controls in
the control environment, such as maintaining financial reporting
competencies, might be necessary for the effective functioning of
other controls.

•

Ineffective IT controls or information systems. Ineffective information systems could impair the effectiveness of certain ITdependent controls (e.g., monitoring controls that rely on the reports produced by an ineffective information system).

•

Pervasive lack of segregation of duties without appropriate alternative controls. When a person performs two or more incompatible
duties, the design of some controls might be ineffective without
appropriate alternative controls.

•

Frequent management override of controls. A control that is frequently overridden is less likely to operate effectively. The effectiveness of controls that depend on an overridden control also
might be impaired.

The top-down audit approach can help the auditor identify pervasive control deficiencies earlier in the audit process and take them into account in determining
the audit approach for testing other controls.
The auditor's preliminary judgments regarding the effect of the pervasive control deficiencies can help determine the approach to gathering audit evidence.
When the pervasive control deficiencies adversely affect other controls, the auditor may modify the planned testing of the other controls because less evidence
generally is needed to support a conclusion that controls are not effective than
a conclusion that controls are effective.4 For example, if a control is likely to
2
3
4

See Auditing Standard No. 5, paragraph 3.
See Auditing Standard No. 5, paragraph 39.
See Auditing Standard No. 5, paragraphs 46 and 47.

PC §300.01

2582

PCAOB Staff Guidance

be impaired because of another control's deficiency, the inquiries and observations during walkthroughs might provide enough evidence to conclude that the
design of a control is deficient and thus could not prevent or detect misstatements. In some cases, limited testing of a control might be necessary (e.g., if
a walkthrough has not been performed) to conclude that a control is not operating effectively. Also, detected misstatements from the audit of the financial
statements could indicate that a control is not effective.
Some companies might have pervasive control deficiencies and still have effective controls over some relevant assertions. For the selected controls that are
likely to be effective, the auditor should test those controls to obtain the evidence necessary to support a conclusion about their operating effectiveness.5
The pervasive control deficiencies may affect the risk associated with the controls selected for testing, and, in turn, the amount of audit evidence needed.
Example 8-1 discusses the effect of pervasive control deficiencies on tests of
controls.

Scope Limitation Due to Lack of Sufficient Audit Evidence
Pervasive deficiencies in a company's internal control over financial reporting
do not necessarily prevent an auditor from obtaining sufficient audit evidence
to express an opinion on internal control over financial reporting. If the auditor
determines that sufficient evidence is available to express an opinion, the auditor should perform tests of those controls that are important to the auditor's
conclusion about the effectiveness of the company's internal control over financial reporting and evaluate the severity of the identified control deficiencies.6
In some audits of companies with pervasive control deficiencies, the auditor
could become aware that there is minimal available evidence about the design and operation of internal control over financial reporting. Such situations
could lead the auditor to conclude that the lack of available evidence constitutes a scope limitation that will prevent him or her from obtaining reasonable
assurance necessary to express an opinion on internal control over financial
reporting, including identification of existing material weaknesses.
The auditor may issue a report disclaiming an opinion on internal control over
financial reporting as soon as the auditor concludes that a scope limitation will
prevent the auditor from obtaining the reasonable assurance necessary to express an opinion.7 The auditor is not required to perform any additional work
before issuing a disclaimer when the auditor concludes that he or she will not
be able to obtain sufficient evidence to express an opinion. The auditor's report
should disclaim an opinion on internal control and disclose the substantive reasons for the disclaimer. The report also should disclose the material weaknesses
of which the auditor is aware.8
Even if the auditor lacks sufficient evidence to express an opinion on internal
control, the auditor might still be able to obtain sufficient evidence to perform
an audit of the financial statements. The auditor should, however, take into
account the control deficiencies and issues encountered in the audit of internal
control in assessing control risk and determining the nature, timing, and extent
of tests of accounts and disclosures in the audit of the financial statements.9
5

See Auditing Standard No. 5, paragraph 39.
See Auditing Standard No. 5, paragraphs 22, 39, and 62.
7
See Auditing Standard No. 5, paragraph C6.
8
See Auditing Standard No. 5, paragraph C5, for the specific requirements regarding the disclosures of the material weaknesses.
9
See Auditing Standard No. 5, paragraph B5.
6
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Example 8-2 illustrates a situation in which the auditor is unable to obtain
sufficient evidence to express an opinion on internal control over financial reporting.
Example 8-1—Pervasive Deficiencies and Testing of Controls
Scenario: A small company has a two-person staff that handles all of the
accounting and financial reporting duties. The staff is competent in routine
financial reporting matters but has difficulty with more complex accounting matters, such as valuation of stock-based compensation and income tax
calculations and disclosures. The lack of competencies in these areas has
resulted in adjustments based on the auditor's identification of material
misstatements.10
Audit Approach: Based on the auditor's experience with the company, she
expects that controls over the valuation/allocation and disclosures related to
stock-based compensation and income taxes will not be effective. For those
assertions, the auditor obtains evidence about the respective controls during a walkthrough of the related process. Also, misstatements in those assertions were detected in the financial statement audit, and she observes
that the controls failed to prevent or detect those misstatements. Based on
this evidence, she concludes that the controls over those assertions are not
effective.
With respect to routine financial reporting processes, such as cash receipts
and disbursements, the auditor plans to perform tests of the selected controls to obtain enough evidence to support a conclusion that the respective
controls are effective.

Example 8-2—Lack of Sufficient Audit Evidence
Scenario: A development stage company is devoted exclusively to research
and development for a new product and currently generates no revenue.
The financial staff consists of a CFO and accounting clerk. The company's
principal accounting records consist of a checkbook and payroll records, and
the company has no documentation of policies and procedures. Most of its
controls are undocumented supervisory checks by the CFO.
Late in the fourth quarter, a management dispute results in the resignation
of the CFO and termination of the accounting clerk. Management hires an
accountant on a temporary contract basis to prepare financial statements
from the company's existing records and to help the company establish appropriate controls over its financial reporting functions. However, most of
these controls were implemented near or shortly after year-end.
Audit Approach: As the auditor begins trying to obtain an understanding of
the company's internal control over financial reporting and evaluate entitylevel controls, she notes that there is minimal information available about
the controls that existed at yearend. Because of the turnover in financial reporting personnel, the auditor is unable to perform inquiries, observations,
(continued)

10
Chapter 6 discusses financial reporting competencies in more detail, including approaches that
smaller, less complex companies might take to enhance their financial reporting competencies.
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or other procedures to understand the flow of transactions and related controls in significant processes. The auditor identifies some material weaknesses, but she determines that the lack of evidence results in a scope limitation because she cannot obtain reasonable assurance that all of the existing
material weaknesses are identified.
Accordingly, the auditor ceases further audit procedures in the audit of internal control. The auditor's report on internal control over financial reporting
contains a disclaimer of opinion and disclosure of the substantive reasons
for the disclaimer and the material weaknesses that she identified.

Appendix A
The Integrated Audit Process
Auditing Standard No. 5 indicates that the audit of internal control should
be integrated with the audit of the financial statements. This means that the
auditor should plan and perform the work to achieve the objectives of both
audits,1 which are as follows:

•

Audit of the financial statements. To express an opinion on the
fairness with which the financial statements present, in all material respects, financial position, results of operations, and its cash
flows in conformity with GAAP.2

•

Audit of internal control. To express an opinion on the effectiveness
of the company's internal control over financial reporting.3

This appendix illustrates one approach for integrating the audit of internal
control with the audit of the financial statements and is not intended to present
all of the procedures that are required for a particular audit. Auditors must plan
and perform their integrated audits to achieve the objectives of the audits and
to comply with standards of the PCAOB.4

Summary of the Illustrative Audit Approach
The integrated audit process can be summarized into the following major components:
a. Preliminary engagement procedures
b. Audit planning
c. Risk assessment procedures
d. Auditor response, including tests of accounts and controls
e. Conclusion and wrap-up

Preliminary Engagement Procedures
Preliminary engagement procedures include the auditor's engagement acceptance process and reaching an understanding with the audit committee about
the terms of the engagement, including pre-approval of audit and non-audit
services.
1
2
3
4

See Auditing Standard No. 5, paragraphs 6 and 7.
See paragraph .01 of AU sec. 110, Responsibilities and Functions of the Independent Auditor.
See Auditing Standard No. 5, paragraph 3.
See Auditing Standard No. 5, paragraph 6.
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During the engagement acceptance process, the auditor might identify matters
that could affect the risk of material misstatement of the financial statements
or the risk of material weakness in internal control over financial reporting
and, thus, could inform the auditor's risk assessments during the audit.

Audit Planning
During audit planning, the auditor should make a preliminary judgment about
materiality. The judgment about materiality is the same for both the audit of
the financial statements and the audit of internal control.5
The auditor also can develop a preliminary audit strategy and audit plan based
on his or her understanding of the company and its environment. The audit
strategy could cover matters such as general scope and timing of the engagement. The audit strategy and plan could be refined further as the audit progresses.

Risk Assessment Procedures
Risk assessment procedures are intended to help the auditor identify risks of
misstatement and the controls that are in place to address those risks. When
performing risk assessment procedures, the auditor should obtain an understanding of the company and its environment, including its internal control.6
These procedures include walkthroughs, or other procedures, to understand the
likely sources of misstatement.7 It also includes performing preliminary analytical procedures and procedures to assess the risk of material misstatement
due to fraud.8 The auditor's risk identification and assessment should also take
into account his or her knowledge about the company and its environment from
other sources, such as prior audits.9
Based on the auditor's understanding gained through performing the risk assessment procedures and obtaining other evidence, the auditor should assess
the identified risks.10
The auditor's risk assessments are the basis for the identification of significant
accounts and disclosures and relevant assertions as well as the selection of
controls to test. Relevant assertions and significant accounts and disclosures
should be determined based on whether there is a reasonable possibility that
they could contain misstatements that could cause the financial statements to
be materially misstated.11 The identification of relevant assertions and significant accounts12 is the same for both the audit of internal control and the audit
of the financial statements.

5

See AU sec. 311.03, AU sec. 312.12–.33, and Auditing Standard No. 5, paragraph 20.
See AU sec. 319.25–.61, and Auditing Standard No. 5, paragraph 9.
7
See Auditing Standard No. 5, paragraphs 34–38, for discussion of the objectives of walkthroughs
and direction on walkthrough procedures.
8
See AU sec. 329.06–.08, and AU sec. 316.35–.45.
9
See AU sec. 311.04 and .08, and AU sec. 319.59.
10
See AU sec. 312.16 and .26–.33.
11
See Auditing Standard No. 5, paragraphs 28–33.
12
In the financial statement audit, the auditor may perform substantive auditing procedures on
financial statement accounts, disclosures, and assertions that are not determined to be significant
accounts and disclosures and relevant assertions. This is because his or her assessment of the risk
that undetected misstatement would cause the financial statements to be materially misstated is
unacceptably high (see AU sec. 312.39 for further discussion about undetected misstatement) or as
a means of introducing unpredictability in the procedures performed (see AU sec. 316.50 for further
discussion about predictability of auditing procedures).
6
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Auditing Standard No. 5 states that the auditor should use a top-down approach
to the audit of internal control to select the controls to test. A top-down approach
begins at the financial statement level and with the auditor's understanding
of the overall risks to internal control over financial reporting.13 The auditor
then focuses on entity-level controls and works down to significant accounts and
disclosures and their relevant assertions. This approach directs the auditor's
attention to accounts, disclosures, and assertions that present a reasonable
possibility of material misstatement to the financial statements and related
disclosures. The auditor then verifies his or her understanding of the risks in
the company's processes and selects for testing those controls that sufficiently
address the assessed risk of misstatement to each relevant assertion.

Overall Response to Risks
Based on the auditor's risk assessment, the auditor should evaluate the need
for an overall response to the risks.14 This evaluation is particularly important
for pervasive risks of misstatement, which can affect many financial statement
accounts, but it applies to every audit.
The overall responses could affect such aspects of the audit as—

•
•
•
•

Assignment of staff
Level of supervision
Need for specialists
Appropriateness of planned audit strategy and scope

Specific Responses—Substantive Procedures and Tests of Controls
Specific responses to risk relate to the tests of relevant assertions of significant
accounts and disclosures ("substantive procedures") and the controls over those
assertions. Auditing Standard No. 5 requires the auditor to obtain evidence
about the controls over relevant assertions, and it states that the auditor should
perform substantive procedures for all relevant assertions, regardless of the
assessed level of control risk.15 The auditor should determine an appropriate
mix of the nature, timing, and extent of testing based on the associated risks
and other factors.16 The determination of the nature, timing, and extent of
testing includes decisions about using the work of others to test controls in the
integrated audit. As the associated risk increases, the evidence that the auditor
should obtain also increases.17
The relationship between tests of controls and substantive procedures is important to the integration of the audit of internal control with the audit of financial
statements. Obtaining sufficient evidence to support control risk assessments
of low for purposes of the financial statement audit ordinarily allows the auditor
to reduce the amount of substantive procedures that otherwise would have been
necessary to opine on the financial statements. On the other hand, deficiencies
in the controls that the auditor planned to rely on could lead the auditor to
expand his or her substantive procedures.
13

See Auditing Standard No. 5, paragraph 21.
See AU sec. 312.16.
15
See Auditing Standard No. 5, paragraph B7.
16
For example, in the audit of internal control, walkthroughs might provide sufficient evidence
of operating effectiveness for some selected controls, depending on the risk associated with the control
being tested, the specific procedures performed as part of the walkthrough, and the results of those
procedures.
17
See Auditing Standard No. 5, paragraphs 46 and 49.
14
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As discussed in Chapter 1, the results of substantive tests of accounts and disclosures do not provide sufficient evidence for the auditor to conclude on the
operating effectiveness of controls. However, the results of substantive tests
could affect the auditor's risk assessments associated with the controls. For
example, if the results of substantive procedures indicate misstatements in an
assertion, evaluating the nature, cause, and significance of the misstatements
could lead the auditor to identify a deficiency in the related controls or to modify
his or her risk assessments. When no misstatements are detected from substantive procedures for an assertion, the auditor should take that into account along
with the factors discussed in paragraphs 46–49 of Auditing Standard No. 5 in
considering the risk associated with the related controls, which affects the nature, timing, and extent of the testing necessary to conclude on the effectiveness
of the controls.18

Conclusion and Wrap-up
In the conclusion and wrap-up phase, the auditor should evaluate the results of
his or her testing, particularly for identified misstatements and control deficiencies. The auditor should evaluate the misstatements and control deficiencies,
individually and in the aggregate. In evaluating the effects of misstatements,
the auditor should include both quantitative and qualitative considerations.19
Based on the evaluation of the testing results, the auditor should form conclusions about whether—

•
•
•

The financial statements are materially misstated,
A material weakness in internal control exists, and
He or she has obtained sufficient competent evidence to support
those conclusions.20

The results of each portion of the integrated audit inform the auditor's conclusions about the other portion. For example, the auditor's conclusions about
the effectiveness of controls should be based on all of the pertinent information
about control effectiveness,21 including—

•
•
•
•

Tests of controls for the audit of internal control,
Tests of controls for the audit of the financial statements,
Use of the work of others in either audit, and
Evidence about control deficiencies resulting from identified misstatements or other sources (e.g., control deficiencies identified by
management).

This information could affect the conclusions about control effectiveness as of
year-end as well as control risk assessments for the financial statement audit.
In some situations, the evaluation of audit results also could lead the auditor
to re-evaluate his or her assessments of risk and the sufficiency of the audit
procedures performed.
The conclusion and wrap-up phase of the audit also includes completion of the
review of the audit and resolution of reviewers' comments.

18
See Auditing Standard No. 5, paragraph B9. This does not mean that the auditor is required
to perform substantive procedures for a relevant assertion before performing tests of controls.
19
See AU sec. 312.34, and Auditing Standard No. 5, paragraphs 62 and B8.
20
See paragraphs .34–.41 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit,
paragraph .01 of AU sec. 326, Evidential Matter, and Auditing Standard No. 5, paragraph 3.
21
See Auditing Standard No. 5, paragraph 71.
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Appendix B
Discussion of Comments Received on the Preliminary Staff Views
On October 17, 2007, the staff of the Board's Office of the Chief Auditor published for comment Preliminary Staff Views – An Audit of Internal Control That
Is Integrated with An Audit of Financial Statements: Guidance for Auditors
of Smaller Public Companies ("the preliminary guidance"). During the public
comment period, 23 comment letters were received from investors, auditors,
issuers, and others.
The majority of commenters were supportive of the preliminary guidance. They
noted that it appropriately considered the environment of smaller, less complex companies and provided useful examples that will help in designing and
executing strategies for the audits of these companies in accordance with the
provisions of Auditing Standard No. 5.
The commenters offered suggestions to improve the preliminary guidance. After
a careful analysis, certain changes have been made to this publication to further
clarify or enhance the guidance. This Appendix describes significant comments
received on the preliminary guidance and the related changes that the staff
made in this publication.

General Comments
The introduction to the preliminary guidance stated that it did not establish
new requirements for auditors. However, some commenters suggested reinforcing this statement by providing references to the Board's standards that
establish mandatory or presumptively mandatory responsibilities to which this
publication refers. As suggested by commenters, this publication includes additional references to the Board's standards.
Several commenters suggested that some or all of the preliminary guidance
could be applicable to audits of internal control of larger public companies. As
noted in the introduction, this publication was developed specifically to describe
how auditors may apply the provisions of Auditing Standard No. 5 to audits of
smaller, less complex companies. If auditors of larger public companies find
this guidance useful in applying the scalability principles of Auditing Standard
No. 5, they may, of course, refer to it. As noted earlier, this guidance does not
establish requirements for the audit of internal control. Rather, all audits of
internal control—regardless of the size of the company—must comply with the
requirements of Auditing Standard No. 5.

Chapter 1—Scaling the Audit for Smaller, Less Complex Companies
The preliminary guidance said that "[i]f none of the controls that are designed
to address a risk for a relevant assertion is likely to be effective, the auditor can
take that into account in determining the testing of that control." According to
one commenter, this statement could suggest that, under such circumstances,
the auditor still has an obligation to test a particular control. This sentence
has been modified to say that, if none of the controls over an assertion "is likely
to be effective, the auditor can take that into account in determining the evidence needed to support a conclusion about the effectiveness of controls for
this assertion." Paragraph 47 of Auditing Standard No. 5 indicates that less
evidence generally is needed to support a conclusion that controls are not effective. Chapter 8 discusses how this principle may be applied when a company
has pervasive control deficiencies.
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Several commenters asked the staff to clarify the example in the section entitled Tests of Operating Effectiveness of Controls, in which the auditor was able
to use the results of tests of controls to reduce the substantive work on accounts
receivable but not revenue. In the commenters' view, it can be difficult to distinguish controls over accounts receivable—specifically, over billing and cash
receipt processing—from controls over revenue recognition. In response, the
reference to revenue recognition in this example has been replaced with a reference to the allowance for doubtful accounts, the controls over which are more
easily distinguishable from controls over billing and cash receipt processing.
Additionally, as suggested by the commenters, the discussion leading to this
example has been modified to emphasize that the auditor's decisions about
relying on controls, which were illustrated by the example, were related to the
audit of the financial statements rather than the audit of internal control. The
example is not meant to suggest that the auditor should avoid testing controls in
high-risk areas. Rather, the example assumes that the auditor is following the
requirements and direction in AU sec. 319, Consideration of Internal Control
in a Financial Statement Audit, in designing his or her audit strategy.
Another commenter asked for clarification about whether an auditor would be
able to issue an unqualified opinion on the effectiveness of internal control over
financial reporting when the auditor assessed control risk at the maximum
for one or more relevant assertions in the audit of financial statements. A new
paragraph that discusses the relationship between assessing control risk at the
maximum and expressing an opinion on internal control over financial reporting has been added to the section entitled Tests of Operating Effectiveness of
Controls.
In the last paragraph of Chapter 1, one commenter asked to clarify what impact the absence of misstatements detected by substantive procedures has on
the testing of controls. In response, this publication explains that the absence
of misstatements is only one of a number of factors that informs the auditor's
risk assessment in determining the testing necessary to conclude on the effectiveness of a control. Additionally, as recommended by another commenter, the
wording in this paragraph has been revised to better reflect paragraph B9 of
Auditing Standard No. 5, to which it refers.
One commenter suggested adding guidance to address situations in which controls changed during the period. The purpose of Chapter 1 is to discuss the
principles in Auditing Standard No. 5 for scaling the audit and integrating
tests of controls in audits of smaller, less complex public companies. Auditing Standard No. 5 and AU sec. 319, address the auditor's responsibilities for
situations in which controls change during the year.

Chapter 2—Evaluating Entity-Level Controls
Comments on Chapter 2 related primarily to the guidance on the precision of
entity-level controls.
Some commenters were concerned that the list of factors that the auditor might
consider in judging the level of precision of an entity-level control, in the section entitled Assessing the Precision of Entity-Level Controls, will be used as a
checklist by auditors. Other commenters suggested expanding the list. Consistent with the preliminary guidance, this publication uses the phrase "factors
include" to indicate that the list of factors is not all-inclusive, and the list of factors is not a list of criteria that the auditor should determine are met for every
entity-level control. Not all factors are necessarily applicable to every control
(e.g., some are relevant only to detective controls), and some factors might be
more important than others for a given control. Examples 2-1 and 2-2 have been
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modified to better explain which factors the auditor in those examples took into
account in evaluating the precision of the company's entity-level controls.
One commenter suggested expanding the guidance in Chapter 2 by discussing
auditing considerations related to evaluating design and operating effectiveness of company's entity-level risk assessment component. The risk assessment
component of internal control involves identification and analysis of the risks
of material misstatement22 and thus, by itself, would not necessarily prevent or
detect misstatements. Chapter 2 focuses on those entity-level controls that are
more likely to operate at a sufficient level of precision to result in a reduction of
testing of processlevel controls in an audit of a smaller, less complex company.
Additionally, another commenter asked for clarification regarding when the
auditor can obtain a substantial amount of evidence about the effectiveness of
internal control over financial reporting through the evaluation of entity-level
controls. In this publication, the discussion following the bullet points at the beginning of Chapter 2, to which the commenter referred, has been revised to state
more clearly that the auditor can obtain such evidence if senior management
performs many controls—including entity-level controls—that are important
to effective internal control over financial reporting.

Chapter 3—Assessing the Risk of Management Override and Evaluating
Mitigating Actions
Some commenters on Chapter 3 were concerned that the introductory statement to a list of mitigating controls in the section entitled Evaluating Mitigating Controls constituted a requirement for management to implement these
controls. As stated in the introduction to this publication, the discussions and
examples of controls in this publication do not establish internal control requirements and are not intended as guidance to management regarding establishing or evaluating internal control over financial reporting. Nevertheless, the
introductory statement has been revised to remove reference to management's
implementation of controls. Additionally, as suggested by some commenters,
the fourth item in the list of mitigating controls has been renamed "controls
over certain journal entries" to more clearly refer to the related discussion in
the subsection entitled Evaluating Controls over Journal Entries later in the
chapter.
As recommended by one of the commenters, a statement about the importance
of the auditor's exercise of professional skepticism when considering the risk
of management override has been added to the section entitled Assessing the
Risk of Management Override. Because of the important role that the audit
committee may play in mitigating the risk of management override, several
commenters suggested providing more details in Example 3-1 about procedures
performed by the audit committee. Accordingly, Example 3-1 has been expanded
to provide more details on the types of procedures performed by the audit committee to address the risk of management override.
Some commenters suggested adding clarification regarding situations in which
a company does not have an audit committee. A footnote reference to COSO
Small Companies Guidance has been added to the section entitled Evaluating
Audit Committee Oversight for clarification, as suggested.

Chapter 4—Evaluating Segregation of Duties and Alternative Controls
Most comments on Chapter 4 related to perceived inconsistencies in Example
4-1, which illustrates some audit procedures for testing alternative controls
22

See COSO Small Companies Guidance, Volume II: Guidance, page 43.
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over inventory. In response to these comments, the example has been revised
to describe more clearly the access rights of both the company's employee who
performs certain incompatible duties, and the manager who performs the alternative controls. The paragraph preceding the example has also been revised to
clarify that entity-level controls should operate at a necessary level of precision
to effectively address the risk of misstatement.
One commenter suggested using the term "compensating controls" instead of
"alternative controls" to describe controls that address the same issues as segregation of duties. The term "compensating controls" is not used in this chapter
because it is generally applied to situations in which control deficiencies have
been identified and the auditor is evaluating whether other controls might compensate for the deficiencies. Chapter 4 of this publication, as well as paragraph
42 of Auditing Standard No. 5, use the term "alternative controls" to apply to
situations in which management has designed and implemented controls that
achieve the same objectives as segregation of duties.

Chapter 5—Auditing Information Technology Controls in a Less Complex
IT Environment
Some commenters cautioned against underestimating risks that are associated
with pre-packaged software. They indicated that readers might mistakenly perceive prepackaged software to be risk-free. In response to these comments, a
footnote has been added to the section entitled Characteristics of Less Complex
IT Environments in Chapter 5 to indicate that significant user configuration of
the pre-packaged software might create additional risks that require additional
controls.
In response to other commenters' suggestions, the following sentence has been
added to the discussion in the third bullet point in the section entitled Characteristics of Less Complex IT Environments. "Access to systems is typically
managed by a limited number of personnel." In the fourth bullet point, the
phrase "in many instances" has been inserted to acknowledge that a smaller,
less complex company might perform more complex calculations using spreadsheets and other user-developed applications. In the same bullet point, the
phrase "to accumulate, summarize, process, and report" has been replaced with
"to initiate, authorize, record, process and report" to more accurately describe
tasks included in the end-user computing.
Some commenters asked to clarify how the lack of controls over backups might
impact the financial reporting process. In response, the second to last paragraph in the section entitled IT-Related Risks Affecting Financial Reporting of
this publication has been reworded to refer, more specifically, to the controls
that address the financial reporting risk, i.e., the risk of loss of data necessary to prepare the financial statements, and to acknowledge that there may
be different controls to address the potential loss of data.
Several commenters suggested modifying Example 5-1 in order to better illustrate the points made in this chapter. In response, the description of controls
and software in the Scenario section of Example 5-1 has been clarified, and
controls over authorization have been added to the first sub-bullet in the Audit
Approach section.
In general, several commenters were concerned about the potential for auditors
to use the lists of controls and audit procedures from Chapter 5 as checklists.
As previously mentioned, the discussions and examples of controls in this publication do not establish internal control requirements and are not intended
as guidance to management regarding establishing or evaluating internal control over financial reporting. These examples of controls in Chapter 5 do not
represent required controls for management.
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One commenter suggested adding guidance relating to testing of controls over
spreadsheets. The purpose of this chapter was to discuss general audit strategies that might be employed regarding the evaluation of IT controls in a less
complex IT environment rather than to discuss testing of any particular control
activities.

Chapter 6—Considering Financial Reporting Competencies and Their
Effects on Internal Control
Most of the comments on Chapter 6 related to controls over the work performed
by outside professionals.
One commenter provided examples of the controls that a company might implement to test work performed by the outside professional. These examples
have been added to the discussion of audit considerations in the section entitled Supplemented Competencies with Assistance from Outside Professionals.
Additionally, as suggested by commenters, Example 6-1 has been modified to
more clearly outline the responsibilities of management and the third-party
service provider in a situation typical for a smaller, less complex company. The
discussion in the example has also been expanded to provide further details of
the procedures performed by the auditor.
Some commenters asked what controls the auditors should expect to see over
the work of outside professionals in addition to those over the competence and
the accuracy of the information. One commenter asked for specific examples
of controls in the situations when the management uses outside professionals in the areas of stock compensation, derivatives and hedging activities, offbalance-sheet accounting, and financial statements preparation. Because of the
variety of situations in which outside professionals could be used, including the
ones mentioned by the commenters, and the diversity of potential controls that
might be implemented by companies using outside professionals, the chapter
focuses mainly on the control objectives that might be relevant to those situations rather than the individual controls. However, as noted in the preceding
paragraph, some additional examples of controls have been included in this
publication as suggested by commenters.

Chapter 7—Obtaining Sufficient Competent Evidence When the Company
Has Less Formal Documentation
Some commenters on this chapter asked the staff to clarify the differences
between the terms "formal" and "less formal" documentation and the impact of
the distinction on the audit. One commenter asked about the auditor's course
of action if there is no documentary evidence at all.
"Formal" and "less formal" documentation are relative terms used in this publication to illustrate differences that might exist in the documentation practices
of larger and smaller companies. For instance, the section entitled Documentation of Processes and Controls provides examples of more formal documentation
and less formal documentation of processes and controls. As stated in this chapter, when auditing a smaller, less complex company, it generally is helpful to
obtain an understanding of the nature and availability of documentation as
early in the audit process as practical, so that the auditor has sufficient time to
explore alternatives if the company has less formal documentation. The section
entitled Other Considerations discusses various types of documentation that
auditors might consider using as audit evidence relating to internal control,
including the documentation of company processes and procedures and other
documentation that the company uses to run the business. The chapter also
addresses situations in which only limited documentation exists.
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Additionally, in response to one commenter's concern, Example 7-2 has been
clarified to explain that the CFO's review represents one control – rather than
the only control—that management relies on with respect to the period-end
financial reporting process.

Chapter 8—Auditing Smaller, Less Complex Companies with Pervasive
Control Deficiencies
Several commenters asked for clarification regarding when limited testing of
a control that is unlikely to be effective might be necessary. Chapter 8 now
includes an example indicating that limited testing of a control might be necessary if walkthrough procedures have not been performed. In response to another
commenter's suggestion, the discussion in the section entitled Considering the
Effect of Pervasive Control Deficiencies on Other Controls has been expanded to
clarify how certain deficient entity-level controls might impair the effectiveness
of other controls over relevant assertions.
Other commenters suggested changing the discussion of management override
of controls to state that a control that has been "inappropriately overridden"
instead of "frequently overridden" is either less likely to operate effectively or
ineffective. The wording from the preliminary guidance has been retained in
this publication because it best describes the risk associated with management
override. Although management override might be appropriate in certain circumstances (e.g., manual override of the old credit limits until the new limits
are posted in the IT system), frequent management override of a control could
impair the effectiveness of the overridden control.

Appendix A—The Integrated Audit Process
Some commenters expressed concern that auditors might view the audit approach outlined in Appendix A as the preferred approach because this publication would "formalize" it. Others expressed concern that the audit approach
described in the appendix does not cover all of the auditing procedures that
might need to be performed. As noted in the Introduction to this publication,
the guidance is not a rule of the Board and does not establish new requirements.
Rather, it discusses how the auditors of smaller, less complex companies may
address some (but not all) of the challenges that might arise in audits of those
companies. Thus, this publication does not attempt to "formalize" or endorse
any particular approach to the audit of internal control over financial reporting.
Auditing Standard No. 5 provides direction on integrating the audit of internal
control with the audit of financial statements. Appendix A to this publication
has been developed to illustrate one approach for integrating the two audits,
and it is not intended to present all of the procedures that are required for a
particular audit. Auditors should plan and perform their integrated audits to
achieve the objectives of the audits and to comply with standards of the PCAOB.

Contact Information
Inquiries concerning this publication may be directed to—
Keith Wilson, Associate Chief Auditor, 202-207-9134, wilsonk@pcaobus.org
Dmytro Andriyenko, Associate Chief Auditor 202-207-9130,
andriyenkod@pcaobus.org
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.02 Staff Guidance for Auditors of SEC-Registered
Brokers and Dealers
June 26, 2014

This publication was prepared by the staff of the Public Company Accounting Oversight Board (the "Board" or "PCAOB") to help auditors
plan and perform audits of brokers and dealers in accordance with
PCAOB standards. It is not a standard or rule of the Board, nor has
it been approved by the Board. While this publication summarizes and
explains applicable rules and standards, it is not a substitute for any
rule or standard itself. Only the rule or standard itself can provide complete and definitive information regarding its requirements.
Questions regarding this publication should be directed to Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org); Barbara Vanich, Associate Chief Auditor (202/207-9363, vanichb@pcaobus
.org); and Lisa Calandriello, Assistant Chief Auditor (202/207-9337, calandriellol@pcaobus.org).

Introduction
On July 30, 2013, the U.S. Securities and Exchange Commission ("SEC" or
"Commission") adopted amendments to Rule 17a-5 under the Securities Exchange Act of 1934 ("Exchange Act") ("SEC Rule 17a-5"),1 that, among other
things, require audits of brokers2 and dealers3 to be performed in accordance with the standards of the Public Company Accounting Oversight Board
("PCAOB" or "Board") for fiscal years ending on or after June 1, 2014. Prior
to the effective date of the amendments, those audits were performed under
generally accepted auditing standards.
On October 10, 2013, the PCAOB adopted two new attestation standards, Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers ("Attestation Standard No. 1" or the "examination
standard"), and Attestation Standard No. 2, Review Engagements Regarding
Exemption Reports of Brokers and Dealers ("Attestation Standard No. 2" or the
"review standard"), along with related amendments to certain PCAOB stan-

1
See Exchange Act Rule 17 C.F.R. §240.17a-5 and SEC Exchange Act Release No. 70073, BrokerDealer Reports, (July 30, 2013), 78 Federal Register 51910 (August 21, 2013) ("SEC Release"), available
at http://www.sec.gov/rules/final/2013/34-70073.pdf.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
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dards.4 The attestation standards and related amendments apply to registered
firms conducting attestation engagements related to broker and dealer compliance or exemption reports required by the SEC. The Board also adopted a new
auditing standard, Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, and related amendments,
which are applicable when the auditor reports on the supporting schedules of
a broker or dealer.5 These standards and related amendments were approved
by the SEC on February 12, 2014, and are effective for fiscal years ending on or
after June 1, 2014, which coincides with the effective date for the amendments
to SEC Rule 17a-5.6
This publication was developed primarily for auditors of smaller brokers and
dealers that have less complex operations. Because some auditors of smaller,
less complex brokers and dealers will be applying PCAOB standards for the
first time, this publication includes "Getting Started," a chapter, which introduces these auditors to certain PCAOB standards and rules. This publication
highlights relevant requirements for SEC-required broker and dealer audits
and attestation engagements and provides staff guidance on the application of
PCAOB standards7 to these engagements.
This publication was prepared by staff of the PCAOB to help auditors plan
and perform audits of brokers and dealers in accordance with PCAOB standards. It is not a standard or rule of the Board, nor has it been approved by the
Board. While this publication summarizes and explains applicable rules and
standards, it is not a substitute for any rule or standard itself. Only the rule or
standard itself can provide complete and definitive information regarding its
requirements. Additionally, this publication highlights some of the significant
provisions of SEC Rule 17a-5 and PCAOB standards and rules applicable to audits of brokers and dealers. It is not comprehensive, and auditors must comply
with all applicable SEC rules and PCAOB standards and rules. Auditors should
consult the SEC and PCAOB releases listed in Appendix A of this publication
for more information.

Chapter 1: Getting Started
This chapter provides a general overview of certain requirements relevant to
audits and compliance attestation engagements of brokers and dealers. Specifically, the chapter presents an overview of the annual report and audit-related
requirements under SEC Rule 17a-5, a high-level summary of certain PCAOB

4
See PCAOB Release No. 2013-007, Standards for Attestation Engagements Related to Broker and Dealer Compliance or Exemption Reports Required by the U.S. Securities and Exchange
Commission and Related Amendments to PCAOB Standards (October 10, 2013), available at
http://pcaobus.org/Rules/Rulemaking/Docket035/PCAOB_Release_2013_007.pdf.
5
See PCAOB Release No. 2013-008, Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements and Related Amendments to PCAOB Standards (October 10, 2013), available at http://pcaobus.org/Rules/Rulemaking/Docket036/PCAOB_Release_2013_
008.pdf.
6
See SEC Exchange Act Release No. 71524, Order Granting Approval of Proposed Rules,
Standards for Attestation Engagements Related to Broker and Dealer Compliance or Exemption
Reports Required by the U.S. Securities and Exchange Commission and Related Amendments
to PCAOB Standards, (February 12, 2014), available at http://www.sec.gov/rules/pcaob/2014/3471524.pdf and SEC Exchange Act Release No. 71525, Order Granting Approval of Proposed Rules,
Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial
Statements, and Related Amendments to PCAOB Standards, (February 12, 2014), available at
http://www.sec.gov/rules/pcaob/2014/34-71525.pdf.
7
The standards of the Board can be found on the PCAOB's website at http://pcaobus.org/
Standards/Pages/default.aspx.
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auditing and professional practice standards, and certain terms used in PCAOB
standards to describe auditors' responsibilities, and it highlights certain requirements under Auditing Standard No. 3, Audit Documentation, and Auditing Standard No. 7, Engagement Quality Review, which have been amended to
specifically address their applicability to broker and dealer audit and attestation engagements.

SEC Rule 17a-5 Annual Report Requirements
SEC Rule 17a-5 requires a broker or dealer to, among other things, file an
annual report1 with the SEC and the broker's or dealer's designated examining authority ("DEA").2 SEC Rule 17a-5 requires the annual report to contain,
among other things:
a.
b.

A financial report consisting of financial statements and supporting schedules3 ("financial report"), and
A compliance report or an exemption report.4

SEC Rule 17a-5 generally requires an examination by an auditor of the financial report and, depending on the report filed by the broker or dealer, an
examination of the compliance report or a review of the exemption report.5 The
examination of the financial report, the examination of the compliance report
("examination engagement"), and the review of the exemption report ("review
engagement") are required to be performed in accordance with PCAOB standards by "an independent public accountant" that is "qualified and independent
in accordance with §210.2-01 . . . and registered with the Public Company Accounting Oversight Board if required by the Sarbanes-Oxley Act of 2002."6

SEC Independence Rules
As noted above, SEC Rule 17a-5 requires auditors of brokers and dealers to comply with SEC independence rules.7 These independence requirements predate
the recent July 2013 amendments to Rule 17a-5.8 Among other things, SEC
independence rules prohibit auditors from performing bookkeeping or other
services related to the accounting records or financial statements of the audit
client.9 These prohibited services include: (1) maintaining or preparing the audit client's accounting records; (2) preparing financial statements that are filed
with the Commission or the information that forms the basis of financial statements filed with the Commission; or (3) preparing or originating source data

1
Paragraph (d) of SEC Rule 17a-5 contains general requirements for annual reports to be filed by
SEC-registered brokers and dealers. Paragraphs (d)(1)(iii) and (iv) of SEC Rule 17a-5 provide certain
limited exceptions to the requirement to file an annual report.
2
See paragraph (d)(6) of SEC Rule 17a-5. Examples of DEAs include the Financial Industry
Regulatory Authority ("FINRA") or a registered national securities exchange of which the broker or
dealer is a member. See Section II.A. of the SEC Release.
3
See paragraph (d)(2) of SEC Rule 17a-5.
4
See paragraphs (d)(3) and (4) of SEC Rule 17a-5.
5
See paragraph (d)(1)(i)(C) of SEC Rule 17a-5.
6
See paragraph (f)(1) of SEC Rule 17a-5, which requires the independent public accountant to
be, among other things, independent in accordance with §210.2-01 of Regulation S-X.
7
Id. Auditors of brokers and dealers should note, however, that they "are not subject to the
partner rotation requirements or the compensation requirements of the Commission's independence
rules because the statute mandating those requirements is limited to issuers," and they "are not
subject to the audit committee pre-approval requirements or the cooling-off period requirements for
employment because those requirements only reference issuers." See Section II.E. of the SEC Release.
8
See Id.
9
See Rule 2-01(c)(4) of Regulation S-X, 17 C.F.R. §210.2-01(c)(4).
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underlying the audit client's financial statements.10 In addition to these SEC
independence requirements, auditors of brokers and dealers must also comply
with PCAOB independence requirements, as discussed later in this chapter.

PCAOB Standards and Rules
PCAOB Rule 3100, Compliance with Auditing and Related Professional Practice Standards, requires registered public accounting firms and their associated
persons11 to comply with all applicable auditing and related professional practice standards.
PCAOB auditing and related professional practice standards include the following:12

•
•
•
•

Auditing standards;
Attestation standards;
Ethics and independence standards and rules; and
Quality control standards.

Additionally, PCAOB Rule 3101, Certain Terms Used in Auditing and Related
Professional Practice Standards, defines specific terms that are used to describe
the auditor's responsibilities when complying with PCAOB auditing and related
professional practice standards (among others, "must," "should," and "may").

Auditing Standards
PCAOB auditing standards consist of: (1) standards issued by the Board and
(2) standards adopted by the Board on an initial transitional basis, as amended
by the Board.13 PCAOB auditing standards apply to the examination of the
broker's or dealer's financial report, that is, the audit of the financial statements
and the audit procedures and reporting on the supporting schedules.14 This
includes Auditing Standard No. 17, which applies when the auditor reports on
the supporting schedules of the broker or dealer.15
10
See Section II.E. of the SEC Release and 17 C.F.R. §210.2-01(c)(4)(i). Non-compliance with
the prohibitions on these particular services has been an area of significant inspection observations
under the Board's interim inspection program. These inspection observations are discussed in PCAOB
Release No. 2012-005, Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers (August 20, 2012), and PCAOB Release No. 2013-006, Second Report on the
Progress of the Interim Inspection Program Related to Audits of Brokers and Dealers (August 19,
2013).
11
See PCAOB Rule 1001(p)(i) for the definition of a person associated with a public accounting
firm.
12
Also, periodically, the staff issues guidance to highlight audit issues or to clarify application of
the standards of the Board. Staff publications are not rules of the Board, but they may be helpful to
auditors in applying the standards of the PCAOB. They are available on the PCAOB website.
13
On April 16, 2003, the PCAOB adopted on an interim, transitional basis, the generally accepted
auditing standards, described in the American Institute of Certified Public Accountants' ("AICPA's")
Auditing Standards Board's Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards, then in existence. Since that time, the Board has superseded several of those interim
auditing standards and has amended substantially all of the remaining interim standards.
14
The requirements for integrated audits of financial statements and internal control over financial reporting do not apply to audits of brokers and dealers performed pursuant to SEC Rule
17a-5. However, if a broker or dealer is a subsidiary of an issuer that is subject to Section 404 of the
Sarbanes-Oxley Act of 2002, the issuer's internal control over financial reporting would encompass
controls over the relevant assertions of the significant accounts and disclosures of the subsidiary.
15
Examples of such supporting schedules include a Computation of Net Capital Under Exchange
Act Rule 15c3-1, 17 C.F.R. 240.15c3-1 ("SEC Rule 15c3-1" or the "net capital rule"), a Computation for
Determination of the Reserve Requirements under Exhibit A of Exchange Act Rule 15c3-3, 17 C.F.R.
§ 240.15c3-3 ("SEC Rule 15c3- 3"), and Information Relating to Possession or Control Requirements
Under SEC Rule 15c3-3.
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Audit Documentation Requirements
Auditing Standard No. 3 applies to all engagements performed under PCAOB
standards, including audit engagements and attestation engagements, such as
the examination and review engagements performed pursuant to SEC Rule
17a-5.
Among other things, Auditing Standard No. 3 establishes requirements regarding the following:

•

Extent and level of detail of documentation regarding procedures
performed, evidence obtained, and conclusions reached on the engagement;16

•

Documenting significant findings or issues in an engagement completion document;17 and

•

Requirements for completing, assembling, and retaining audit
documentation, including subsequent changes to the documentation.18

Chapters 3 and 4 of this publication discuss the amendments to Auditing Standard No. 3 related to the examination and review engagements, respectively.

Engagement Quality Review Requirements
Auditing Standard No. 7 applies to all engagements performed under PCAOB
standards, including audit engagements and attestation engagements, such as
the examination and review engagements performed pursuant to SEC Rule 17a5.19 Auditors are not permitted to issue their reports under those engagements
until they have obtained concurring approval of issuance from the engagement
quality reviewer.20
Auditing Standard No. 7 establishes requirements for engagement quality reviews, including the following:

•
•

The qualifications to be an engagement quality reviewer;21

•

Granting concurring approval of issuance.23

The procedures to be performed in an engagement quality review;22 and

Attestation Standards
Similar to the auditing standards, PCAOB attestation standards consist of: (1)
standards issued by the Board and (2) standards adopted by the Board on an
initial transitional basis, as amended by the Board.
Attestation Standards Issued by the Board. Attestation Standard No. 1 applies to examinations of brokers' or dealers' compliance reports, and Attestation
16

See generally paragraphs 4-11 of Auditing Standard No. 3.
See generally paragraphs 12-13 of Auditing Standard No. 3.
18
See generally paragraphs 14-20 of Auditing Standard No. 3.
19
The amendments to Auditing Standard No. 7 set forth certain procedures to be applied in an
engagement quality review of the examination and review.
20
See paragraph 18C of Auditing Standard No. 7.
21
See paragraphs 3-8 of Auditing Standard No. 7.
22
See paragraphs 9-11 and 18A of Auditing Standard No. 7. The procedures to be performed in an
engagement quality review for an attestation engagement include evaluating significant judgments
made by the engagement team and the related conclusions reached in forming the overall conclusion
on the attestation engagement and in preparing the engagement report.
23
See paragraphs 12 and 18B of Auditing Standard No. 7.
17
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Standard No. 2 applies to reviews of brokers' or dealers' exemption reports. Although these standards incorporate many of the principles and concepts from
other PCAOB attestation standards, these standards are designed to be used
on a standalone basis.
Interim Attestation Standards. Other PCAOB attestation standards may be
applicable to other attestation engagements that auditors of brokers or dealers might be engaged to perform, such as the agreed-upon procedures report
regarding the broker's or dealer's supplemental report on Securities Investor
Protection Corporation membership pursuant to SEC Rule 17a-5.24 Auditors
should continue to look to AT sec. 101, Attest Engagements, AT sec. 201, AgreedUpon Procedures Engagements, and AT sec. 601, Compliance Attestation,25 for
the requirements applicable to those engagements.

Ethics and Independence Standards and Rules
PCAOB ethics and independence rules consist of ethics and independence rules
issued by the Board and certain ethics and independence standards adopted by
the Board on an interim, transitional basis.
Board Issued Ethics and Independence Rules. In addition to the SEC independence rules described above, certain Board issued independence and ethics
rules apply to audits of brokers and dealers. Specifically, the following PCAOB
rules apply to audits of brokers and dealers: PCAOB Rule 3501, Definitions of
Terms Employed in Section 3, Part 5 of the Rules; PCAOB Rule 3502, Responsibility Not to Knowingly or Recklessly Contribute to Violations; PCAOB Rule
3520, Auditor Independence; PCAOB Rule 3521, Contingent Fees; PCAOB Rule
3522, Tax Transactions; and PCAOB Rule 3526, Communication with Audit
Committees Concerning Independence. Other rules, by their terms, apply only
to audits of issuers.26
Other Independence and Ethics Rules. In addition to the Board issued independence and ethics rules, the following standards and rules are also in effect:

•

AICPA's Code of Professional Conduct Rules 101 and 102, and
interpretations and rulings thereunder,27 as in existence on April
16, 2003, to the extent not superseded or amended by the Board
("Interim Independence Standards")

The Board's Interim Independence Standards do not supersede the Commission's auditor independence rules. For example, a note to PCAOB Rule 3500T
indicates that to the extent that a provision of the Commission's rule is more
restrictive—or less restrictive—than the Board's Interim Independence Standards, a registered public accounting firm must comply with the more restrictive
rule.

Quality Control Standards
PCAOB quality control standards consist principally of standards adopted by
the Board on an interim transitional basis, as amended by the Board.28 Those
24

See paragraph (e)(4) of SEC Rule 17a-5.
See AT sec. 601.16-.29.
26
See, e.g., PCAOB Rule 3523, Tax Services for Persons in Financial Reporting Oversight Roles;
PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax Services; and PCAOB Rule 3525,
Audit Committee Pre-approval of Non-audit Services Related to Internal Control Over Financial Reporting, which apply only to audits of issuers.
27
See, e.g., ET sec. 101, Independence; ET sec. 102, Integrity and Objectivity; and ET sec. 191,
Ethics Rulings on Independence, Integrity, and Objectivity.
28
PCAOB Quality Control Standards can be found at: http://pcaobus.org/Standards/QC/Pages/
default.aspx. See also PCAOB Rule 3400T, which defines sections of the quality control standards
(continued)
25
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standards include quality control standards of the AICPA as in existence on
April 16, 2003, and certain requirements of the AICPA SEC Practice Section
("SECPS") as in existence on April 16, 2003.29

Certain Terms Used in PCAOB Standards
PCAOB Rule 3101, Certain Terms Used in Auditing and Related Professional
Practice Standards, describes certain terms used in PCAOB standards and the
degree of responsibility imposed on auditors by those terms. PCAOB Rule 3101
describes three categories of responsibilities:30

•

Unconditional Responsibility: The words "must," "shall," and
"is required" indicate unconditional responsibilities. The auditor
must fulfill responsibilities of this type in all cases in which the
circumstances exist to which the requirement applies. Failure to
discharge an unconditional responsibility is a violation of the relevant standard and PCAOB Rule 3100.

•

Presumptively Mandatory Responsibility: The word "should" indicates responsibilities that are presumptively mandatory. The
auditor must comply with requirements of this type specified in
the Board's standards unless the auditor demonstrates that alternative actions he or she followed in the circumstances were
sufficient to achieve the objectives of the standard. Failure to discharge a presumptively mandatory responsibility is a violation
of the relevant standard and PCAOB Rule 3100 unless the auditor demonstrates that, in the circumstances, compliance with the
specified responsibility was not necessary to achieve the objectives
of the standard.
Note: In the rare circumstances in which the auditor believes the objectives of the standard can be met by alternative means, the auditor,
as part of documenting the planning and performance of the work,
must document the information that demonstrates that the objectives
were achieved.

•

Responsibility to Consider: The words "may," "might," "could," and
other terms and phrases describe actions and procedures that auditors have a responsibility to consider. Matters described in this
fashion require the auditor's attention and understanding. How
and whether the auditor implements these matters in the audit
will depend on the exercise of professional judgment in the circumstances consistent with the objectives of the standard.
Note: If a Board standard provides that the auditor "should consider"
an action or procedure, consideration of the action or procedure is
presumptively mandatory, while the action or procedure is not.31

(footnote continued)
which are only applicable to registered firms who had been members of the AICPA's SECPS prior to
April 16, 2003.
29
The SECPS requirements apply to firms that were SECPS member firms as of April 16, 2003.
Certain SECPS requirements only apply to audits of SEC registrants, as defined in SECPS Section
1000.38, Appendix D.
30
See PCAOB Rule 3101.
31
The documentation requirement relating to an action or procedure that an auditor "should
consider" is not the same as the documentation requirement for a presumptively mandatory responsibility because in a "should consider" situation, only the consideration of the action or procedure is
presumptively mandatory, while the action or procedure itself is not. In these situations, the auditor
should use his or her professional judgment in determining how to document his or her consideration
of the specific action or procedure.

PC §300.02

2602

PCAOB Staff Guidance

Chapter 2: Audits of Financial Statements and Audit
Procedures Performed on Supporting Schedules
This chapter discusses certain auditing considerations that are often relevant
to auditing the financial statements and supporting schedules of brokers and
dealers under PCAOB standards, and certain notification requirements the
auditor has under SEC Rule 17a-5, and it presents an example of an auditor's report with unqualified audit opinions on the financial statements and
supporting schedules of a broker or dealer.

Overview of Audit Approach Under PCAOB Standards
In general terms, PCAOB standards set forth a risk-based audit approach to
the audit of the financial statements. Among other things, this includes:
1. Performing risk assessment procedures to provide a reasonable
basis for identifying and assessing risks of material misstatement, which includes obtaining an understanding of the company
and its environment;1
2. Designing further audit procedures, that is, tests of controls and
substantive procedures;
3. Developing and applying overall responses and audit procedures
that address the assessed risks of material misstatement, including, among other things,2
a. Performing substantive procedures for each relevant assertion of each significant account and disclosure in the
financial statements;
b. Obtaining more persuasive evidence the higher the risk of
material misstatement;3
c. For risks of material misstatement due to fraud ("fraud
risks") and other significant risks,4 performing substantive
procedures, including tests of details that are specifically
responsive to the identified risks;
d. When relying on controls, performing tests of controls over
the entire period of reliance;5 and
4. Evaluating all relevant audit evidence obtained during the audit
to form an opinion on the financial statements and to conclude
whether sufficient appropriate audit evidence has been obtained
to support an opinion.6
1

See generally Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstate-

ment.
2
See generally Auditing Standard No. 13, The Auditor's Responses to the Risks of Material Misstatement.
3
See paragraph 9.a. of Auditing Standard No. 13. In addition, paragraph 10 of Auditing Standard No. 15, Audit Evidence, requires auditors to evaluate whether company-provided information is
sufficient and appropriate for purposes of the audit by performing procedures to: test the accuracy
and completeness of the information, or test the controls over the accuracy and completeness of that
information and to evaluate whether the information is sufficiently precise and detailed for purposes
of the audit.
4
See generally paragraphs 70 and 71 of Auditing Standard No. 12 for factors to consider when
assessing risks as significant risks.
5
See generally paragraphs 28–31 of Auditing Standard No. 13 regarding the timing of tests of
controls.
6
See generally Auditing Standard No. 14, Evaluating Audit Results.
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Auditing Considerations for Brokers and Dealers
The risk-based auditing approach set forth in PCAOB standards is designed to
be scalable based on the facts and circumstances of the audit, including a company's size and complexity. The complexity of a broker or dealer is an important
factor in the auditor's risk assessment and the determination of the necessary
audit procedures to address the risks of material misstatement. In general, a
smaller, less complex broker or dealer may have fewer lines of business, simpler processes, fewer employees, and fewer locations. A larger and more complex
broker or dealer might have multiple lines of business, many branch locations,
and decentralized accounting and compliance functions, which would necessarily require more time and attention by the auditor to understand its operations,
environment, and the relevant controls. Also, a larger and more complex broker or dealer might enter into more complex transactions than a smaller, less
complex broker or dealer. Regardless of the size of the broker or dealer, more
complex transactions—for example, complex expense sharing and shared services agreements with related parties, less liquid harder-to-value securities,
and international custody arrangements—generally warrant audit attention
to address the associated risks of material misstatement.
The following paragraphs discuss certain topics related to applying PCAOB
standards to audits of the financial statements of brokers and dealers. Specifically, the following topics are discussed below:

•
•
•
•

Understanding the broker or dealer and its environment;

•
•

Audit procedures regarding related party transactions;

•
•
•

Performing audit procedures on the supporting schedules;

Consideration of fraud;
Consideration of materiality;
Consideration of the broker's or dealer's use of third parties and
service organizations;
Coordinating the audit of the financial statements with the audit
procedures on the supporting schedules and with the attestation
engagements;
Communication requirements; and
Reporting on an audit of a broker or dealer.

In addition, Appendix B discusses auditing considerations for certain accounts
and records that are particular to brokers and dealers.

Understanding the Broker or Dealer and Its Environment
PCAOB standards require the auditor to obtain an understanding of the company and its environment to understand the events, conditions, and company
activities that might reasonably be expected to have a significant effect on the
risks of material misstatement.7
The auditor's understanding of these matters informs the auditor's identification and assessment of risk. For example, brokers and dealers are regulated
entities that operate in an environment with various oversight authorities and
compliance requirements. The auditor's understanding of the regulatory environment and the relevant compliance requirements could help the auditor
7

See paragraph 7 of Auditing Standard No. 12.
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identify risks of material misstatements for the financial statements, including those that could arise due to lack of compliance with the SEC's financial
responsibility rules.8 Reading regulatory filings, related correspondence, and a
broker's or dealer's DEA examination reports can help inform the auditor's understanding of the regulatory environment and the auditor's risk assessment.9
In obtaining an understanding of the broker or dealer and its environment, understanding the various relationships the broker or dealer has with affiliates
and the nature of the transactions executed by the broker or dealer also helps
the auditor identify risks of material misstatement of the financial statements,
including risks associated with related party transactions and risks of misappropriation of customer assets. For example, an introducing broker10 may have
an agreement with an affiliate to execute and carry their customers' transactions. Understanding the introducing broker's relationship with the carrying
broker11 and whether transactions are introduced on a fully-disclosed or omnibus basis is important to the auditor's identification and assessment of the
risk of material misstatement and how the auditor plans substantive and control testing procedures. It may also inform the auditor's assessment of fraud
risk.
Other engagements performed for the broker or dealer and its affiliates or
other related parties can also provide information that informs the auditor's
understanding of the broker's or dealer's business. For example, information
related to compliance with the financial responsibility rules or whether the
broker or dealer claims exemption under paragraph (k) of SEC Rule 15c3-3 can
provide information that informs the auditor's understanding of the broker's or
dealer's business.

Consideration of Fraud12
Assessing and responding to fraud risks are integral parts of the audit process
set forth in PCAOB auditing standards. PCAOB standards include specific requirements for identifying and responding to fraud risks and considering fraud
risks in evaluating audit results. PCAOB standards generally focus on two
types of fraud that are relevant to all companies, including brokers and dealers: fraudulent financial reporting and misappropriation of company assets.
The risk of fraudulent financial reporting involves the risk of intentional misstatement of the financial statements, which may involve misstatement of
the supporting schedules and misrepresentation in the compliance report or

8
The SEC Release adopting amendments to SEC Rule 17a-5 used the term "financial responsibility rules" to refer to SEC Rule 15c3-1, SEC Rule 15c3-3, and 17 C.F.R. § 240.17a-13, Quarterly
securities counts to be made by certain exchange members, brokers, and dealers ("SEC Rule 17a-13"),
and any rule of the DEA of the broker or dealer that requires account statements to be sent to the
customers of the broker or dealer.
9
See also "Planning the Examination Engagement" in Chapter 3.
10
An introducing broker is a broker that agrees to act as the customer's account representative
(for example, by providing the customer with account opening documents, ascertaining the customer's
investment objectives, and making investment recommendations). See Section IV.C.1. of the SEC
Release.
11
A carrying broker is a broker that maintains custody of customer funds and securities. The
carrying broker typically agrees to receive and hold the customer's cash and securities, clear transactions, make and retain records relating to the transactions and the receipt and holding of assets, and
extend credit to the customer in connection with the customer's securities transactions. See Section
IV.C.1. of the SEC Release. The carrying broker generally receives and executes the orders of the
introducing broker's customers. See Section VII.B.1. of the SEC Release.
12
See, e.g., Auditing Standard No. 12, Auditing Standard No. 13, Auditing Standard No. 14, and
AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
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exemption report to conceal non-compliance with SEC Rule 15c3-1 or SEC Rule
15c3-3. For example, such situations could involve intentional manipulation of
the financial statements or related records to inflate the reported amount of
net capital or reserves or to conceal the fact that the broker or dealer is holding
customer assets in contradiction of its statements in regulatory filings.
Brokers and dealers, however, also have other fraud risks that warrant audit
attention, specifically, the risk of misappropriation of customer assets. Misappropriation of customer assets, which can occur in all types of brokers or dealers,
can affect the financial statements, the supporting schedules, and the auditor's
attestation engagement, and they can trigger required reporting under PCAOB
standards or SEC Rule 17a-5. Misappropriation of customer assets can occur in
a number of ways, such as falsifying customer account statements, withdrawing or transferring funds out of customer accounts without authorization, and
transmitting customer funds to an alternate address not designated by the customer. Brokers or dealers that clear transactions or carry customer accounts
could present fraud risks related to misappropriation of customer assets since
these brokers and dealers can hold customer funds and securities. Brokers or
dealers that do not carry or clear transactions also may present fraud risks related to misappropriation of customer assets since they could receive securities
or cash, even if they are required to promptly remit them to another entity.
It is important for auditors to assess fraud risks that are applicable to the
financial statement audit of the broker or dealer, particularly as they relate to
the facts and circumstances of the broker's or dealer's business, and respond to
those risks as appropriate.

Consideration of Materiality13
PCAOB standards require the auditor to establish a materiality level for the
financial statements as a whole that is appropriate in light of the particular circumstances.14 Also, the auditor should evaluate whether separate materiality
levels should be established for those accounts or disclosures for which there
is a substantial likelihood that misstatement of lesser amounts than the materiality level established would influence the judgment of the primary users of
the financial statements to plan the nature, timing, and extent of audit procedures.15 A lower materiality level may be necessary for accounts in situations
where misstatements in amounts less than materiality for the financial statements as a whole would cause the broker or dealer not to be in compliance with
the net capital rule or SEC Rule 15c3-3.16

Consideration of the Broker’s or Dealer’s Use of Third Parties
and Service Organizations
Brokers and dealers, like other companies, may use a service organization to
process certain transactions, such as payroll transactions, as part of their financial reporting system. Brokers and dealers also may use the services of
third parties to perform trade processing and related back-office functions, for
example, in the clearing and settling of customer transactions, or they may use
13
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit,
discusses the auditor's responsibilities for applying the concept of materiality in planning the audit
and determining the scope of the audit procedures.
14
See paragraph 6 of Auditing Standard No. 11.
15
See paragraph 7 of Auditing Standard No. 11.
16
See paragraph 3.b. of Auditing Standard No. 17.
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information from third parties, such as haircut computations,17 in preparing
the schedule of the computation of net capital.
AU sec. 324, Service Organizations, is applicable in the case where a company obtains services from another organization that are considered part of
the company's information system. This includes services that affect the financial reporting process used to prepare the company's financial statements,
significant accounting estimates, and disclosures.18 If a broker or dealer uses
a service organization and incorporates information from the records of the
service organization into its own information system, for example, information
on commission revenues and receivables, the auditor is required to obtain an
understanding of controls at the service organization when performing risk
assessment procedures.19 Service auditor reports, if available, can help in obtaining an understanding of the controls at the service organization.
Further, when using information produced by a service organization that is
part of the information system, the auditor is required to, among other things,
perform procedures to test the accuracy and completeness of the information
or test the controls over the accuracy and completeness of that information.20
If the auditor plans to use the report of a service auditor, rather than perform
his or her own procedures regarding the information or controls of the service
organization, the auditor should comply with the applicable requirements in
PCAOB standards for using service auditor reports.21 In the absence of a service
auditor report, the auditor should perform his or her own procedures to obtain
the necessary evidence.22

Audit Procedures Regarding Related Party Transactions23
Related parties24 often play a significant role in the operations of brokers and
dealers, for example, through direct participation in the activities of the broker
or dealer by principals or affiliates under shared-service agreements or expensesharing agreements.25 Related party transactions can be used to manipulate the
reported financial position or results of operations. For example, transactions
with related parties, including owners or affiliates, may be improperly used
by brokers and dealers in scenarios, such as overpaying for goods or services
and disguising capital withdrawals, avoiding the imposition of higher capital
17
When computing net capital, Rule 15c3-1 generally requires brokers and dealers to apply
percentage reductions (referred to as "haircuts") to the values of securities owned by the broker or
dealer. See Rule 15c3-1(c)(2)(vi).
18
See AU sec. 324.03.
19
See paragraphs .03 and .06-.10 of AU sec. 324.
20
See paragraph 10 of Auditing Standard No. 15.
21
See generally AU secs. 324.11-.20.
22
See generally AU secs. 324.14-.15.
23
On June 10, 2014, the PCAOB adopted Auditing Standard No. 18, Related Parties,
amendments to certain PCAOB auditing standards regarding significant unusual transactions,
and other related amendments to PCAOB auditing standards. This standard and amendments will be effective, subject to approval by the SEC, for audits of fiscal years beginning
on or after December 15, 2014. See PCAOB Release 2014-002, Auditing Standard No. 18—
Related Parties Amendments to Certain PCAOB Auditing Standards Regarding Significant Unusual Transactions and Other Amendments to PCAOB Auditing Standards (June 10, 2014),
http://pcaobus.org/Rules/Rulemaking/Docket038/Release_2014_002_Related_Parties.pdf.
24
The auditor should look to the definition in the applicable financial reporting framework with
respect to the term "related parties."
25
See also FINRA Notice to Members 03-63, Expenses-Sharing Agreements (October 2003), available at http://www.finra.org/Industry/Regulation/Notices/2003/p003100, for the SEC's guidance on
expense-sharing arrangements.
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requirements and various capital charges, structuring a broker's or dealer's
business to avoid certain rules, and transferring customer assets to parties
that are not approved custodians.
PCAOB standards require the auditor to perform procedures to identify and
evaluate a company's relationships and transactions with its related parties as
part of performing an audit of financial statements.26 PCAOB standards also
require auditors to perform procedures regarding identified related party transactions.27 This includes evaluating whether the related party transactions are
appropriately accounted for and disclosed.28 The auditor should design and perform audit procedures that address the assessed risks of material misstatement
associated with related party relationships and transactions.29 Understanding
related party arrangements also is important in planning the attestation engagements, as discussed in Chapters 3 and 4.

Coordinating the Audit of the Financial Statements with the
Audit Procedures on the Supporting Schedules and the
Attestation Engagements
PCAOB standards require coordination among the audit of the financial statements, the audit procedures on the supporting schedules, and the examination
engagement or review engagement.30 Specifically, those standards provide that:

•

Financial statement audit. The auditor should take into account
evidence obtained from the results of the auditing procedures on
the supporting schedules and the examination engagement or review engagement when evaluating the results of the audit and
forming an opinion on the financial statements.31

•

Supporting schedules. The auditor should take into account relevant evidence from the audit of the financial statements and the
examination engagement or the review engagement in planning
and performing audit procedures related to the supporting schedules and in evaluating the results of the audit procedures to form
the opinion on the supporting schedules.32

•

Attestation engagements. In planning and performing procedures
for, and evaluating the results of the procedures performed in, the
examination engagement or the review engagement, the auditor
should take into account relevant evidence from the audit of the
financial statements and the audit procedures performed on the
supporting schedules.33

Coordinating procedures performed on the audit and attestation engagements
helps the auditor to focus attention on those matters that are important to the
26
See paragraphs .04-.08 of AU sec. 334, Related Parties. See also paragraphs 10, 52, 57, 60, and
71 of Auditing Standard No. 12, which discuss consideration of related parties in performing risk
assessment procedures and identifying and assessing the risks of material misstatement.
27
See AU secs. 334.09-.10.
28
See, e.g., AU secs. 334.11-.12.
29
See paragraph 8 of Auditing Standard No. 13.
30
See paragraph 8 of Attestation Standard No. 1 and paragraph 7 of Attestation Standard
No. 2.
31
See generally paragraph 3 of Auditing Standard No. 14.
32
See note to paragraph 3.c. of Auditing Standard No. 17.
33
See paragraph 8 of Attestation Standard No. 1 and paragraph 7 of Attestation Standard
No. 2.
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audit and attestation engagements. Coordination also is important in evaluating the results of the audit and the examination or review.
Chapters 3 and 4 also discuss coordination of the audit of the financial statements and audit procedures on the supporting schedules with the examination
or the review, respectively.

Performing Audit Procedures on the Supporting Schedules
As discussed in Chapter 1, SEC Rule 17a-5 requires a broker or dealer to file
a financial report, which consists of the financial statements and supporting
schedules of the broker or dealer, examined by the independent auditor.
Auditing Standard No. 17 applies to the supporting schedules that brokers and
dealers are required to file with the SEC. Auditing Standard No. 17 provides,
among other things, that the nature, timing, and extent of audit procedures
necessary to obtain sufficient appropriate audit evidence and to report on the
supporting schedules depend on:34

•
•

The risk of material misstatement of the supporting schedules;

•

The evidence obtained from the audit of the financial statements
and, if applicable, other engagements by the auditor or affiliates
of the accounting firm for the period presented.

The materiality considerations relevant to the information presented; and

The auditor's knowledge obtained from the audit of the financial statements
and the examination or review engagement generally should contribute to the
auditor's knowledge in assessing the risk of material misstatement regarding
the supporting schedules.
When planning and performing the audit procedures to report on the supporting schedules, the auditor generally should use the same materiality considerations as those used in planning and performing the audit of the financial
statements.35 However, similar to the discussion in the financial statement audit, this includes using a lower materiality level when the broker or dealer is at
or near the minimum required threshold for net capital or required reserves.
In those situations, the auditor's responsibility is to design and perform procedures to detect misstatements that, if uncorrected, would result in the schedule
inaccurately presenting compliance with the required level of net capital under
the net capital rule or required reserves under SEC Rule 15c3-3(e) (the "reserve requirements rule") when it should have presented non-compliance, as
those misstatements generally would result in the schedule being materially
misstated.36
Auditing Standard No. 17 requires the auditor to perform procedures to obtain
sufficient appropriate audit evidence to support the opinion on the supporting
schedules in relation to the financial statements as a whole.37 The procedures
should be planned and performed in conjunction with the audit of the financial
statements and coordinated with the examination or review engagement.38 In
addition, the auditor should take into account relevant evidence from these

34
35
36
37
38

See paragraph 3 of Auditing Standard No. 17.
See note to paragraph 3.b. of Auditing Standard No. 17.
See paragraph 4 of Auditing Standard No. 17 and paragraph B2 of Auditing Standard No. 14.
See paragraph 3 of Auditing Standard No. 17.
See note to paragraph 3.c. of Auditing Standard No. 17.
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engagements in planning and performing audit procedures related to the supporting schedules and in evaluating the results of the procedures performed to
form the opinion on the supporting schedules.39
Auditing Standard No. 17 requires the auditor to, among other things: (1) perform procedures to test the completeness and accuracy of information presented
in the supporting schedules to the extent that it was not tested as part of the
audit of the financial statements; (2) determine that the supporting schedules
reconcile to the underlying accounting and other records or to the financial
statements, as applicable; and (3) evaluate whether the supporting schedules,
including their form and content, comply with relevant regulatory requirements.40 These requirements apply both to financial statement information and
to information presented only in the supporting schedules, such as the haircuts
and operational charges41 in the schedule of the computation of net capital.
For the financial statement information presented in the supporting schedules, the auditor can, with proper planning and design, perform procedures to
satisfy the requirements for the financial statement audit and the supporting
schedules. Certain procedures, such as testing the existence and valuation of
investments can be designed to address the requirements for both the financial
statement audit and the audit procedures on the schedules.42 Other procedures,
such as testing the classification of assets as allowable or non-allowable,43 are
necessary to comply with the requirements for testing the supporting schedules.44
Information presented only in the supporting schedules typically is not covered
by the procedures in the financial statement audit, so separate testing of that information is needed to comply with the requirements of Auditing Standard No.
17.45 When performing an examination engagement, however, examination procedures performed to test the schedules used for determining compliance with
the net capital rule and reserve requirements rule46 and determining whether
the information in the schedules was derived from the books and records of the
broker or dealer47 might be performed in conjunction with testing the completeness and accuracy of the supporting schedules in the financial report.48
Also, the supporting schedules relate to compliance with the two SEC rules,
the net capital rule and the reserve requirements rule, for which the auditor
tests compliance in the examination engagement. Attestation procedures performed in the examination engagement may provide evidence regarding the
supporting schedules. For example, as part of testing the design of the controls over compliance during an examination engagement,49 the auditor may
obtain information relating to how the net capital calculation is performed and

39

Id.
See paragraph 4 of Auditing Standard No. 17, which also lists other required procedures to be
applied to the supporting schedules.
41
In computing net capital, Rule 15c3-1 requires brokers and dealers to deduct amounts related
to operational charges, such as aged failed to deliver balances. See Rule 15c3-1(c)(2)(ix).
42
See "Appendix B: Auditing Considerations for Particular Accounts and Records of Brokers and
Dealers" for additional examples.
43
Rule 15c3-1 requires that assets not readily convertible into cash ("non- allowable assets") be
deducted from equity when computing net capital. See Rule 15c3- 1(c)(2)(iv).
44
See paragraph 4 of Auditing Standard No. 17.
45
See paragraph 4.e. of Auditing Standard No. 17.
46
See paragraph 21 of Attestation Standard No. 1.
47
See paragraph 21.e. of Attestation Standard No. 1.
48
See paragraphs 4.d. and 4.e. of Auditing Standard No. 17.
49
See paragraphs 14 and 15 of Attestation Standard No. 1.
40
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whether management relies on interpretations issued by the SEC or the DEA
of the broker or dealer. This information may be relevant to the requirements
in Auditing Standard No. 17 regarding:

•

Obtaining an understanding of the methods of preparing the supporting schedules, evaluating the appropriateness of those methods, and determining whether those methods have changed from
the methods used in the prior period and, if the methods have
changed, determining the reasons for and evaluate the appropriateness of such changes50 and

•

Inquiring of management about any significant assumptions or
interpretations underlying the measurement or presentation of
the supporting schedules.51

The objectives of the audit and the examination or review engagement are not
the same, however, so the auditor must plan and perform the work to meet the
objectives of both the audit and the attestation engagement.52

Communication Requirements
A number of communication requirements apply to auditors' broker or dealer
engagements. In the financial statement audit, PCAOB auditing standards and
rules53 require communication of certain matters to the audit committee.54
SEC rules also include certain communication requirements for auditors of
brokers or dealers.55 Additional communication requirements for examination
engagements and review engagements are described below.
In an examination of a compliance report, the auditor should communicate to
management all identified Deficiencies in Internal Control Over Compliance.56
Further, the auditor should communicate to management and the audit committee instances of identified non-compliance with the financial responsibility

50
51
52

See paragraph 4.b. of Auditing Standard No. 17.
See paragraph 4.c. of Auditing Standard No. 17.
See paragraph 8 of Attestation Standard No. 1 and paragraph 7 of Attestation Standard

No. 2.
53
See generally Auditing Standard No. 16, Communications with Audit Committees, which establishes certain communication requirements and includes an appendix listing other applicable communication requirements in PCAOB auditing standards and rules. In addition, Appendix C to Auditing
Standard No. 16 includes matters that should be included in the audit engagement letter.
54
The term "audit committee" is defined in Auditing Standard No. 16 as "a committee (or equivalent body) established by and among the board of directors of a company for the purpose of overseeing
the accounting and financial reporting processes of the company and audits of the financial statements
of the company; if no such committee exists with respect to the company, the entire board of directors of
the company. For audits of non-issuers, if no such committee or board of directors (or equivalent body)
exists with respect to the company, the person(s) who oversee the accounting and financial reporting
processes of the company and audits of the financial statements of the company."
55
For example, SEC Rule 17a-5 requires an auditor, when replaced by the broker or dealer, to
furnish the broker or dealer with a letter addressed to the Commission stating whether the former
auditor agrees with the statements of the broker or dealer contained in the notice submitted to the SEC
and, if not, stating the respects in which the former auditor does not agree. See paragraph (f)(3)(v)(B)
of SEC Rule 17a-5.
56
See paragraph 34 of Attestation Standard No. 1. As defined in Appendix A to Attestation
Standard No. 1, a "Deficiency in Internal Control over Compliance exists when the design or operation
of a control does not allow the management or employees of the broker or dealer, in the normal course
of performing their assigned functions, to prevent or detect on a timely basis non-compliance with 17
C.F.R. §240.15c3-1, §240.15c3-3, §240.17a-13 or any rule of the designated examining authority of the
broker or dealer that requires account statements to be sent to the customers of the broker or dealer."
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rules, identified Material Weaknesses,57 and identified instances in which information used to determine compliance with the net capital rule or the reserve
requirements rule was not derived, in all material respects, from the broker's
or dealer's books and records.58
In a review engagement, the auditor should communicate to management and
to the audit committee any exceptions to the exemption provisions identified
by the auditor and information that causes the broker's or dealer's assertions
about the exemption provisions not to be fairly stated, in all material respects.59
Also, the auditor may identify instances of non-compliance with the SEC rules
subjected to testing in an examination of a compliance report or in the review of
an exemption report or identify Material Weaknesses in Internal Control Over
Compliance in an examination of a compliance report.60 When instances of noncompliance with the financial responsibility rules or Material Weaknesses are
identified by the auditor, paragraph (h) of SEC Rule 17a-5 requires the auditor
to immediately notify the chief financial officer of the broker or dealer. The nature of the non-compliance or Material Weakness may then require the broker
or dealer to provide notification pursuant to SEC rules to the SEC within 24
hours and a written report within 48 hours.61 To the extent the broker or dealer
does not make this notification or the auditor does not agree with the statements
made in the notification, paragraph (h) further requires the auditor to notify
the SEC and the DEA within one business day.62 Accordingly, it is important
for auditors to have a monitoring process to determine whether the broker or
dealer makes the required notifications in the first instance. Therefore, when
planning the audit and the examination engagement or review engagement, it
is important for auditors to implement measures to determine whether, and if
so when, the auditor received a copy of the notification required to be provided
by the broker or dealer to the SEC and, if applicable, to the broker's or dealer's
DEA. An auditor could decide not to rely solely on the receipt of a copy of the
notice from the broker or dealer and take other steps to check whether the
broker or dealer provided notice to the SEC and the DEA, such as obtaining
evidence of the transmission of the notification from the broker or dealer to the
SEC and DEA.63

57
As defined in Appendix A to Attestation Standard No. 1, a Material Weakness is "a deficiency,
or a combination of deficiencies, in Internal Control Over Compliance such that there is a reasonable
possibility that non-compliance with 17 C.F.R. §240.15c3-1 or 17 C.F.R. §240.15c3-3(e) will not be
prevented or detected on a timely basis or that non-compliance to a material extent with 17 C.F.R.
§240.15c3-3, except for paragraph (e), 17 C.F.R. §240.17a-13, or any rule of the designated examining
authority of the broker or dealer that requires account statements to be sent to the customers of the
broker or dealer will not be prevented or detected on a timely basis."
58
See paragraph 35 of Attestation Standard No. 1.
59
See paragraph 15 of Attestation Standard No. 2.
60
As defined in Appendix A to Attestation Standard No. 1, Internal Control Over Compliance
refers to "those internal controls that have the objective of providing the broker or dealer with reasonable assurance that non-compliance with 17 C.F.R. §240.15c3-1, §240.15c3-3, §240.17a-13, or any
rule of the designated examining authority of the broker or dealer that requires account statements
to be sent to the customers of the broker or dealer, will be prevented or detected on a timely basis."
61
See, e.g., 17 C.F.R. 240.15c3-1(a)(6)(iv)(B), (a)(6)(v), (a)(7)(ii), (a)(7)(iii), (c)(2)(x)(C)(1),
(c)(2)(x)(D) (notification requirements with respect to SEC Rule 15c3-1); 17 C.F.R. 240.17a-11(b)-(c)
(notification requirements with respect to SEC Rule 15c3-1); and 17 C.F.R. 240.15c3-3(i) (notification
requirement in the event of a failure to make a required deposit to the reserve account).
62
See the note to paragraph 35 of Attestation Standard No. 1 and the note to paragraph 15 of
Attestation Standard No. 2, which say that the auditor must comply with the notification requirements
of paragraph (h) of SEC Rule 17a-5 that apply to auditors of brokers and dealers.
63
See Section II.F.1.iii. of the SEC Release.
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Reporting on an Audit of a Broker or Dealer
Prior to the report release date, the auditor must have completed all necessary
auditing procedures and obtained sufficient evidence to support the representations in the auditor's report.64 AU sec. 508, Reports on Audited Financial
Statements, sets forth the required elements of the audit report, the types of reports, and the circumstances in which each is appropriate. Auditing Standard
No. 17 establishes the requirements that apply to reports on the supporting
schedules filed by the broker or dealer pursuant to SEC Rule 17a-5.65 Besides
the basic report elements in PCAOB standards,66 SEC Rule 17a-5 requires that
auditors' reports, among other things, be manually signed.67
The auditor should not issue the auditor's report until the auditor has obtained
concurring approval of issuance from the engagement quality reviewer.68 Further, PCAOB Rule 7104(b), Determination of Payment of Accounting Support
Fees by Registered Public Accounting Firm, provides that the auditor shall not
sign an unqualified audit opinion with respect to a broker's or dealer's financial
statements unless the auditor has ascertained that the broker or dealer has no
outstanding past- due accounting support fees.69
The example report in the exhibit to this chapter illustrates a combined report
on financial statements and supporting schedules.

EXHIBIT—Example of an Auditor’s Report with Unqualified
Opinions on the Financial Statements and Supporting Schedules
The following example audit report expressing an unqualified opinion on the
financial report of a broker or dealer illustrates the report elements described
in AU sec. 50870 and paragraph (i)(1) of SEC Rule 17a-5:
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying statement of financial condition of W Broker
as of [date], and the related statements of income, changes in stockholders' equity, changes in liabilities subordinated to claims of general creditors, and cash
flows for the year then ended.71 These financial statements are the responsibility of W Broker's management. Our responsibility is to express an opinion
on these financial statements based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the

64

See paragraph 15 of Auditing Standard No. 3.
See paragraphs 10-15 of Auditing Standard No. 17.
66
See AU sec. 508.08 for the basic elements of the auditor's standard report.
67
See generally paragraph (i) of SEC Rule 17a-5.
68
See paragraph 13 of Auditing Standard No. 7.
69
See PCAOB Rule 7104(b)(1). Note 1 to PCAOB Rule 7104(b) states that the auditor may ascertain that the broker or dealer has no past-due accounting support fees by obtaining a representation
from the broker or dealer.
70
See AU sec. 508.08. AU sec. 508 also provides requirements for and examples of qualified and
adverse opinions and disclaimers of opinion on the financial statements.
71
See paragraph (d)(2)(i) of SEC Rule 17a-5 which describes the financial statements required to
be included in the broker's or dealer's financial report.
65
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financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.
[Opinion on the financial statements]72
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of W Broker as of [date], and the results
of its operations and its cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States.
[Paragraph on supporting schedules]73
The [identify supplemental information]74 has been subjected to audit procedures performed in conjunction with the audit of W Broker's financial statements. The [supplemental information] is the responsibility of W Broker's management. Our audit procedures included determining whether the [supplemental information] reconciles to the financial statements or the underlying accounting and other records, as applicable, and performing procedures to test
the completeness and accuracy of the information presented in the [supplemental information]. In forming our opinion on the [supplemental information], we
evaluated whether the [supplemental information], including its form and content is presented in conformity with 17 C.F.R. §240.17a-5. In our opinion, the
[identify supplemental information] is fairly stated, in all material respects, in
relation to the financial statements as a whole.
[Signature]
[City and State or Country]
[Date]

Chapter 3: Examinations of Compliance Reports
This chapter highlights certain requirements in Attestation Standard No. 1
regarding examinations of compliance reports of brokers or dealers, reproduces
an example of examination report with an unqualified opinion, and presents an
example of a modified examination report. In addition, this chapter provides
examples of ways in which the examination can be coordinated with the audit
of the financial statements and audit procedures performed on the supporting
schedules.

Content of Compliance Reports
The compliance report, generally, is filed by a broker or dealer that maintains
custody of customer securities and cash and that did not claim an exemption
from the reserve requirements rule throughout the fiscal year. SEC Rule 17a-5
requires the broker or dealer to engage an independent accountant to perform
an examination of certain statements regarding compliance with the financial

72

See AU sec. 508.08.
See paragraph 13 of Auditing Standard No. 17.
74
See paragraph (d)(2)(ii) of SEC Rule 17a-5 which describes the supporting schedules—
supplemental information—required to be included in the broker's or dealer's financial report.
73
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responsibility rules made by a broker or dealer in a compliance report prepared
pursuant to SEC Rule 17a-5.1
Specifically, SEC Rule 17a-5 requires a broker's or dealer's compliance report
to include the following statements ("assertions") by the broker or dealer as to
whether:2
a. The Internal Control Over Compliance of the broker or dealer was
effective during the most recent fiscal year;3
b. The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;
c. The broker or dealer was in compliance with the net capital rule
and the reserve requirements rule as of the end of the most recent
fiscal year; and
d. The information the broker or dealer used to state whether it was
in compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the broker
or dealer.4
In an examination engagement, the auditor's responsibility is to express an
opinion on the broker's or dealer's assertions. Attestation Standard No. 1 establishes requirements for auditors engaged to perform an examination engagement. Under the examination standard, the auditor's objective is to express an
opinion regarding whether the assertions made by the broker or dealer in its
compliance report are fairly stated, in all material respects.5
To express an opinion on the assertions made by a broker or dealer in a compliance report, the auditor must plan and perform the examination engagement
to obtain appropriate evidence that is sufficient to obtain reasonable assurance
about whether: (1) one or more Material Weaknesses existed in the broker's or
dealer's Internal Control Over Compliance during the most recent fiscal year
specified in the broker's or dealer's assertion; (2) one or more Material Weaknesses existed as of the end of the most recent fiscal year specified in the broker's
or dealer's assertion; and (3) one or more instances of non-compliance with the
net capital rule or the reserve requirements rule existed as of the end of the
most recent fiscal year specified in the broker's or dealer's assertion.6
The auditor also must plan and perform the examination engagement to obtain
appropriate evidence that is sufficient to obtain reasonable assurance to support
1

See paragraphs (d)(1)(i)(C) and (g)(2)(i) of SEC Rule 17a-5 and the SEC Release.
See paragraph (d)(3)(i)(A) of SEC Rule 17a-5. SEC Rule 17a-5 also requires the compliance report
to contain a statement as to whether the broker or dealer has established and maintained Internal
Control Over Compliance. However, the auditor is not required by SEC Rule 17a-5 to examine and
report on that statement. The compliance report also includes, if applicable, a description of each
Material Weakness in the Internal Control Over Compliance of the broker or dealer during or as of
the end of the most recent fiscal year and a description of any instance of non-compliance with the
net capital rule or the reserve requirements rule as of the end of the most recent fiscal year. See
paragraphs (d)(3)(i)(B) and (C) of SEC Rule 17a-5.
3
Staff guidance issued by the SEC's Division of Trading and Markets, Frequently Asked Questions
Concerning the July 30, 2013 Amendments to the Broker-Dealer Financial Reporting Rule (April 4,
2014), available at http://www.sec.gov/divisions/marketreg/amendments-to-broker-dealer-reportingrule-faq.htm, identifies certain situations in which the Division staff will not object if a broker or dealer
submits statements that cover a period longer or shorter than one year. See specifically questions and
answers 1 and 2. In those situations, if a broker or dealer submits statements covering a period longer
or shorter than one year, the auditor's examination procedures and examination report should be
tailored to address the period covered in the broker's or dealer's statements.
4
See paragraph (d)(3) of SEC Rule 17a-5. These statements also are presented in paragraph 2 of
Attestation Standard No. 1.
5
See paragraph 3 of Attestation Standard No. 1.
6
See paragraph 4 of Attestation Standard No. 1.
2
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the auditor's opinion regarding whether the assertion by the broker or dealer
that the information used to assert compliance with the net capital rule and
the reserve requirements rule was derived from the books and records of the
broker or dealer, is fairly stated, in all material respects.7

Relationship Between the Examination Engagement and the
Audit of the Financial Statements and Audit Procedures
Performed on the Supporting Schedules
When planning and performing the examination of the broker's or dealer's compliance report, the auditor should coordinate the work with the audit of the
financial statements and the audit procedures performed on the supporting
schedules.8 This includes taking into account the results of the procedures from
the audit of the financial statements and auditing procedures on the supporting schedules in performing the examination. This chapter, Chapter 2, and Appendix B discuss the coordination of the examination of the compliance report
with the audit of the financial statements and the audit procedures performed
on the supporting schedules. However, the objectives of the financial statement
audit and the examination engagement are not the same, so the auditor must
plan and perform the work to meet the objectives of both engagements.9

Performing the Examination Engagement
General Requirements
The examination standard sets forth general requirements that include, among
other things, a requirement that an auditor performing an examination engagement obtain an understanding of the financial responsibility rules10 and other
rules and regulations that are relevant to the broker's or dealer's assertions.11
Understanding the financial responsibility rules is important to designing and
performing appropriate procedures for testing the broker's or dealer's compliance and Internal Control Over Compliance. This understanding can be informed by procedures performed in planning the audit and performing risk
assessment procedures.12 Understanding the requirements in other rules and
regulations is important to enable the auditor to form conclusions on the broker's or dealer's assertions, as well as aiding the auditor's own compliance with
the requirements in the examination standard and SEC Rule 17a-5. An example of other rules and regulations is paragraph (h) of SEC Rule 17a-5, which
requires a broker or dealer to provide notification to the Commission and other
securities regulators when the auditor notifies the broker or dealer pursuant
to SEC rules13 that the auditor has determined that the broker or dealer is not
in compliance with SEC Rule 15c3-1 In addition to the financial responsibility
rules, it is of course important that the auditor understands the requirements
of SEC Rule 17a-5, including the notification requirements when an instance
of non-compliance is identified.
7

See paragraph 5 of Attestation Standard No. 1.
See paragraph 8 of Attestation Standard No. 1.
9
Id.
10
See footnote 8 of Chapter 2 for a description of the financial responsibility rules.
11
See paragraph 6.b. of Attestation Standard No. 1.
12
See, e.g., paragraph 7 of Auditing Standard No. 9, Audit Planning, and paragraph 7 of Auditing
Standard No. 12.
13
See SEC Rule 17a-11, Notification provisions for brokers and dealers.
8
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Planning the Examination Engagement
The examination standard requires the auditor to plan the examination engagement and perform procedures that are sufficient to provide a reasonable basis
for determining whether the broker's or dealer's assertions are fairly stated in
all material respects. This is similar to requirements for planning an audit pursuant to PCAOB standards.14 Like an audit, the nature and extent of planning
activities depend on the size and complexity of the broker or dealer. In general,
the auditor might coordinate performing the required planning procedures for
the examination engagement with the planning procedures for the audit. For
example, in planning the examination engagement, the auditor should, among
other things, obtain an understanding of the broker's or dealer's processes,
including relevant controls, regarding compliance with the financial responsibility rules.15 Performing this procedure might be coordinated with the risk assessment procedures for the financial statement audit or procedures performed
on the supporting schedules.
Under the Exchange Act, brokers and dealers generally are required to be registered with the SEC. Additionally, registered brokers and dealers are required
to be members of one or more self-regulatory organizations ("SROs"), such as
FINRA or securities exchanges, one of which is designated as the broker's or
dealer's DEA for surveillance and monitoring purposes. Correspondence and
notifications the broker or dealer has sent to or received from the SEC or the
broker's or dealer's DEA can identify matters relevant to a broker's or dealer's
compliance with the net capital rule and the reserve requirements rule. As
such, when planning the examination engagement, the auditor should perform
specific procedures related to regulatory examinations and correspondence. In
particular, the examination standard includes, among other things, requirements for the auditor to:16

•

Inquire of management, and, if applicable, other individuals at
the broker or dealer who have relevant knowledge regarding regulatory examinations and correspondence between the SEC or the
broker's or dealer's DEA and the broker or dealer that are relevant
to the broker's or dealer's assertions.

•

Read correspondence and notifications regarding non-compliance
that the broker or dealer has sent to or received from the SEC
or the broker's or dealer's DEA that are relevant to the broker's
or dealer's assertions, and, when necessary in the circumstances,
make inquiries of the regulatory agencies.

•

Obtain an understanding of the nature and frequency of customer
complaints that are relevant to compliance with the financial responsibility rules.

Those examination procedures also might provide relevant information about
the risk of material misstatement of the supporting schedules.17

Consideration of Fraud
The auditor's consideration of fraud is an important part of the examination engagement. Fraud risks particularly relevant to a broker's or dealer's

14

See generally Auditing Standard No. 9.
See paragraph 9.b. of Attestation Standard No. 1.
16
See paragraph 9 of Attestation Standard No. 1.
17
See paragraph 3.a. of Auditing Standard No. 17. See also "Understanding the Broker or Dealer
and Its Environment" in Chapter 2.
15
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non-compliance with the financial responsibility rules include the risk of misappropriation of customer funds or securities held for customers and intentional
manipulation of the books and records to conceal material misappropriations
or other non-compliance. The SEC Release notes that the amendments to SEC
Rule 17a-5, which include requiring the examination or review engagement,
are designed to provide additional safeguards with respect to broker and dealer
custody of customer securities and funds.18
The examination standard includes a requirement for the auditor to assess the
risk of fraud, and specifically refers to the risk of misappropriation of customer
assets, which is relevant to compliance with the net capital rule and the reserve
requirements rule, as well as the broker's or dealer's Internal Control Over
Compliance.19
Coordinating the examination engagement with the audit of the financial statements and audit procedures performed on the supporting schedules is also important for the proper assessment of fraud risk in the examination engagement.
The auditor's assessment of fraud risk in the examination engagement might be
informed in part by the procedures performed and the fraud risk assessments
in the audit of the financial statements and audit procedures performed on the
supporting schedules. Many of the fraud risk factors identified in the financial
statement audit regarding (1) incentives or pressures to misappropriate assets
or commit fraudulent financial reporting and (2) attitudes and rationalizations
that justify such fraudulent actions20 are relevant when identifying and assessing risks of misappropriation of customer assets or intentional manipulation of
the books and records to conceal misappropriation of customer assets or noncompliance with the financial responsibility rules. Also, weaknesses in controls
regarding safeguarding of assets or stock records can result in opportunities for
misappropriation of customer assets or non-compliance. In addition, the evaluation of misstatements for indications of fraud or matters identified during the
audit that might affect the assessment of fraud risks in the audit of the financial
statements also might affect the assessment of fraud risks in the examination
engagement.21
The examination standard includes a requirement for the auditor to assess the
risks associated with related parties, including related parties that are investment advisors or entities with which the broker or dealer has a custodial or
clearing relationship, that are relevant to compliance and controls over compliance.22 Given the nature of the transactions with related parties that are investment advisors or entities with which the broker or dealer has a custodial or
clearing relationship, they are particularly relevant to the auditor's consideration of the risks associated with related parties in the examination engagement
and in considering both the broker's or dealer's assertions related to Internal
Control Over Compliance, as well as to the broker's or dealer's assertion related
to compliance with the net capital rule and the reserve requirements rule.23
Likewise, the examination standard includes a requirement for the auditor to
obtain an understanding of the nature and frequency of customer complaints
that are relevant to compliance with the financial responsibility rules, which
18

See SEC Release at 206.
See paragraph 10 of Attestation Standard No. 1.
20
See paragraphs 65-66 of Auditing Standard No. 12 and paragraph .85 of AU sec. 316.
21
See paragraphs 19-22, 28-29, and Appendix C of Auditing Standard No. 14.
22
See paragraph 9.d. of Attestation Standard No. 1.
23
Chapter 2 presents examples of risks associated with related party transactions, some of which
might also present risks of non-compliance or risks associated with controls that are relevant to the
examination engagement.
19
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can provide evidence relevant to the assessment of fraud risks, especially if
there is a high incidence of customer complaints, thematic issues in the complaints that indicate the potential for misappropriation of customer assets,
or specific allegations of fraud or misfeasance by the broker's or dealer's customers.24
Other paragraphs in the examination standard address the auditor's responsibilities for responding to fraud risks. For example, the examination standard
requires the auditor to perform compliance tests that are responsive to risks,
including fraud risks.25 Notably, the examination standard requires the auditor to perform procedures to obtain evidence about the existence of customer
funds or securities held for customers.26 This is an important responsibility
in an audit of a broker or dealer that has access to customer assets. It affects
compliance with the net capital rule and the reserve requirements rule, and it
has the potential to result in a contingent liability to the broker or dealer that
requires recognition or disclosure in the financial statements.27
Because the examination standard requires the auditor to perform tests that
are responsive to fraud risks, the nature, timing, and extent of procedures to
obtain evidence about the existence of assets held for customers should be commensurate with the risk of misappropriation of customer assets. Determining the necessary procedures involves considering relevant risk factors, including, but not limited to, the amount of cash and securities held for customers
and the results of testing and evaluation of the relevant controls. Examples
of procedures that provide evidence about the existence of customer assets include: (1) counting customer securities or observing and testing the broker's or
dealer's procedures for physical inspection and (2) confirming customer security positions directly with depositories and clearing organizations. Procedures
performed in the audit of the financial statements and the audit procedures
performed on the supporting schedules to test the existence of assets held for
customers also provide relevant evidence in the examination engagement.28

Testing Controls over Compliance
SEC Rule 17a-5 requires the broker's or dealer's compliance report to include an
assertion regarding the effectiveness of Internal Control Over Compliance during the most recent fiscal year and as of the end of the fiscal year.29 Accordingly,
the auditor is required to obtain evidence about the design and operating effectiveness of relevant controls over compliance throughout the fiscal year and as
of the end of the fiscal year. Testing design effectiveness includes determining
whether the broker's or dealer's controls, if they are operating as prescribed
by persons possessing the necessary authority and competence to perform the
control effectively, can effectively prevent or detect instances of non-compliance
with the financial responsibility rules on a timely basis.30 These requirements
for testing the design and operating effectiveness of controls over compliance
are analogous to the requirements for testing controls in Auditing Standard
No. 13.
24

See paragraph 9.j. of Attestation Standard No. 1.
See paragraph 22 of Attestation Standard No. 1.
26
See paragraph 23 of Attestation Standard No. 1.
27
See discussion of "Customers' Accounts" and "Securities" in Appendix B.
28
See the discussions of the "Stock Record," "Customers' Accounts," and "Securities" in
Appendix B.
29
See paragraphs (d)(3)(i)(A)(2) and (3) of SEC Rule 17a-5, which requires the broker or dealer to
assert on the effectiveness of its Internal Control Over Compliance with the financial responsibility
rules throughout the fiscal year and as of the end of the most recent fiscal year.
30
See paragraph 14 of Attestation Standard No. 1.
25
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In an examination, the auditor should test those controls that are important
to the auditor's conclusion about whether the broker or dealer maintained effective Internal Control Over Compliance for each financial responsibility rule
during the fiscal year and as of the end of the fiscal year.31 This includes obtaining evidence that the controls over compliance selected for testing are designed
effectively and operated effectively during the fiscal year and as of the fiscal
year end.32 As the financial responsibility rules outline the requirements necessary to be in compliance, the auditor can identify the controls for testing by
understanding the controls the broker or dealer has implemented to provide
the broker or dealer with reasonable assurance that non-compliance with the
financial responsibility rules will be prevented or detected on a timely basis. In
selecting controls to test, the auditor also might consider the following factors:

•
•

Are the controls likely to be effective?
What evidence exists regarding operation of the controls?

As the broker's or dealer's assertions regarding Internal Control Over Compliance relate to each financial responsibility rule individually, the auditor should
obtain evidence about the effectiveness of the selected controls for each financial responsibility rule. However, when testing controls over compliance, the
auditor's objective is not to support an opinion about the effectiveness of each
individual control; rather, the objective is to form an opinion about whether the
broker's or dealer's assertions regarding Internal Control Over Compliance are
fairly stated, in all material respects.33 This allows the auditor to focus his or
her effort on the controls that are important to each of the financial responsibility rules and to vary the level of evidence obtained regarding the effectiveness
of individual controls selected for testing based on the risk associated with the
individual control.
The examination standard provides that the risk associated with a control consists of the risk that the control might not be effective and, if not effective,
the risk that a Material Weakness in Internal Control Over Compliance would
result. As the risk associated with a control being tested increases, the persuasiveness of the evidence that the auditor should obtain also increases.34
The examination standard identifies certain factors that affect the risk associated with a control.35 One of these factors is the broker's or dealer's history
of instances of non-compliance with the financial responsibility rule that the
control is intended to prevent or detect. A recent history of non-compliance
generally indicates higher risk associated with the control.
Another factor discussed in the examination standard is the extent of use of
part- time personnel (e.g., a part-time financial and operations principal) to
perform controls over compliance.36 Part-time personnel may perform a variety
of functions in the compliance area from simple record-keeping to being responsible for the computation of net capital or the reserve requirements. While the
existence of part-time personnel, whether employed or contracted by a broker
or dealer, does not by itself indicate a risk in Internal Control Over Compliance,

31

See paragraph 11 of Attestation Standard No. 1.
Id.
33
See note to paragraph 12 of Attestation Standard No. 1.
34
See paragraph 12 of Attestation Standard No. 1.
35
See paragraph 13 of Attestation Standard No. 1.
36
Id. See also SEC Compliance Alert, June 2007, available at http://www.sec.gov/about/offices/
ocie/complialert.htm. The SEC's June 2007 compliance alert noted that SEC examinations found that
many part-time financial and operations principals did not actually supervise or create and maintain
various books and records.
32
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it is important for auditors to understand the roles and responsibilities of parttime employees who perform tasks important to compliance with the financial
responsibility rules, as well as the frequency with which the part-time employee
performs the tasks. Situations in which part-time personnel perform important
tasks less frequently can pose higher risk because those personnel may lack the
knowledge of the broker's or dealer's operations and controls to perform their
tasks effectively, which can affect the risks associated with controls.
Under the examination standard, the auditor should obtain evidence about the
effectiveness of controls each year.37 Similar to testing controls in a financial
statement audit, the examination standard provides factors for the auditor to
take into account if the auditor plans to use evidence obtained in prior years in
determining the extent of testing in the current year.38
The examination standard also addresses testing of controls that are modified during the year. A broker or dealer might implement changes to controls
over compliance to make them more effective or efficient or to address control
deficiencies. As stated in the examination standard, to evaluate controls over
compliance throughout the period, the auditor should obtain an understanding
of the reason for the change and obtain evidence regarding the design and operating effectiveness of the new and superseded controls.39 The nature, timing,
and extent of the testing of the new and superseded controls depend on the
evidence needed to support the auditor's conclusions about the effectiveness of
Internal Control Over Compliance during and as of the end of the fiscal year.40
Because the auditor expresses an opinion on Internal Control Over Compliance
both during and as of the end of the fiscal year, it is possible that the auditor may
have different opinions on Internal Control Over Compliance within one report.
For example, if a Material Weakness in Internal Control Over Compliance exists
in the first part of the year and is fully remediated before year end (and sufficient
evidence exists to test that remediated control), the audit report would express
an adverse opinion on Internal Control over Compliance during the year and
an unqualified opinion as of the end of the fiscal year (see Exhibit 2 to this
chapter).

Performing Compliance Tests
With respect to compliance tests, the auditor's objective is to form a conclusion
about whether the broker's or dealer's assertion regarding compliance with the
net capital rule and the reserve requirements rule is fairly stated, in all material respects. To satisfy this objective, the auditor performs procedures that are
sufficient to support the auditor's conclusions regarding whether the broker or
dealer was in compliance with the net capital rule and reserve requirements
rule as of the end of its most recent fiscal year.41 To test compliance, the auditor
will need to design his or her procedures to test the provisions of the net capital rule and reserve requirements rule that have a bearing on the broker's or
dealer's compliance with these rules.42 For example, the current requirements
in the net capital rule generally include:
a. The requirement to maintain minimum net capital and tentative
net capital, as applicable, at all times.43
37
38
39
40
41
42
43

See paragraph 19 of Attestation Standard No. 1.
See paragraphs 13 and 19 of Attestation Standard No. 1.
See paragraph 20 of Attestation Standard No. 1.
Id.
See paragraph 21 of Attestation Standard No. 1.
Id.
See paragraph (a) of 17 C.F.R. §240.15c3-1.
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b.

The requirement for certain brokers or dealers not to let a specified amount of certain accounts it carries exceed a specified
threshold for more than five business days.44
c. The requirement for brokers or dealers carrying accounts of listed
options specialists not to let the amount of certain deductions
required under Appendix A of the net capital rule to exceed a
specified threshold for more than three business days.45
d. The notification requirement relating to paragraph (c)(2)(x)(C) of
the net capital rule.46
e. The requirement for brokers or dealers carrying accounts of listed
options specialists to liquidate accounts when a liquidating deficit
exists which includes a notice requirement.47
f. The requirement that total of outstanding principal amounts
of satisfactory subordination agreements cannot exceed 70% of
firm's total debt-equity for a period in excess of 90 days.48
g. The notification requirements relating to withdrawals of equity
capital.49
h. The limitations on withdrawal of equity capital.50
i. The requirements regarding temporary restrictions on net capital
withdrawals.51
Other provisions of the rule also may apply depending on the particular activities or elections of the broker or dealer. Auditors should look to the requirements
of the individual rules in testing for compliance.52
The auditor should perform specific procedures on the schedules the broker or
dealer used to determine compliance with the net capital rule and the reserve
requirements rule as of the end of its fiscal year, including:53
a. Evaluating whether the amounts in the schedule were determined in accordance with the net capital rule or reserve requirements rule, as applicable;
b. Testing the accuracy and completeness of the information in the
schedule;
c. Determining whether the broker or dealer maintained the required level of net capital in accordance with the net capital rule;
d. Determining whether the broker or dealer maintained a special
reserve bank account for the exclusive benefit of customers and
deposited funds in at least the required amount in accordance
with the reserve requirements rule;
e. Determining whether the information in the schedule was derived
from the books and records of the broker or dealer; and
44

See paragraph (a)(6)(v) of 17 C.F.R. §240.15c3-1.
See paragraph (c)(2)(x)(C) of 17 C.F.R. §240.15c3-1.
46
See paragraph (c)(2)(x)(C)(1) of 17 C.F.R. § 240.15c3-1.
47
See paragraph (c)(2)(x)(D) of 17 C.F.R. §240.15c3-1.
48
See paragraph (d) of 17 C.F.R. §240.15c3-1.
49
See paragraph (e)(1) of 17 C.F.R. §240.15c3-1.
50
See paragraph (e)(2) of 17 C.F.R. §240.15c3-1.
51
See paragraph (e)(3) of 17 C.F.R. § 240.15c3-1.
52
See paragraph 6.b. of Attestation Standard No. 1, which requires the auditor to obtain an
understanding of the financial responsibility rules and other rules and regulations that are relevant
to the broker's or dealer's assertions.
53
See paragraph 21 of Attestation Standard No. 1.
45
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f.

Determining whether the broker or dealer made the notifications,
if any, required by the net capital rule and reserve requirements
rule as of the end of the most recent fiscal year.
Also, as discussed previously, the examination standard requires the auditor
to: (1) perform compliance tests that are responsive to risks, including fraud
risks, associated with non-compliance with the net capital rule and the reserve
requirements rule54 and (2) obtain evidence about the existence of customer
funds or securities held for customers.55
When testing compliance with the net capital rule and the reserve requirements rule, it is important to take into account the results of the procedures
in the financial statement audit. For example, if the audit uncovers misstatements in the valuation or classification of the broker's or dealer's investments,
those misstatements could affect the broker's or dealer's compliance with requirements in the net capital rule. Similarly, audit procedures performed to test
cash and cash equivalents might identify misstatements in the special reserve
account, withdrawals from the account, or failures to maintain the required
designations with the bank, any of which might affect the broker's or dealer's
compliance with the reserve requirements rule.
The procedures to determine whether the information used to assert compliance
with the net capital rule and the reserve requirements rule was derived from the
broker's or dealer's books and records provide evidence relating to the auditor's
work on the supporting schedules.56 For example, Auditing Standard No. 17
includes a requirement for the auditor to determine that the supplemental
information reconciles to the underlying accounting and other records or to the
financial statements themselves, as applicable.57

Evaluating the Results of the Examination Procedures
The examination standard states that in forming an opinion on whether the
assertions made by the broker or dealer in the compliance report are fairly
stated, in all material respects, the auditor should evaluate all evidence obtained, regardless of whether the evidence corroborates or contradicts the broker's or dealer's assertions.58 This includes evaluating evidence obtained from
performing compliance tests and tests of controls, performing the audit of the
broker's or dealer's financial statements, and performing audit procedures on
the supporting schedules.
The opinion in the auditor's examination report applies to each assertion made
by the broker or dealer in the compliance report.59 Thus, in the auditor's
evaluation, the auditor should form a conclusion about each assertion individually. Specifically, the auditor should evaluate: (1) identified instances of
non-compliance60 with the net capital rule and reserve requirements rule, to
54

See paragraph 22 of Attestation Standard No. 1.
See paragraph 23 of Attestation Standard No. 1.
56
See paragraph 21.e. of Attestation Standard No. 1.
57
See paragraph 4.d. of Auditing Standard No. 17.
58
See paragraph 25 of Attestation Standard No. 1.
59
See paragraph 3 of Attestation Standard No. 1.
60
In evaluating the results of compliance testing, an error in a broker's or dealer's computation
used to determine compliance with a provision of the net capital rule or reserve requirements rule is
not an instance of non-compliance if, after giving consideration to the effect of the error, the broker or
dealer still met the requirements of that provision, e.g., maintained at least the required minimum
level of net capital or at least the minimum level on deposit in the special reserve account. However,
such an instance might be an indication of a Deficiency in Internal Control Over Compliance that
requires evaluation pursuant to Attestation Standard No. 1.
55
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determine whether any instances of non-compliance existed as of the end of the
most recent fiscal year; (2) identified instances in which the information used
to assert compliance with the net capital rule or the reserve requirements rule
was not derived from the broker's or dealer's books and records to determine
whether they are material, individually or in combination; and (3) identified
Deficiencies in Internal Control Over Compliance to determine whether the deficiencies, individually or in combination, are Material Weaknesses. Identified
instances of non-compliance might be an indication of a Deficiency in Internal
Control Over Compliance.61
SEC Rule 17a-5 requires the broker or dealer to make an assertion about the
effectiveness of Internal Control Over Compliance with the financial responsibility rules during the entire fiscal year.62 To form an opinion on whether
the assertions made by the broker or dealer are fairly stated, in all material
respects, during the entire fiscal year, the auditor should evaluate identified
Deficiencies in Internal Control Over Compliance to determine whether the deficiencies, individually or in combination, are, or were at some point during the
specified period, Material Weaknesses.63
Although the existence of a Material Weakness in Internal Control Over Compliance does not necessarily mean that an instance of non-compliance exists at
the specified date, the auditor nonetheless should take into account the existence of the Material Weakness in determining the necessary nature, timing,
and extent of compliance tests and in evaluating the evidence obtained.64 Furthermore, the auditor cannot assume that an identified control deficiency is an
isolated occurrence.65
The auditor's evaluation of the materiality of instances in which the information
used to assert compliance with the net capital rule or the reserve requirements
rule was not derived from the broker's or dealer's books and records is based
on relevant quantitative and qualitative factors, including, in particular, the
importance of the information not derived from the books and records to the
broker's or dealer's compliance with the corresponding requirement in the net
capital rule or the reserve requirements rule. For example, when a broker or
dealer asserts that the information used to state whether it was in compliance
with the net capital rule was derived from its books and records, and the auditor
identifies an amount not derived from a broker's or dealer's books and records,
the broker or dealer may still be able to support its assertion that it maintained
the required net capital using information that was derived from the books and
records of the broker or dealer. However, such an instance might be an indication
of a Deficiency in Internal Control Over Compliance.
Under the examination standard, the auditor should evaluate whether he or
she has obtained sufficient appropriate evidence to support the conclusions to
be presented in the examination report taking into account the risks associated
with controls and non-compliance, the results of the examination procedures
performed, and the appropriateness of the evidence obtained.66 Factors relevant
to the auditor's evaluation include:

•
61
62
63
64
65
66

The results of procedures performed in the examination engagement and evidence obtained from procedures performed as part

See paragraph 26 of Attestation Standard No. 1.
See paragraph (d)(3)(i)(A)(2) of SEC Rule 17a-5.
See paragraphs 4 and 26.c. of Attestation Standard No. 1.
See paragraphs 24 and 27 of Attestation Standard No. 1.
See the second note to paragraph 26.c. of Attestation Standard No. 1.
See paragraph 27 of Attestation Standard No. 1.
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of the audit of the financial statements and audit procedures performed on the supporting schedules, including whether the evidence obtained supports or contradicts the broker's or dealer's
assertions;

•

The nature and frequency of any non-compliance identified,
including the facts and circumstances surrounding such noncompliance, the period covered, the total number of occurrences,
and the likelihood of the non-compliance having a material effect,
individually or in combination, considering the possibility of further undetected non-compliance;

•

The significance of any identified instances in which the information used to assert compliance with the net capital rule or reserve
requirements rule was not derived from the broker's or dealer's
books and records and the likelihood of the instances having a
material effect, individually or in combination, considering the
possibility of further undetected instances;

•

The nature and frequency of any identified deficiencies in controls
over compliance with the net capital rule or reserve requirements
rule, including the facts and circumstances surrounding such deficiencies, the period covered, the total number of occurrences, and
the likelihood of the control deficiencies resulting in a Material
Weakness, individually or in combination, considering the possibility of further undetected deficiencies;

•

The risks of non-compliance associated with the net capital rule
or reserve requirements rule; and

•

The appropriateness (that is, the relevance and reliability) of the
evidence obtained.67

When the auditor has not obtained sufficient appropriate evidence about an
assertion or has substantial doubt about an assertion, the auditor is required
to perform additional procedures to address the matter.68 Performing the examination with due professional care requires an auditor conducting an examination to take appropriate actions when becoming aware of non-compliance
or Material Weaknesses not included in the broker's or dealer's assertions or
when substantial doubt remains. For example, if, during the audit of the broker's or dealer's financial statements, the auditor identified control deficiencies
over classification of securities during the year that may cause the broker or
dealer to use incorrect securities haircut percentages when computing its net
capital under SEC Rule 15c3-1,69 the auditor should (1) assess the implications
on Internal Control Over Compliance with the net capital rule and determine
whether such deficiencies individually or in combination are Material Weaknesses and (2) revise the planned compliance tests as necessary to obtain more
evidence about whether the broker's or dealer's year-end net capital computation complies with the requirements of the net capital rule.
If the auditor is unable to obtain sufficient appropriate evidence about an assertion to provide a reasonable basis for forming a conclusion, the auditor should

67
Paragraphs 5-9 of Auditing Standard No. 15 discuss matters that affect the sufficiency and
appropriateness of evidence.
68
See paragraph 28 of Attestation Standard No. 1.
69
See paragraph (c)(2)(vi) of SEC Rule 15c3-1.
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withdraw from the examination engagement or express a disclaimer of opinion.70
In an examination, the auditor should evaluate the effect on the audit of the
financial statements and the audit procedures performed on the supporting
schedules of any non-compliance, Material Weaknesses, or instances in which
the information used to assert compliance with the net capital rule or the reserve requirements rule was not derived, in all material respects, from the
broker's or dealer's books and records.71 This includes determining whether
sufficient appropriate audit evidence has been obtained to support the relevant
financial statement assertions, including assertions related to the completeness
and accuracy of disclosures. For example, if, in performing procedures related
to net capital requirements, the auditor determines that the broker's or dealer's
net capital position is misstated because the information used in the calculation was not derived from the broker's or dealer's books and records, the auditor
should evaluate whether the broker's or dealer's financial statement disclosures
and the supporting schedules also are materially misstated.

Communication Requirements
The examination standard requires the auditor to communicate certain matters to management and the audit committee, as well as to comply with the
requirements of paragraph (h) of SEC Rule 17a-5.72 Additional information on
these requirements is discussed in Chapter 2 of this publication.73

Documenting the Work Performed
Auditing Standard No. 3 establishes documentation requirements that apply
to the examination engagement.74 Among other things, the auditor must document the procedures performed, evidence obtained, and conclusions reached
with respect to the broker's or dealer's assertions.75 The auditor's documentation should demonstrate that the engagement complied with the standards of
the PCAOB.76
Also, Auditing Standard No. 3 requires all significant findings or issues identified in the engagement to be included in an engagement completion document.77
In an examination engagement, significant findings include, when applicable:
(a) the assessment of, and the responses to, risks requiring special consideration
by the auditor; (b) significant matters involving systems, processes, and controls to ensure the appropriateness of the subject matter and management's
related assertions; and (c) the evaluation of identified instances of nonconformity with the evaluation criteria (e.g., errors, instances of non-compliance
or control deficiencies).78 Auditing Standard No. 3 allows the auditor to

70
See paragraph 29 of Attestation Standard No. 1. See also "Examination Report Modifications"
in this chapter.
71
See the third note to paragraph 26.c. of Attestation Standard No. 1.
72
See paragraphs 34 and 35 of Attestation Standard No. 1.
73
See also the discussion of the notification requirements in the SEC Release at 101-107.
74
Paragraph 1 of Auditing Standard No. 3 states that the "standard establishes general requirements for documentation the auditor should prepare and retain in connection with engagements
conducted pursuant to the standards of the Public Company Accounting Oversight Board."
75
See footnote to paragraph 6 of Auditing Standard No. 3.
76
See paragraph 4 of Auditing Standard No. 3.
77
See paragraph 13 of Auditing Standard No. 3.
78
See the note to paragraph 12 of Auditing Standard No. 3.
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prepare a combined engagement completion document for the audit and the
examination.79

Reporting on the Examination Engagement
The examination standard includes requirements for the auditor's examination report80 which are aligned with the requirements in SEC Rule 17a-5. The
auditor's examination report also includes certain elements that are important
for a reader of the auditor's examination report to understand regarding the
auditor's responsibilities.
The auditor should date the examination report no earlier than the date on
which the auditor obtains sufficient appropriate evidence to support his or her
opinion.81 Because of the coordination between the examination engagement,
the audit of the financial statements and the audit procedures performed on
the supporting schedules, the date of the examination report should not be
earlier than the date of the auditor's report on the financial statements and the
supporting schedules.82
Interpretations of Rules and Regulations
When management has made an interpretation of the financial responsibility
rules and the auditor has determined that it is necessary to emphasize this
interpretation in the auditor's report, the examination standard allows the
auditor to include a paragraph in the examination report stating the description
and the source of interpretations made by the broker's or dealer's management
immediately after the scope paragraph of the auditor's report.83 The following
is an example of such a paragraph:
We have been informed that, under X Broker's interpretation of [identify the
compliance requirement, e.g., SEC Rule 15c3-1], [explain the source and nature
of the relevant interpretation].

Examination Report Modifications
The examination standard includes requirements regarding modifications of
the auditor's report, including situations involving adverse opinions, scope limitations, or instances in which other information is included in the broker's or
dealer's compliance report.84
Adverse Opinion
Under the examination standard, if one or more instances of non-compliance
with the net capital rule or the reserve requirements rule exist as of the end
of the most recent fiscal year, one or more Material Weaknesses in Internal
Control Over Compliance exist during or as of the end of the most recent fiscal
year, or the information used to assert compliance with the net capital rule or
the reserve requirements rule was not derived, in all material respects, from
the books and records of the broker or dealer, the auditor must express an adverse opinion directly on the subject matter of the respective assertions, rather
than on the assertions themselves, unless there is a restriction on the scope of

79
80
81
82
83
84

See the second note to paragraph 13 of Auditing Standard No. 3.
See paragraph 36 of Attestation Standard No. 1.
See paragraph 38 of Attestation Standard No. 1.
See note to paragraph 38 of Attestation Standard No. 1.
See footnote to paragraph 36.h. of Attestation Standard No. 1.
See Appendix C of Attestation Standard No. 1.
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the examination engagement.85 For example, if the broker or dealer is not in
compliance with the net capital rule, the auditor's report would include an adverse opinion on compliance and would identify the instance of non-compliance
regardless of whether it was described in the broker's or dealer's compliance
report.
Certain matters are included in the examination report when expressing an
adverse opinion.86 For example, when expressing an adverse opinion because
one or more Material Weaknesses exist, the auditor's examination report must
include a statement that one or more Material Weaknesses have been identified and an identification of the description of the Material Weaknesses in the
compliance report.
The requirement to express an adverse opinion applies only to the respective
assertion. For example, if a Material Weakness was identified during the year
but not at year end, and there were no instances of non-compliance or instances
in which the information used to assert compliance with the net capital rule
and the reserve requirements rule was not derived, in all material respects,
from the broker's or dealer's books and records, the examination report should
include an adverse opinion on Internal Control Over Compliance during the
year and an unqualified opinion on the other three assertions.87
Scope Limitations
The examination standard states that if the auditor is unable to obtain sufficient appropriate evidence about an assertion, the auditor should express a
disclaimer of opinion.88 The auditor can express an opinion on whether the assertions made by a broker or dealer in a compliance report are fairly stated, in
all material respects, only if the auditor has been able to apply the procedures
necessary in the circumstances.89
When the auditor plans to disclaim an opinion and the limited procedures performed by the auditor caused the auditor to conclude that: (1) one or more instances of non-compliance with the net capital rule or the reserve requirements
rule existed as of the end of the fiscal year; (2) one or more Material Weaknesses
in Internal Control Over Compliance existed during or as of the end of the most
recent fiscal year; or (3) the information used to assert compliance with the net
capital rule or the reserve requirements rule was not derived, in all material
respects, from the books and records of the broker or dealer, the examination
report should identify the non-compliance, Material Weakness, or instances in
which the information was not derived in all material respects from the books
and records of the broker or dealer.90
The auditor may issue a report disclaiming an opinion on the assertions made
by a broker or dealer in a compliance report as soon as the auditor concludes
that a scope limitation will prevent the auditor from obtaining the reasonable
assurance necessary to express an opinion.91 The auditor is not required to
85
See paragraph C2 of Attestation Standard No. 1. The requirement to express an adverse opinion
applies regardless of whether the instance of non-compliance, Material Weakness, or other matters
preventing an unqualified opinion were identified by management or the auditor.
86
See paragraph C3 of Attestation Standard No. 1.
87
See Exhibit 2, "Example of a Modified Examination Report—Material Weakness Existed During
the Most Recent Fiscal Year," in this chapter.
88
See paragraph 29 of Attestation Standard No. 1.
89
See paragraph C4 of Attestation Standard No. 1.
90
See paragraph C6 of Attestation Standard No. 1.
91
See paragraph C4 of Attestation Standard No. 1. Furthermore, when the auditor concludes
that a scope limitation will prevent the auditor from obtaining the reasonable assurance necessary to
(continued)
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perform any additional work before issuing a disclaimer when the auditor concludes that he or she will not be able to obtain sufficient evidence to express an
opinion. In addition, if the auditor concludes that he or she cannot express an
opinion because there has been a limitation on the scope of the examination engagement, under the examination standard, the auditor should communicate
on a timely basis, in writing, to management and the audit committee that the
examination engagement cannot be satisfactorily completed.92
Other Information in the Compliance Report
If the broker's or dealer's compliance report contains other information in addition to the statements and descriptions, if applicable, required by SEC Rule
17a-5,93 the auditor should disclaim an opinion on the other information.94 For
example, if the broker's or dealer's compliance report states that an identified
Material Weakness no longer exists because controls have been implemented
after the end of the fiscal year that address the Material Weakness, the auditor
should disclaim an opinion on this information.

EXHIBIT 1—Example of an Examination Report with an
Unqualified Opinion
The following example, reproduced from paragraph 37 of Attestation Standard
No. 1, illustrates the report elements in paragraph 36 of Attestation Standard
No. 1 for an examination report expressing an unqualified opinion on the assertions made by a broker or dealer in a compliance report:
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have examined W Broker's statements, included in the accompanying [title of the compliance report], that (1) W Broker's internal control over compliance was effective during the most recent fiscal year ended [date]; (2) W Broker's internal control over compliance was effective as of [date]; (3) W Broker
was in compliance with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as of [date];
and (4) the information used to state that W Broker was in compliance with
17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) was derived from W Broker's books
and records. W Broker's management is responsible for establishing and maintaining a system of internal control over compliance that has the objective of
providing W Broker with reasonable assurance that non-compliance with 17
C.F.R. §240.15c3-1, 17 C.F.R. §240.15c3-3, 17 C.F.R. §240.17a-13, or Rule [fill
in name/number] of [fill in DEA] that requires account statements to be sent
to the customers of W Broker will be prevented or detected on a timely basis.
Our responsibility is to express an opinion on W Broker's statements based on
our examination.
[Scope paragraph]
We conducted our examination in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards

(footnote continued)
express an opinion, the auditor may decide to withdraw from the examination engagement. Paragraph
(f)(3) of SEC Rule 17a-5 sets forth certain notification requirements for brokers and dealers when the
auditor notifies the broker or dealer that the auditor will not continue the engagement.
92
See paragraph C8 of Attestation Standard No. 1.
93
See paragraphs (d)(3) and (g)(2) of SEC Rule 17a-5.
94
See paragraph C9 of Attestation Standard No. 1.
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require that we plan and perform the examination to obtain reasonable assurance about whether W Broker's internal control over compliance was effective
as of and during the most recent fiscal year ended [date]; W Broker complied
with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as of [date]; and the information
used to assert compliance with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as
of [date] was derived from W Broker's books and records. Our examination includes testing and evaluating the design and operating effectiveness of internal
control over compliance, testing and evaluating W Broker's compliance with 17
C.F.R. §§240.15c3-1 and 240.15c3-3(e), determining whether the information
used to assert compliance with 240.15c3-1 and 240.15c3-3(e) was derived from
W Broker's books and records, and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.
[Opinion paragraph]
In our opinion, W Broker's statements referred to above are fairly stated, in all
material respects.
[Signature]
[City and State or Country]
[Date]

EXHIBIT 2—Example of a Modified Examination
Report—Material Weakness Existed During the Most Recent
Fiscal Year
The following example illustrates the report elements in paragraph 36 of Attestation Standard No. 1 and modifications contained in paragraphs C2 and C3
of Attestation Standard No. 1 for an examination report expressing an adverse
opinion on Internal Control Over Compliance during the year, when a Material
Weakness existed during the year but did not exist as of year-end:
Report of Independent Registered Public Accounting Firm
We have examined W Broker's statements, included in the accompanying compliance report, that (1) W Broker's internal control over compliance was not
effective during the most recent fiscal year ended [date]; (2) W Broker's internal control over compliance was effective as of [date]; (3) W Broker was in
compliance with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as of [date]; and (4)
the information used to state that W Broker was in compliance with 17 C.F.R.
§§240.15c3-1 and 240.15c3-3(e) was derived from W Broker's books and records.
W Broker's management is responsible for establishing and maintaining a
system of internal control over compliance that has the objective of providing W Broker with reasonable assurance that non-compliance with 17 C.F.R.
§ 240.15c3-1, 17 C.F.R. § 240.15c3-3, 17 C.F.R. § 240.17a-13, or Rule [fill in
name/number] of [fill in DEA] that requires account statements to be sent to
the customers of W Broker will be prevented or detected on a timely basis. Our
responsibility is to express an opinion on W Broker's statements based on our
examination.
We conducted our examination in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the examination to obtain reasonable assurance about whether W Broker's internal control over compliance was effective
as of and during the most recent fiscal year ended [date]; W Broker complied
with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as of [date]; and the information
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used to assert compliance with 17 C.F.R. §§240.15c3-1 and 240.15c3-3(e) as
of [date] was derived from W Broker's books and records. Our examination includes testing and evaluating the design and operating effectiveness of internal
control over compliance, testing and evaluating W Broker's compliance with 17
C.F.R. §§240.15c3-1 and 240.15c3-3(e), determining whether the information
used to assert compliance with 240.15c3-1 and 240.15c3-3(e) was derived from
W Broker's books and records, and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.
As described in the accompanying compliance report, a material weakness has
been identified in W Broker's internal control over compliance during the fiscal
year ended [date]. [Describe material weakness].
In our opinion, because of the material weakness referred to above, W Broker's
internal control over compliance was not effective during the most recent fiscal year ended [date]. In our opinion, W Broker's statements that W Broker's
internal control over compliance was effective as of [date]; W Broker complied
with §§240.15c3-1 and 240.15c3-3(e) as of [date]; and the information used to
state that W Broker was in compliance with §§240.15c3-1 and 240.15c3-3(e)
was derived from W Broker's books and records are fairly stated, in all material respects.95
[Signature]
[City and State or Country]
[Date]

Chapter 4: Reviews of Exemption Reports
This chapter highlights certain requirements in Attestation Standard No. 2
regarding reviews of exemption reports of brokers or dealers, reproduces an
example of a standard review report, and presents an example of a modified
review report. In addition, this chapter provides examples of procedures performed during the audit that can provide evidence that is relevant to the review.

Content of Exemption Reports
SEC Rule 17a-5 requires a broker or dealer that claimed it was exempt from
SEC Rule 15c3-3 throughout the most recent fiscal year (generally, a "noncarrying broker or dealer")1 to file an exemption report containing the following
statements ("assertions"):
a. A statement that identifies the provisions in paragraph (k) of SEC
Rule 15c3-3 (the "exemption provisions")2 under which the broker or dealer claimed an exemption from SEC Rule 15c3-3 (the
"identified exemption provisions");3
95

See generally paragraph C2 of Attestation Standard No. 1.
The SEC Release adopting amendments to SEC Rule 17a-5 used the term "non-carrying broker
or dealer" to refer to a broker or dealer that claimed it was exempt from SEC Rule 15c3-3 throughout
the most recent fiscal year. See Section II.A. of the SEC Release.
2
Appendix C contains the text from paragraph (k) of SEC Rule 15c3-3 that describes the exemption provisions.
3
Footnote 74 of the SEC Release states that "[t]here may be circumstances in which a brokerdealer has not held customer securities or funds during the fiscal year, but does not fit into one of
the [exemption] provisions listed under Item 24 of Part IIa [of the FOCUS Report]. Even though
(continued)
1
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b.

A statement that the broker or dealer (1) met the identified
exemption provisions throughout the most recent fiscal year4
without exception or (2) met the identified exemption provisions
throughout the most recent fiscal year except as described in the
exemption report; and
c. If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature
of each exception and the approximate date(s) on which the exceptions existed.5
SEC Rule 17a-5 requires the broker or dealer to engage an independent accountant to perform a review of the statements regarding the exemption provisions
made by a broker or dealer in an exemption report prepared pursuant to SEC
Rule 17a-5.6 Because brokers and dealers claiming exemption from SEC Rule
15c3-3 requirements might have access to customer funds, a review focusing on
the identification of exceptions to the identified exemption provisions claimed
by brokers and dealers is important to the protection of customers.7
Attestation Standard No. 2 establishes requirements for auditors engaged to
perform a review of the statements made by a broker or dealer in the exemption
report. Under the review standard, the auditor's objective is to state whether,
based upon the results of the review procedures, the auditor is aware of any
material modifications that should be made to the broker's or dealer's assertions
for the assertions to be fairly stated, in all material respects.8 To state such a
conclusion, the auditor should plan and perform the review engagement to
obtain appropriate evidence that is sufficient to obtain moderate assurance
about whether one or more conditions exist that would cause one or more of the
broker's or dealer's assertions not to be fairly stated, in all material respects.9
Such conditions include:
a. The broker's or dealer's assertion that identifies the provisions
in paragraph (k) of SEC Rule 15c3-3 under which the broker or
dealer claimed an exemption for SEC Rule 15c3-3 is inaccurate;
b. The broker or dealer asserts that it met the identified exemption
provisions in paragraph (k) of SEC Rule 15c3-3 without exception
when the auditor is aware of exceptions in meeting the exemption
provisions; or
(footnote continued)
there is not a box to check on the FOCUS Report, these broker-dealers should file an exemption
report and related accountant's report." See also Question and Answer 6 of the SEC's Division of
Trading and Markets Frequently Asked Questions Concerning the July 30, 2013 Amendments to the
Broker-Dealer Financial Reporting Rule at http://www.sec.gov/divisions/marketreg/amendments-tobroker-dealer-reporting-rule-faq.htm. If the broker or dealer files an exemption report under those
circumstances, the auditor's review procedures and review report should be tailored to address the
broker's or dealer's assertions in the exemption report.
4
Staff guidance issued by the SEC's Division of Trading and Markets, Frequently Asked Questions
Concerning the July 30, 2013 Amendments to the Broker-Dealer Financial Reporting Rule (April 4,
2014), provides that the Division staff will not object if a broker or dealer whose fiscal year begins prior
to June 1, 2014 submits statements that cover only the period beginning after June 1 through the end
of the fiscal year. In those cases, the auditor's review procedures and review report should be tailored
to address the period covered in the broker's or dealer's assertions. See Question and Answer No. 1 at
http://www.sec.gov/divisions/marketreg/amendments-to-broker-dealer-reporting-rule-faq.htm.
5
See paragraph (d)(4) of SEC Rule 17a-5.
6
See paragraphs (d)(1)(i)(C) and (g)(2)(ii) of SEC Rule 17a-5 and the SEC Release.
7
See SEC Release at 90.
8
See paragraph 3 of Attestation Standard No. 2.
9
See paragraph 4 of Attestation Standard No. 2.
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The broker's or dealer's assertion that identifies and describes
each exception during the most recent fiscal year in meeting the
identified provisions in paragraph (k) of SEC Rule 15c3-3 is inaccurate or incomplete.10

Obtaining moderate assurance regarding the broker's or dealer's assertions
in a review engagement differs from the examination engagement discussed in
Chapter 3 where the auditor obtains reasonable assurance to support his or her
opinion on the broker's or dealer's assertions. Moderate assurance is a lower
level of assurance than reasonable assurance and is obtained by performing
with due professional care the inquiries and other procedures required by the
review standard in order to reach a conclusion about whether there is a need to
modify the broker's or dealer's assertions regarding the exemption provisions
for the assertions to be fairly stated in all material respects.11

Relationship Between the Review Engagement and the Audit of
the Financial Statements and Audit Procedures Performed on
the Supporting Schedules
When planning and performing the review of the broker's or dealer's exemption
report, the auditor should coordinate the work with the audit of the financial
statements and the audit procedures performed on the supporting schedules.12
This includes taking into account the results of the procedures from the audit of
the financial statements and auditing procedures on the supporting schedules
in performing the review. However, the objectives of the financial statement
audit and the review engagement are not the same, so the auditor must plan
and perform the work to meet the objectives of both engagements.13 This publication provides examples of ways in which the review can be coordinated
with the audit of the financial statements and audit procedures performed
on the supporting schedules; however, the auditor is responsible for performing the procedures required by Attestation Standard No. 2 to support his or
her review report. Coordinating the review with the audit is also discussed in
Chapter 2.

Performing the Review Engagement
General Requirements
The review standard includes general requirements that include, among other
things, a requirement that an auditor performing a review engagement obtain
an understanding of the exemption conditions and other rules and regulations
that are relevant to the broker's or dealer's assertions.14 This understanding
can be informed by procedures performed in planning the audit and performing
risk assessment procedures.15

10

Id.
See footnote 7 of Attestation Standard No. 2.
12
See paragraph 7 of Attestation Standard No. 2.
13
Id.
14
See paragraph 5.b. of Attestation Standard No. 2.
15
See, e.g., paragraph 7 of Auditing Standard No. 9 and paragraph 7 of Auditing Standard
No. 12.
11
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Nature, Timing, and Extent of Procedures
The nature, timing, and extent of the necessary inquiries and other review procedures (collectively, the "review procedures") are dependent on certain risk
factors described in Paragraph 9 of the review standard. The auditor also considers evidence about the broker's or dealer's compliance with the identified
exemption provisions or about the effectiveness of controls over the identified
exemption provisions obtained from the audit of the financial statements and
the audit procedures performed on the supporting schedules in determining the
nature, timing, and extent of the review procedures. For example, in planning
and performing the audit, the auditor might learn about changes in the broker's
or dealer's procedures, controls, the environment in which the controls operate
since the prior year, and changes in the broker's or dealer's operations that are
relevant to compliance with the exemption provisions.
The risk of fraud, including the risk of misappropriation of customer assets,
is an important consideration in determining the nature, timing, and extent
of the review procedures.16 In considering the risk of fraud relevant to the exemption provisions, it is important to assess whether the broker or dealer has
misrepresented its activities, e.g., the broker or dealer claims to be operating
as a non-carrying broker or dealer when the broker or dealer is holding customer funds or securities. The auditor's consideration of fraud in the financial
statement audit and results of substantive procedures in the audit can inform
the auditor's assessment of fraud risk for the review engagement. For example, the auditor's fraud risk assessment in the financial statement audit might
identify risk factors regarding incentives, pressures, or opportunities to commit
fraud that also warrant consideration during the review engagement. Also, the
procedures performed in the audit might provide evidence that the broker or
dealer is holding customer funds or securities, which would impact the review
engagement.
The auditor's consideration of fraud in the audit can equally inform other considerations relevant to the review engagement. For example, audit procedures
related to related party transactions or revenue and intercompany balances
can provide information relevant to potential non-compliance associated with
related parties,17 including related parties that are investment advisors or entities with which the broker or dealer has a custodial or clearing relationship.
Another example where information obtained during the audit of the financial
statements or audit procedures performed on the supporting schedules might
provide information relevant to the risk factors in paragraph 9 of the review
standard relates to understanding the degree to which the processes regarding
the exemption provisions are performed, monitored, or controlled in a centralized or decentralized environment.18 For example, in smaller brokers and dealers, one or a few individuals may be responsible for ensuring that the broker
or dealer maintains compliance with the identified exemption provisions.
Procedures performed during the audit of the financial statements and the
audit procedures performed on the supporting schedules may provide evidence
about the broker's or dealer's compliance with the exemption provisions. Specifically, evidence about the broker's or dealer's compliance with the exemption
provisions or about the effectiveness of controls over the exemption provisions
obtained from the audit of the financial statements and the audit procedures

16

See item (5) of paragraph 9.a. of Attestation Standard No. 2.
See item (6) of paragraph 9.a. of Attestation Standard No. 2. Chapter 2 discusses audit procedures regarding related parties.
18
See item (7) of paragraph 9 of Attestation Standard No. 2.
17

PC §300.02

2634

PCAOB Staff Guidance

performed on the supporting schedules all affect the nature, timing, and extent
of the necessary review procedures.19 For example, if the broker or dealer claims
an exemption under SEC Rule 15c3-3(k)(1), the broker's or dealer's transactions
are limited to those in redeemable securities of investment companies or of interests or participations in an insurance company separate account. Further,
this exemption limits transaction activities outside of the allowable security
types.20 Audit procedures regarding the broker's or dealer's investment inventory or investment transactions related to the broker's or dealer's trading for
its own account, including confirmation of investment inventory with the custodian and testing investment transactions, can provide evidence relevant to the
accuracy of the broker's or dealer's assertion relating to the (k)(1) exemption
provision.21
Likewise, if the broker or dealer claims an exemption under sections (k)(1)
or (k)(2) of SEC Rule 15c3-3, the exemption provisions require the broker or
dealer to promptly transmit all funds and deliver all securities received in
connection with its activities as a broker or dealer, and not otherwise hold funds
or securities for, or owe money or securities to, customers.22 Audit procedures
performed on customer trade and transaction activities can provide evidence
relevant to the broker's or dealer's compliance with the exemption provisions.23
Other procedures performed during the audit that may provide evidence relevant to the exemption provisions include testing of cash accounts (including
specially designated accounts) and reading clearing agreements between the
broker or dealer and carrying brokers in connection with testing trade fee or
commission revenues and expenses.24

Review Procedures
The review standard includes procedures that the auditor should perform when
conducting the review, such as reading the exemption report and making certain inquiries of management and other knowledgeable individuals. Those inquiries cover topics such as controls and monitoring activities that are in place
regarding compliance with the exemption provisions, known exceptions to the
exemption provisions or deficiencies in controls over compliance with the exemption provisions, and the nature and frequency of customer complaints that
are relevant to the broker's or dealer's compliance with the exemption provisions.25
Certain review procedures might be informed by the financial statement audit,
or be performed at the same time as related audit procedures, while others
might need additional effort, if not addressed in the audit. For example, review procedures at a broker or dealer that claims an exemption from SEC Rule
15c3-3 that can be performed while performing audit procedures include making inquiries about: (1) the controls in place to maintain compliance with the
19

See paragraph 9.b. of Attestation Standard No. 2.
Appendix C presents the exemption provisions in paragraph (k) of SEC Rule 15c3-3.
21
Appendix B discusses some of the possible risks related to particular accounts and records that
are specific to brokers and dealers and provides examples of audit and attest procedures that can
provide evidence in response to those risks.
22
Appendix C presents the exemption provisions in paragraph (k) of SEC Rule 15c3-3.
23
See paragraph 10.g. of Attestation Standard No. 2. See also the note to paragraph 10.g. of
Attestation Standard No. 2 for additional examples of procedures performed during an audit of the
financial statements that might provide evidence relevant to the broker's or dealer's compliance with
the exemption provisions.
24
Appendix B discusses some possible risks and audit and attest procedures regarding customers'
accounts.
25
See generally paragraph 10 of Attestation Standard No. 2.
20
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exemption provisions, including the nature of the controls and their frequency
of operation; (2) subsequent events through the date of the auditor's review
report that might have a material effect on the broker's or dealer's assertions;
and (3) whether the individual is aware of any exceptions to the exemption
provisions and, if so, the nature, frequency, timing, and cause (if known) of the
exceptions to the exemption provisions during the year under review or any
deficiencies in controls over compliance with the exemption provisions and, if
so, the nature, frequency, and cause (if known) of the control deficiencies during
the year under review.26
The review standard also requires the auditor to evaluate whether the evidence obtained and the results of the procedures performed in the audit of the
financial statements and the audit procedures performed on the supporting
schedules corroborate or contradict information in the broker's or dealer's assertion.27 Other procedures performed during the audit can provide evidence
about the broker's or dealer's assertion, depending upon the provisions in paragraph (k) of SEC Rule 15c3-3 under which the broker or dealer claimed an
exemption. These procedures may include testing of transactions related to
customer trades, testing investment inventory or transactions related to the
broker's or dealer's trading for its own account, and testing cash and bank account reconciliations.28
To illustrate, assume that a broker claims exemption under section (k)(1) of
SEC Rule 15c3-3 which requires, among other things, that the broker or dealer
promptly transmits all funds and delivers all securities received in connection with its activities. The broker asserts that it met the identified exemption
provisions throughout the most recent fiscal year without exception.29 Also assume that while performing audit procedures on customers' accounts,30 the
auditor identifies evidence that there were instances where the broker did not
promptly transmit customer funds. In that situation, the audit procedures have
uncovered evidence suggesting an exception to the broker's or dealer's claimed
exemption that warrants follow-up by the auditor during the review.
As another example, if the broker or dealer has claimed exemption under section
(k)(2)(i) of SEC Rule 15c3-3,31 evidence obtained in testing the bank account
designated as "Special Account for the Exclusive Benefit of Customers" would
provide evidence regarding whether any exceptions to the identified exemption
provisions existed or whether the exceptions identified in the broker's or dealer's
exemption report are complete. This evidence would include evidence obtained
from procedures performed to determine that all customer transactions were
effectuated through such accounts, as required by the rule, and confirmation of
the account balance and restrictions on the account with the carrying broker.
As a further example, if the broker's or dealer's assertion stated that it met
the identified exemption provisions in paragraph (k)(2)(ii) of SEC Rule 15c33,32 evidence obtained in testing that the broker operated as an introducing
broker and forwarded all orders for customers to the carrying brokers on a
fully-disclosed basis would provide evidence relevant to the broker's compliance
with the specified exemption provision. For instance, confirming the clearing
26

See paragraphs 10.b. and 10.c. of Attestation Standard No. 2.
See paragraph 10.g. of Attestation Standard No. 2.
28
See note to paragraph 10.g. of Attestation Standard No. 2.
29
Appendix C presents the exemption provisions in paragraph (k) of SEC Rule 15c3-3.
30
Appendix B discusses some possible risks and audit and attest procedures regarding customers'
accounts.
31
Appendix C presents the exemption provisions in paragraph (k) of SEC Rule 15c3-3.
32
Id.
27
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arrangements with the carrying broker to ensure the auditor received all clearing agreements and reading the agreements to determine the basis—omnibus
or fully-disclosed—orders are forwarded to the carrying broker would provide
evidence relevant to the broker's compliance with the specified exemption provision and whether the broker's assertion was complete.

Evaluating the Results of the Review Procedures
After completing the required procedures, the auditor should evaluate the
results of the procedures performed. This evaluation includes determining
whether information has come to the auditor's attention that causes one or
more of the broker's or dealer's assertions not to be fairly stated, in all material
respects.33 If the broker's or dealer's assertion is not fairly stated, in all material respects, the auditor then should modify the review report34 and evaluate
the effect of the matter on the audit of the financial statements and the audit procedures performed on the supporting schedules. If, however, the auditor
communicates the exceptions to the broker or dealer and the broker or dealer
modifies the assertions in the exemption report, modification of the review report is unnecessary. Paragraph 4 of Attestation Standard No. 2 lists examples
of conditions that cause one or more of the broker's or dealer's assertions not
to be fairly stated, in all material respects, and the examples are reproduced
earlier in this chapter. Those examples include a broker's or dealer's failure to
disclose in the exemption report an existing exception to the identified exemption provisions.
Paragraph 12 of the review standard applies when information comes to the auditor's attention during the engagement indicating that one or more undisclosed
exceptions might exist that might cause the broker's or dealer's assertions not to
be fairly stated or when the auditor has substantial doubt about the assertion.
Pursuant to paragraph 12, the auditor in those situations is required to perform
additional procedures to address the matter. In the context of a review engagement, these additional procedures could include, but are not limited to, making
additional inquiries, reading documents, or performing search and verification
procedures, as necessary.35
To illustrate these points, assume that a broker or dealer claims exemption
under (k)(1) of SEC Rule 15c3-3 and asserts in the exemption report that there
were no exceptions. Yet, the auditor identifies during the review several exceptions in which the broker or dealer failed to promptly transmit all funds received
from customers.36 In those circumstances, the auditor has a responsibility to:

33
34
35
36

•

Assess the potential for further undisclosed exceptions. The auditor's identification of one or more previously undisclosed exceptions typically indicates a heightened risk that further undisclosed
exceptions might exist, which require auditor attention, as discussed earlier in this section.

•

Evaluate the effect on the review report. If the auditor communicates the exceptions to the broker or dealer, and the broker or
dealer modifies the assertions in the exemption report, modification of the review report is unnecessary. If the broker or dealer
does not modify the assertions, however, the auditor should modify the review report (see discussion of "Reporting on the Review

See paragraph 11 of Attestation Standard No. 2.
See "Reporting on the Review Engagement" in this chapter.
See, e.g., AT sec. 101.56.
Appendix C presents the exemption provisions in paragraph (k) of SEC Rule 15c3-3.
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Engagement" for modifications to the review report later in this
chapter).

•

Assess the effect on the audit of the financial statements and audit procedures on the supporting schedules. The nature and cause
of the exceptions might indicate a previously unidentified risk of
material misstatement of the financial statements, for which additional audit procedures are needed. In this example, the nature
and cause of the exceptions might indicate a risk that received
funds are not recorded in the proper period.

Communication Requirements
The review standard requires the auditor to communicate certain matters to
management and the audit committee, as well as to comply with the requirements of paragraph (h) of SEC Rule 17a-5.37 Additional information on the
requirements are discussed in Chapter 2 of this publication.38

Documenting the Work Performed
Auditing Standard No. 3 establishes documentation requirements that apply
to the review engagement.39 Among other things, the auditor must document
the procedures performed, evidence obtained, and conclusions reached with
respect to the broker's or dealer's assertions.40 The auditor's documentation
should demonstrate that the engagement complied with the standards of the
PCAOB.41
Also, Auditing Standard No. 3 requires all significant findings or issues identified in the engagement to be included in an engagement completion document.42
In a review engagement, significant findings include, when applicable: (a) the
assessment of, and the responses to, risks requiring special consideration by
the auditor; (b) significant matters involving systems, processes, and controls
to ensure the appropriateness of the subject matter and management's related
assertions; and (c) the evaluation of identified instances of nonconformity with
the evaluation criteria (e.g., errors, instances of non-compliances or control deficiencies).43 Auditing Standard No. 3 allows the auditor to prepare a combined
engagement completion document for the audit and the review.44

Reporting on the Review Engagement
The review standard includes requirements for the auditor's review report,45
which are aligned with the requirements in SEC Rule 17a-5. The auditor should

37

See paragraph 15 of Attestation Standard No. 2.
See also the discussion of the notification requirements in the SEC Release at 101-107.
39
Paragraph 1 of Auditing Standard No. 3 states that "the standard establishes general requirements for documentation the auditor should prepare and retain in connection with engagements
conducted pursuant to the standards of the Public Company Accounting Oversight Board."
40
See footnote to paragraph 6 of Auditing Standard No. 3.
41
See paragraph 4 of Auditing Standard No. 3.
42
See paragraph 13 of Auditing Standard No. 3.
43
See note to paragraph 12 of Auditing Standard No. 3.
44
See the second note to paragraph 13 of Auditing Standard No. 3.
45
See paragraph 16 of Attestation Standard No. 2.
38
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date the review report no earlier than the date on which the auditor has completed his or her review procedures.46 Because of the coordination between the
review engagement and the audit of the financial statements and the audit
procedures performed on the supporting schedules, the date of the review report should not be earlier than the date of the auditor's report on the financial
statements and the audit procedures performed on the supporting schedules.47

Modifications of the Report
If one or more of the broker's or dealer's assertions are not fairly stated, in
all material respects, the auditor must modify the review report to describe
the reasons why the assertions are not fairly stated, in all material respects.
If the broker's or dealer's assertion is not fairly stated because of one or more
omitted exceptions, the auditor's review report should disclose each omitted
exception.48 Exhibit 2 to this chapter includes an example of a review report
modified to describe the reasons why the assertions are not fairly stated, in all
material respects.
The review standard also sets forth circumstances involving scope limitations.49
Scope limitations exist when the auditor cannot perform the procedures required by the standard or other procedures that the auditor deems necessary
in the circumstances.

EXHIBIT 1—Example of a Standard Review Report
The following example review report, reproduced from paragraph 17 of Attestation Standard No. 2, illustrates the report elements described in paragraph
16 of Attestation Standard No. 2 for an unmodified review report on the assertions made by a broker or dealer in an exemption report, depending on whether
the broker's or dealer's exemption report includes exceptions to the exemption
provisions:
Report of Independent Registered Public Accounting Firm
[Introductory paragraph—no exceptions to the exemption provisions included
in the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following
provisions of 17 C.F.R. §15c3-3(k) under which Z Broker claimed an exemption
from 17 C.F.R. §240.15c3-3: ([fill in which exemption provision—(1), (2)(i), (2)(ii),
or (3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker
met the identified exemption provisions throughout the most recent fiscal year
without exception. Z Broker's management is responsible for compliance with
the exemption provisions and its statements.
[Introductory paragraph—exceptions to the exemption provisions included in
the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following provisions of 17 C.F.R. §15c3-3(k) under which Z Broker claimed an exemption from

46

See paragraph 18 of Attestation Standard No. 2.
See note to paragraph 18 of Attestation Standard No. 2.
48
See paragraph 19 of Attestation Standard No. 2. In addition, if the broker or dealer modified
its assertions such that they were fairly stated, in all material respects, the auditor would not need
to modify the auditor's review report.
49
See paragraph 20 of Attestation Standard No. 2.
47
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17 C.F.R. §240.15c3-3: ([fill in which exemption provision—(1), (2)(i), (2)(ii), or
(3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker met the
identified exemption provisions throughout the most recent fiscal year except
as described in its exemption report. Z Broker's management is responsible for
compliance with the exemption provisions and its statements.
[Scope paragraph]
Our review was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States) and, accordingly, included
inquiries and other required procedures to obtain evidence about Z Broker's
compliance with the exemption provisions. A review is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management's statements. Accordingly, we do not express such an opinion.
[Review results paragraph]
Based on our review, we are not aware of any material modifications that should
be made to management's statements referred to above for them to be fairly
stated, in all material respects, based on the conditions set forth in paragraph
(k)([fill-in which exemption provision—(1), (2)(i), (2)(ii), or (3)]) of Rule 15c3-3
under the Securities Exchange Act of 1934.
[Signature]
[City and State or Country]
[Date]

EXHIBIT 2—Example of a Modified Review Report—Unreported
Exception
The following example illustrates the report elements described in paragraph
16 of Attestation Standard No. 2 and modifications to the report contained in
paragraph 19 of Attestation Standard No. 2 for a report requiring modification
due to an unreported exception with the exemption provisions:
Report of Independent Registered Public Accounting Firm
[Introductory paragraph—no exceptions to the exemption provisions included
in the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following provisions of 17 C.F.R. §15c3-3(k) under which Z Broker claimed an exemption from
17 C.F.R. §240.15c3-3: Paragraph (k)(2)(i) (the "exemption provisions") and (2)
Z Broker stated that Z Broker met the identified exemption provisions throughout the most recent fiscal year without exception. Z Broker's management is
responsible for compliance with the exemption provisions and its statements.
[Scope paragraph]
Our review was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States) and, accordingly, included
inquiries and other required procedures to obtain evidence about Z Broker's
compliance with the exemption provisions. A review is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management's statements. Accordingly, we do not express such an opinion.
[Review results paragraphs]
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The accompanying [title of the exemption report] includes a statement that Z
Broker met the exemption provisions without exception. During our review,
we have identified that in one instance occurring on [date], Z Broker did not
promptly remit all funds and securities received from customers in accordance
with the identified exemption provisions during the last week of the most recent
fiscal year.50 Because of this exception, we believe the statement in the [title
of the exemption report] was required to be modified and the exception was
required to be disclosed in the [title of the exemption report].
Based on our review, with the exception of the matters described in the preceding paragraph, we are not aware of any material modifications that should
be made to management's statements referred to above for them to be fairly
stated, in all material respects, based on the provisions set forth in paragraph
(k)(2)(i) of Rule 15c3-3 under the Securities Exchange Act of 1934.
[Signature]
[City and State or Country]
[Date]

50
See paragraph (d)(4)(iii) of SEC Rule 17a-5, which describes the exemption report requirement
when a broker or dealer identifies an exemption. Paragraph (d)(4)(iii) states that "[i]f applicable, a
statement that identifies each exception during the most recent fiscal year in meeting the identified
exemption provisions in §240.15c3-3(k) and that briefly describes the nature of each exception and
the approximate date(s) on which the exception existed."
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Appendix A: Recent PCAOB and SEC Releases Relevant
to Audits of Brokers and Dealers
This appendix lists certain releases from the PCAOB and SEC that are relevant
to audits of brokers and dealers. This list is not all-inclusive.

PCAOB Releases for Standards and Rules

•

PCAOB Release No. 2013-010, Amendments to Conform The
Board's Rules and Forms to the Dodd-Frank Act and Make Certain Updates and Clarifications (December 4, 2013)

•

PCAOB Release No. 2013-007, Standards for Attestation Engagements Related to Broker and Dealer Compliance or Exemption Reports Required by the U.S. Securities and Exchange Commission
and Related Amendments to PCAOB Standards (October 10, 2013)

•

PCAOB Release No. 2013-008, Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial
Statements and Related Amendments to PCAOB Standards (October 10, 2013)

•

PCAOB Release No. 2011-001, Temporary Rule for an Interim Inspection Program for the Audits of Brokers and Dealers (June 14,
2011)

•

PCAOB Release No. 2011-002, Board Funding Final Rules for Allocation of the Board's Accounting Support Fee Among Issuers, Brokers, and Dealers, and Other Amendments to the Board's Funding
Rules (June 14, 2011)

PCAOB General Inspection Reports

•

PCAOB Release No. 2013-006, Second Report on the Progress of
the Interim Inspection Program Related to Audits of Brokers and
Dealers (August 19, 2013)

•

PCAOB Release No. 2012-005, Report on the Progress of the Interim Inspection Program Related to Audits of Brokers and Dealers
(August 20, 2012)

Recent SEC Releases

•

SEC Exchange Act Release No. 70072, Financial Responsibility
Rules for Broker-Dealers (July 30, 2013)

•

SEC Exchange Act Release No. 70073, Broker-Dealer Reports (July
30, 2013)

Recent SEC Staff Frequently Asked Questions

•

Division of Trading and Markets, Frequently Asked Questions Concerning the July 30, 2013 Amendments to the Broker-Dealer Financial Reporting Rule, SEC (April 4, 2014)
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Appendix B: Auditing Considerations for Particular
Accounts and Records of Brokers and Dealers
This appendix discusses some of the possible risks associated with particular
accounts and records that are specific to brokers and dealers, including smaller
and less complex brokers and dealers, and audit and attest procedures that
can provide evidence in responding to those risks. The accounts and records described in this appendix include the stock record, suspense accounts, customers'
accounts, omnibus and fully-disclosed accounts, securities, subordinated borrowings, and accounts related to fees and other revenue sources.
This appendix does not describe all possible risks, all accounts, or all procedures that may be relevant for an audit or attestation engagement of a broker
or dealer.1 Auditors should look to the requirements in PCAOB auditing standards and attestation standards and also consider the specific facts and circumstances related to the broker or dealer, including, for example, the nature
of its operations, when determining the nature, timing, and extent of procedures necessary for an individual audit or attestation engagement of a broker
or dealer.
In general, the procedures discussed in this appendix provide evidence for one
or more of the following purposes:
a.

b.

c.

To address certain risks of material misstatement of the financial
statements.2 This appendix presents examples of possible risks
of material misstatement of the financial statements for each account or record described below.
To test information in performing audit procedures on supplemental information.3 Each account described in this appendix is a
component of one or more of the supporting schedules required by
SEC Rule 17a-5, on which the auditor performs procedures and reports. The auditor is responsible for testing, among other things,
the completeness and accuracy of the information presented in
the supporting schedules prepared by the broker or dealer.4
To test compliance with certain rules in examination engagements.5 In examination engagements, auditors perform procedures to test the broker's or dealer's compliance with the net capital rule and the reserve requirements rule as of the end of its
most recent fiscal year.6

Stock Record
The stock record is a ledger identifying the ownership and location of all securities for which the broker or dealer has custodial responsibility or proprietary
1
For example, this appendix does not address certain accounts, such as good faith deposits and
private placements, that are more likely to be encountered in audits of larger or more complex brokers
and dealers or of brokers and dealers in specialized lines of business. Also, this appendix does not
address accounts, such as property and equipment, that are common across all industries.
2
See Auditing Standard No. 13 for the auditor's requirements regarding designing and implementing appropriate responses to the risks of material misstatement.
3
See Auditing Standard No. 17 for the requirements when the auditor is engaged to perform audit
procedures and report on supplemental information that accompanies financial statements audited
under PCAOB standards.
4
See paragraph 4.e. of Auditing Standard No. 17.
5
See Attestation Standard No. 1 for the requirements when an auditor performs an examination
engagement.
6
See paragraph 21 of Attestation Standard No. 1.

PC §300.02

Other Staff Guidance

2643

ownership. As such, the stock record contains transaction information for all
customers' accounts and proprietary accounts. The stock record includes both
long positions7 and short positions8 and should always be in balance (that is,
the total long positions should equal the total short positions). Although the
majority of information, specifically customers' assets and liabilities, contained
within the stock record is not on the broker's or dealer's balance sheet nor disclosed in the notes to the financial statements, the stock record warrants audit
attention. For example, errors in the stock record could lead to, among other
things, inaccurate regulatory computations or be indicative of loss of customer
assets. Inaccurate recording of positions in the stock record also could result
in inappropriate allocation of revenues to customers (e.g., interest, dividends,
gains, or losses) and corporate actions (e.g., stock splits) not recorded in customers' accounts. Incomplete or unrecorded transactions in securities accounts
not reflected in the stock record could result in inaccurate regulatory computations and operational charges. Also, misstatements identified in the stock
record can be indicative of, or result in, misstatements in other accounts, such
as securities accounts, customers' accounts, and suspense accounts.

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•

To determine whether the stock record is complete and accurate
as to proprietary and customer assets and liabilities, including
classification of long and short positions and customer versus proprietary balances;

•

To determine whether the security positions in a broker's or
dealer's stock record are in balance;

•

To obtain evidence of the existence of securities positions within
the stock record; and

•

To obtain evidence of the completeness and accuracy of the stock
record, which is a primary source of information used in the SEC
Rule 15c3-3 computation of the reserve requirement.

Procedures to test existence of securities in the stock record can be performed
in conjunction with the testing of other accounts and disclosures, including
securities accounts, customers' accounts, and suspense accounts. (See also "Securities," "Customers' Accounts," and "Suspense Accounts" in this appendix for
further discussion.)
Procedures that can provide evidence of completeness and existence of securities consist of (1) confirmation of positions and (2) inspection of account reconciliations.
Confirmation. Confirmation of securities positions with custodians, depositories, or customers, as applicable, can provide evidence regarding the existence
and completeness of securities positions in the stock record. (See also "Securities" in this appendix for further discussion.)
Inspection and Reperformance. Inspection of account reconciliations prepared
by the broker or dealer of the long and short positions within the stock record
7
Long positions in the stock record refer to those securities that are owned by a customer or the
broker or dealer. Long positions represent assets of the customer, broker, or dealer.
8
Short positions in the stock record refer to the location of securities or the responsibility of other
parties to deliver these to the broker or dealer. Short positions, among others, include those securities
that were sold by the customer, broker, or dealer before the securities were purchased and represent
liabilities of the customer, broker, or dealer.
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to the various subsidiary ledgers by investment type maintained by the broker or dealer can provide evidence regarding the completeness of the stock
record. Reperformance of the account reconciliation, by comparing the broker's
or dealer's records to any statements received directly through confirmation
procedures, also can provide evidence regarding the completeness and accuracy of the stock record.
Other procedures. In an examination engagement, procedures performed over
the stock record can be designed such that the auditor also tests the broker's or
dealer's controls over the computation of reserve requirements.9 In the audit of
the financial statements and audit procedures over the supporting schedules,
audit procedures over the stock record can provide evidence as to the completeness and accuracy of the information used to prepare the supporting schedules.
Relevant procedures include determining whether securities have been appropriately classified: (1) as customer versus proprietary; (2) in the appropriate
security type; and (3) as to where the securities are held.

Suspense Accounts
Brokers or dealers maintain purchases, sales, and operations suspense accounts
in order to record transactions with customers or other parties that are yet to
be cleared. Suspense accounts are usually monitored and reconciled by brokers
or dealers periodically so the amounts can be properly recorded as income or expenses or reclassified to other accounts, such as securities, customer receivable,
or customer payable. Because suspense accounts can affect several accounts
and disclosures and their relevant assertions, unusually large balances or aged
items in these accounts could indicate risks of material misstatement due to
inaccurate recording of the underlying transactions.
Suspense accounts that are not properly monitored and contain many aged
items can affect the net capital and reserve computations and the risk of noncompliance with the net capital rule and reserve requirements rule. For example, items aged over a certain period of time may result in operational charges,
which could affect compliance with the net capital requirements. Also, items
not properly reclassified against customer debit or credit balances may result
in misstatement of the minimum requirement for the reserve bank account.

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•

To obtain an understanding of how the broker or dealer monitors
and reconciles suspense account activities;

•

To test the broker's or dealer's analysis of the suspense account
activities for accuracy of aging and classification; and

•

To determine whether the broker or dealer has properly recorded
suspense accounts in the computation of net capital and/or in the
computation of the reserve requirements.

Inquiry and Inspection. Inquiries of individuals responsible for preparing the
suspense account reconciliation can provide information about how the broker
or dealer monitors and reconciles these accounts. Inspection of account reconciliations and testing of reconciliation data, including resolution of outstanding

9
See paragraph 21.a. of Attestation Standard No. 1. Additional information on the required
procedures performed during an examination engagement is available in Chapter 3 of this publication.
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items subsequent to year end, can provide evidence regarding the accuracy of
aging and classification of suspense items.
Confirmation. For suspense account entries that arise when only one side of
pending buy or sell transactions are processed, confirmation of transactions
with the third parties whose order was processed can provide evidence of the
existence of those orders at a specific date.
Other procedures. Comparison of reconciling items with underlying records,
or other procedures, such as reviewing evidence of the subsequent clearing of
a reconciling item after year-end also can provide evidence of the existence,
completeness, and accuracy of outstanding items as of a specific date.

Customers’ Accounts
Customers' accounts are neither recorded in the broker's or dealer's statement
of financial condition nor disclosed in the notes to the financial statements.
However, customers' accounts warrant audit attention because they pose risks
of material misstatement of the financial statements, for example, customers'
accounts may create contingent liabilities for the broker or dealer. Also, a portion of the transactions in customers' accounts represent transactions in the
broker's or dealer's accounts, particularly in customer receivables and payables.
Further, customers' accounts are a significant component of the computation
of reserve requirements. Thus, misstatements in customers' accounts can result in misstatements of the broker's or dealer's financial statements or the
supporting schedules. Misstatements in customers' accounts also could result
in inaccurate computation of reserve requirements and insufficient cash segregated for the benefit of customers. In addition, misappropriation or loss of
customers' assets exposes the broker or dealer to potential liability.

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•

To test the existence of customers' accounts and to determine
whether they are recorded at the proper amounts, including
whether securities in customers' accounts are properly valued;

•

To determine whether securities in customers' accounts are properly classified (for example, margined versus not margined accounts; fully secured, partially secured, or unsecured accounts);
and

•

To determine whether customers' accounts are properly considered in determining compliance with the net capital rule or the
reserve requirements rule.

Confirmation. Confirmation with customers can provide evidence regarding the
completeness of customers' accounts and security positions. To address risks of
non- compliance and material misstatement associated with both understatement and overstatement of customers' accounts, it is important to include zero
balance accounts in the population from which accounts are selected for confirmation.
Other procedures. The auditor must perform procedures to obtain evidence
about the existence of customer funds or securities held for customers under
paragraph 23 of Attestation Standard No. 1. In the examination engagement
and when testing the supporting schedules, these procedures include testing
customers' accounts for evidence of under-margined, partly secured, or unsecured positions that may affect the net capital computation under SEC Rule
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15c3-1 and the reserve and possession-or- control requirements of SEC Rule
15c3-3, as well as the collectability of accounts.10
Testing customers' accounts also includes obtaining evidence of commitments to
purchase or sell securities that may affect the reserve and possession-or-control
requirements of SEC Rule 15c3-3, as well as the collectability of accounts.11
The fair values of customer security positions are used to compute reserve requirements in accordance with SEC Rule 15c3-3 or to compute net capital under
SEC Rule 15c3-1. AU sec. 328, Auditing Fair Value Measures and Disclosure,
sets forth procedures for testing fair value measurements and disclosures.

Omnibus and Fully-Disclosed Accounts
The components of an omnibus account and a fully-disclosed account are
recorded in the financial statements of the broker or dealer to the extent that
such components relate to pending (or unsettled) trade activity of customers or
reflect proprietary accounts of the broker or dealer. The remaining components
are off-balance sheet as the positions are not owned by the broker or dealer.
Omnibus and fully-disclosed accounts warrant audit attention because they
pose certain risks of material misstatement of the financial statements. Omnibus and fully-disclosed accounts are part of the books and records of both
carrying brokers and introducing brokers. For a carrying broker, problematic
execution of trades and recording of trade information and the associated clearing fees could affect the existence and accuracy of the clearing fee revenue
reported and could lead to contractual penalties due to violations of the clearing agreement or regulatory fines for violations of rules and regulations of
applicable regulatory agencies. For the introducing broker, inaccurate or incomplete recording of customer trade activity in the introducing broker's books
and records may lead to errors in the stock record, which could lead to errors
in the financial statements and might result in contingent liabilities for the
broker or dealer (see "Stock Record" in this appendix for further discussion).

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•

To test the completeness and accuracy of trading activity for
customers' accounts and proprietary accounts held on a fullydisclosed and/or omnibus basis;

•

To determine whether fee revenues and expenses related to customers' accounts held on a fully-disclosed and/or omnibus basis
were properly recorded in the financial statements; and

•

To determine whether security positions held on a fully-disclosed
and/or omnibus basis are accurately reflected in determining compliance with the net capital rule and the reserve requirements
rule.

When performing procedures at an introducing broker over customers' accounts
held on an omnibus or a fully-disclosed basis, it is important to understand the
relationship with the carrying broker and to understand the extent to which the
10
In performing such tests, it may be helpful to obtain a report that indicates, for each customer's
account, the ledger balance and the market values of all securities positions in the account (an "equity
run").
11
See paragraphs 4.d. and 4.e. of Auditing Standard No. 17.
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introducing broker's processes and controls rely on the processes and controls
of the carrying broker. For example, AU sec. 324 applies when an introducing
broker obtains services from a carrying broker that are part of the introducing
broker's information system.

Procedures for Omnibus Accounts
Confirmation. For carrying brokers holding customers' accounts on an omnibus
basis, confirmation of balances in omnibus accounts with the introducing broker
can provide evidence of the existence of the account and accuracy of the balance.
This includes investigating differences between the carrying broker's books and
confirmation responses, as well as any reconciling items.
For introducing brokers forwarding orders on an omnibus basis, confirmation
of the balance in the omnibus account with the carrying broker can provide
evidence of existence and accuracy of the account balance. This includes examining supporting documentation for reconciling items or other differences
between the confirmation response and the broker's records. Confirmation of
transactions in customers' accounts directly with customers also can provide
evidence of the existence of those transactions. (See "Customers' Accounts" in
this appendix for further discussion.)
Other procedures. For carrying brokers holding customer accounts on an omnibus basis, tests of transactions in these accounts can provide evidence regarding whether trades are executed and completed properly, timely, and in
compliance with contractual agreements and regulatory requirements. These
tests also can provide evidence that the related fees have been recorded
properly.

Procedures for Fully-Disclosed Accounts
Customer account audit procedures. For carrying brokers holding customers' accounts on a fully-disclosed basis, the auditing procedures for those accounts are
similar to those performed on their customers' accounts, because the accounts
of the introducing broker's customers are maintained on the books of the carrying broker, as if they were customers of the carrying broker. (See "Customers'
Accounts" for further discussion.)
Confirmation. For introducing brokers forwarding orders on a fully-disclosed
basis, confirming the account balance by individual customer with the carrying
broker can provide evidence of the existence of these accounts. Account reconciliations can be tested by comparing daily trading activity summaries received
from the carrying broker through the confirmation process with documentation
maintained by the introducing broker.
Recalculation. For carrying brokers, recalculating carrying and clearing fees
(revenues) earned for carrying the other broker's accounts or clearing another
broker's transactions based on the terms of the related agreements can provide
evidence of the accuracy of the recorded fees and identify any potential deferred
revenue. (See also "Trading Gains and Losses, Transaction Fees, Commissions,
Mutual Fund Fees, and Other Income Accounts" in this appendix for other risks
and example audit procedures responding to those risks regarding revenues of
brokers and dealers).
For introducing brokers, recalculating clearing fees based on the terms of the
related agreements can provide evidence of the accuracy of the recorded fees
and can identify potential contingencies that arise out of the clearing agreement
for guarantees of the deficits of introduced customers.
Other procedures. For introducing brokers forwarding orders on a fullydisclosed basis, testing whether the introducing broker is credited with the
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agreed-on fee for trades generated by its customers, whether the trades were executed in accordance with its instructions, and whether the fees comply with the
applicable agreement can provide evidence regarding the accuracy and proper
recording of customer transactions.

Securities
The securities handled by brokers and dealers include:

•
•
•
•
•
•

Securities in physical possession or in custody with branch offices;
Securities held in the street name;
Securities in or out for transfer, exchange, or redemption;
Securities in custody with depositories;
Securities failed to receive and failed to deliver; and
Securities used in collateralized transactions12 (securities borrowed and loaned, securities held under repurchase and reverse
repurchase agreements, and securities held as collateral for bank
loans).

Each category of security should be reflected in the stock record, but only securities owned or securities sold, not yet purchased by the broker or dealer are
included in the statement of financial condition. The securities of the broker or
dealer engaging in proprietary trading activities (that is, the broker or dealer
is trading for its own account) may be presented in the statement of financial
condition as trading or investment accounts, securities owned, or securities
sold, not yet purchased. Securities transactions of either the broker or dealer
or its customers that resulted in a receivable or payable for the broker or dealer
are also reflected in the financial statements, as are those securities used in
collateralized transactions.
Substantial portions of the securities in physical possession represent transactions of customers and other brokers and dealers that are not recorded in the
financial statements of the carrying broker. Securities owned by other brokers
or dealers and customers are recorded on the carrying broker's statement of
financial condition only if: (1) there is an outstanding receivable or payable
between the broker, dealer, or customer and the carrying broker for securities
transactions; (2) the customer has a margin account (a receivable to the carrying broker); or (3) the customer's assets include cash positions (a payable by
the carrying broker).
Errors in the recorded amounts of securities in physical possession in the stock
record—including securities held in custody with branch locations—can result
in misstatements of the broker's or dealer's financial statements and supporting
schedules.
Securities in or out for transfer, exchange, or redemption, securities failed to
receive, and securities failed to deliver that are not properly recorded could
increase the risk of improper cut-off or inaccurate recording of security positions
in the stock record, which also could result in misstatements of the broker's or
dealer's financial statements and supporting schedules.
12
Securities held as collateral that are not owned by the broker or dealer are included in the stock
record, but do not represent securities owned by the broker or dealer and as such, are not included in
the securities owned balance in the statement of financial condition. On the contrary, securities that
the broker or dealer has transferred to a third party to hold as collateral for the broker's or dealer's
own borrowing would be accounted for as securities owned on the statement of financial condition and
included in the stock record.
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Securities held in custody with depositories represent securities owned by the
broker or dealer and the customers of the broker or dealer. A failure to account
for all securities held in custody with depositories could result in an incomplete
stock record and accordingly, the broker's or dealer's proprietary positions may
be misstated in the statement of financial condition or the customer security
positions may be misstated in the computation of reserve requirements.
Market conditions can affect the risk of improper classification of securities
between readily and not readily marketable, and some securities that are thinly
traded may have less observable market data on which to determine fair value.
Securities that have been improperly classified or valued can result in errors
in regulatory computations. For example, the classification of securities affects
the determination of the haircut percentages, which in turn, affects the net
capital computation. Further, investments that are not readily marketable may
have increased risk of material misstatement when there are fewer observable
market inputs and there is a wide range of measurement uncertainty.

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•
•

To test the existence of the securities;

•

To determine whether the fair value of securities is reasonable
and in conformity with generally accepted accounting principles
as of the reporting date; and

•

To determine whether the securities' balances have been properly
reported in the computations of the net capital and the reserve
requirements, as applicable.

To determine whether the securities have been recorded at the
proper amount (including consideration of quantity and cost),
properly accounted for, and recorded in the proper period;

Physical Inspection and Observation. Performance of a physical inspection in
the form of a security count provides evidence of the existence of securities in
physical possession and held in custody with branch offices of the broker or
dealer.13 For securities in or out for transfer, exchange, or redemption, physical
inspection of the securities when they are returned to the broker or dealer after
year-end, combined with additional procedures to cover the intervening period
between year-end and the inspection date, can provide evidence of existence of
these securities. Inspection procedures include testing the adjustments made
to the stock record or account balances resulting from the security counts to
determine whether these securities are properly reflected in the broker's or
dealer's financial statements and supporting schedules.
Observing the security count performed by management of the broker or dealer
can provide evidence of existence of those securities and, in an examination engagement, controls over compliance with the quarterly security count requirements of SEC Rule 17a-13.14

13
See paragraphs .09 and .12 of AU sec. 331, Inventories, for a description of how an auditor may
obtain evidence from performing physical counts.
14
Paragraph (b) of SEC Rule 17a-13 requires the broker or dealer to perform quarterly physical
inspections of securities and to account for and verify the security account balances for all securities in
transit, pledged, loaned, borrowed, deposited, failed to receive, failed to deliver, subject to repurchase
or reverse repurchase agreements or otherwise subject to his control or direction but not in his physical
possession, where such securities have been in said status for longer than thirty days.
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Confirmation. For securities out for transfer, exchange, or redemption, confirmation with transfer agents or corporate issuers can provide evidence of the
existence of those securities. For security positions held in custody on behalf
of the broker or dealer, confirmation directly with depositories and clearing
organizations as of the date of the statement of financial condition can provide evidence of the existence of the types of securities and quantity of such
positions.
For securities failed to receive and failed to deliver, securities borrowed and
loaned, securities held under repurchase and reverse repurchase agreements,
and securities held as collateral for bank loans, confirmation sent to the appropriate counterparties (for example, custodians, depositories, and lenders) can
provide evidence of the existence and completeness of these securities accounts.
Confirmation of securities transaction activity also can provide evidence that
transactions have been recorded in the appropriate period and help the auditor
to determine if the proper receivables or payables have been recorded in the
balance sheet.
Confirming the existence of securities can be performed in conjunction with
other confirmation procedures related to the stock record or customers' accounts. For example, confirmation of securities being held by other parties or
securities out on loan to the broker or dealer can be performed in conjunction
with confirmation of the related receivable or payable. (See also "Stock Record"
and "Customers' Accounts" in this appendix for additional discussion.)
Inspection and Reperformance. For securities in physical possession and those
in custody with branch offices, inspecting and testing account reconciliations
performed by the broker or dealer or reperforming portions of the security
counts performed by the broker or dealer at the test date can provide evidence
of completeness and accuracy of the security positions.
For securities used or received in collateralized transactions and those in custody with depositories and clearing organizations, inspecting and testing the
account reconciliations prepared by the broker or dealer of the related positions
can provide evidence regarding the completeness of the stock record with respect to those security types (e.g., securities used or received in collateralized
transactions and those in custody with depositories and clearing organizations).
Also, for these security types, reperforming account reconciliations—including
comparing the broker's or dealer's records to statements received through the
confirmation process directly from custodians, depositories, lenders, or clearing
organizations through the confirmation process—can provide evidence of the
accuracy of the transaction recording.
Reperformance. Reperformance of the reconciliation of the trading department
position records to the stock record can provide evidence as to the completeness
of the broker's or dealer's proprietary accounts. Also, such reperformance can
provide evidence that unsettled trading activities and related profits or losses
have been properly recorded in the balance sheet and income statement.
Other procedures. In the examination engagement, testing compliance with the
net capital rule and reserve requirements rule involves performing procedures
to obtain evidence of the existence and valuation of securities that affect the
net capital and reserve computations.15 It also involves evaluating whether
securities have been appropriately classified as allowable or non-allowable in
the net capital computation.16 Testing the existence of securities also may be
performed in conjunction with testing the stock record, if that is the primary
15
16

See generally paragraphs 21 and 23 of Attestation Standard No. 1.
Id.
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source of information for the required reserve computation. These procedures
can be performed in conjunction with testing the supporting schedule of net
capital pursuant to Auditing Standard No. 17.17
The auditor's tests of the broker's or dealer's proprietary accounts include obtaining evidence of commitments to purchase or sell securities that may affect
the supporting schedule of net capital computation under SEC Rule 15c3-1.18
Many securities serviced by brokers or dealers are located at depositories, custodians, or clearing organizations. AU sec. 324 applies when a broker or dealer
obtains services from another organization that are considered part of the broker's or dealer's information system. This includes services that affect the financial reporting process used to prepare the company's financial statements,
significant accounting estimates, and disclosures. AU sec. 324 also describes
considerations for the user auditor when planning and performing the audit,
including the user auditor's consideration of the service organization's effect on
the user organization's internal control, the user auditor's assessment of control risk, and the user auditor's response to risks identified, whether through
tests of controls or substantive tests.19
As previously mentioned, the valuation of customers' accounts is a significant
component of the broker's or dealer's computation of reserve requirements under SEC Rule 15c3-3. The valuation of proprietary accounts is a significant
component of the computation of net capital under SEC Rule 15c3-1. AU sec.
328 establishes requirements for testing fair value measurements of securities
in the broker's or dealer's financial statements.
Also, audit procedures performed to test the valuation and classification of the
broker's or dealer's investments as of the end of the fiscal year can provide
evidence relevant to testing the broker's or dealer's compliance with the net
capital rule. Testing the applied haircut percentages also is an important part
of testing the broker's or dealer's compliance with the net capital rule.

Subordinated Borrowings
Subordinated borrowings are components of the net capital computation and
are reported as mezzanine debt on the statement of financial condition of the
broker or dealer. In order for a subordinated borrowing to qualify as equity for
net capital purposes, the broker or dealer needs to obtain approval from the broker's or dealer's DEA. Lack of DEA approval of subordinated borrowings could
significantly affect the computation of net capital pursuant to SEC Rule 15c3-1
and can result in non-compliance with the minimum net capital requirements.

Audit and Attest Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

17
18
19

•

To test the existence of cash subordination or secured demand note
agreements;

•

To determine that subordinated borrowings are properly recorded
and disclosed; and

•

To determine whether subordinated borrowings are properly classified in determining compliance with the net capital rule.

See paragraph 3.c. of Auditing Standard No. 17.
See generally paragraph 4 of Auditing Standard No. 17.
See AU secs. 324.05-.21.
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Confirmation. Confirmation with the appropriate counterparties can provide
evidence of important information affecting the accounting and disclosure of
subordinated borrowings and net capital. Confirmation responses also can provide information about cash subordination or secured demand note agreements,
including expiration dates of the agreements, the amounts subordinated, collateral, other significant contractual provisions, and the nature of the liability
to the counterparty.20
Inspection. Inspection of the relevant documentation can provide evidence
about whether the subordinated borrowing transactions have been approved
by the DEA.
Other procedures. Inspecting the subordination agreement and evaluating compliance with covenants in the agreement is important for evaluating presentation and disclosure of the agreement in the financial statements and determining whether they are accurately reflected in the computation of net capital.21

Trading Gains and Losses, Transaction Fees, Commissions,
Mutual Fund Fees, and Other Income Accounts
Brokers and dealers record revenue from a variety of activities, including trading gains and losses, fees and commissions for executing transactions, providing
credit to customers, underwriting transactions, or by sponsoring, distributing,
and advising mutual funds. Brokers and dealers that have proprietary securities accounts record trading gains and losses. Carrying brokers also earn revenue from clearing transactions of other brokers and dealers and customers.
Brokers or dealers that actively manage mutual funds may have deferred sales
charges in addition to mutual fund fees (for example, SEC Rule 12b-1 fees).
Errors in accounting for purchases and redemptions of mutual fund shares in
the name of the customer or in the name of the broker or dealer could result
in misstatement of the broker's or dealer's liabilities or inaccurate recording of
fees and amortization.
Understanding how revenue is generated, how the related transactions are
initiated and recorded, how fair value measurements are determined, and the
controls over these processes, can help the auditor to assess the risk of material
misstatement associated with revenue recognition and determine the necessary
responses to address such risk.22

Audit Procedures
The procedures discussed in this section generally serve one or more of the
following purposes:

•

To test the accuracy and completeness of trading gains and losses,
transaction fees, commissions, mutual fund fees, and other income
accounts;

•

To determine whether trading gains and losses, transaction fees,
commissions, mutual fund fees, and other income accounts have
been accounted for in conformity with the applicable financial reporting framework; and

20
See AU secs. 330.24-.25 for the nature of information that can be confirmed, for example, terms
of the borrowing.
21
See also paragraph .07 of AU sec. 337, Inquiry of a Client's Lawyer Concerning Litigation,
Claims and Assessments.
22
PCAOB standards require the auditor to presume that revenue recognition represents a fraud
risk. See paragraph 68 of Auditing Standard No. 12.
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To determine whether trading gains and losses, transaction fees,
commissions, mutual fund fees, and other income accounts are
recorded in the appropriate period and properly presented in the
statement of income and notes to the financial statements.

Auditing revenue involves, among other things, performing tests to determine
whether revenue has been recognized in conformity with U.S. generally accepted accounting principles. Auditing revenue can also involve determining
whether assets under management used to calculate fees were complete and
whether the fair values of securities owned used to determine trading gains
and losses were reasonable. The nature, timing, and extent of the procedures
performed should be determined based on the auditor's understanding of the
broker or dealer, composition of revenues, specific attributes of the revenue
transactions, and unique industry considerations.23
Depending on the type of revenue transactions, testing revenue might involve
evaluating whether revenue should be recognized on a gross or net basis, evaluating the effect of contractual provisions on revenue recognition, and determining whether commission rates used to compute commission revenue are
consistent with the underlying agreements, as such agreements may be unique
to each individual transaction. For example, often, the salaries of traders are
based on transaction volume and revenue earned from each transaction, and at
times, commission rates are negotiated on a transaction by transaction basis.
This may create an incentive for traders to manipulate commission revenue to
increase the salaries paid to them.
To address the risk of material misstatement regarding 12b-1 fees, it is important for auditors to test the year-end accrual as well as fee income for the
year.

23
See paragraph .54 of AU sec. 316 for additional examples of auditing procedures to address
revenue recognition as a fraud risk factor.
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Appendix C: Exemption Provisions in SEC Rule15c3-3(k)
This appendix presents the provisions ("exemption provisions") set forth in
paragraph (k) of SEC Rule 15c3-3 for exemption from the requirements of the
reserve requirements rule, that is, SEC Rule 15c3-3(e):
(k)

Exemptions. (1) The provisions of this section shall not be applicable to a broker or dealer meeting all of the following conditions:
(i) The broker's or dealer's transactions as dealer (as principal for its own account) are limited to the purchase, sale,
and redemption of redeemable securities of registered investment companies or of interests or participations in an
insurance company separate account, whether or not registered as an investment company; except that a broker
or dealer transacting business as a sole proprietor may
also effect occasional transactions in other securities for
its own account with or through another registered broker
or dealer;
(ii) The broker's or dealer's transactions as broker (agent) are
limited to:
(a) The sale and redemption of redeemable securities of registered investment companies or of interests or participations in an insurance company
separate account, whether or not registered as an
investment company;
(b) the solicitation of share accounts for savings and
loan associations insured by an instrumentality
of the United States; and
(c) the sale of securities for the account of a customer to obtain funds for immediate reinvestment
in redeemable securities of registered investment
companies; and
(iii) The broker or dealer promptly transmits all funds and delivers all securities received in connection with its activities as a broker or dealer, and does not otherwise hold funds
or securities for, or owe money or securities to, customers.
(iv) Notwithstanding the foregoing, this section shall not apply
to any insurance company which is a registered brokerdealer, and which otherwise meets all of the conditions in
paragraphs (k)(1) (i), (ii), and (iii) of this section, solely
by reason of its participation in transactions that are a
part of the business of insurance, including the purchasing,
selling, or holding of securities for or on behalf of such
company's general and separate accounts.

(2)

The provisions of this section shall not be applicable to a broker
or dealer:
(i) Who carries no margin accounts, promptly transmits all
customer funds and delivers all securities received in connection with its activities as a broker or dealer, does not
otherwise hold funds or securities for, or owe money or securities to, customers and effectuates all financial transactions between the broker or dealer and its customers
through one or more bank accounts, each to be designated
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as "Special Account for the Exclusive Benefit of Customers
of (name of the broker or dealer)"; or
(ii) Who, as an introducing broker or dealer, clears all transactions with and for customers on a fully disclosed basis
with a clearing broker or dealer, and who promptly transmits all customer funds and securities to the clearing broker or dealer which carries all of the accounts of such
customers and maintains and preserves such books and
records pertaining thereto pursuant to the requirements
of §§ 240.17a-3 and 240.17a-4 of this chapter, as are customarily made and kept by a clearing broker or dealer.
Upon written application by a broker or dealer, the Commission
may exempt such broker or dealer from the provisions of this section, either unconditionally or on specified terms and conditions,
if the Commission finds that the broker or dealer has established
safeguards for the protection of funds and securities of customers
comparable with those provided for by this section and that it
is not necessary in the public interest or for the protection of investors to subject the particular broker or dealer to the provisions
of this section.
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STAFF AUDIT PRACTICE ALERTS
.01 Staff Audit Practice Alert No. 1

Matters Related to Timing and
Accounting for Option Grants
July 28, 2006
Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing
requirements of PCAOB standards and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Audit Practice Alerts
are not rules of the Board and do not reflect any Board determination or
judgment about the conduct of any particular firm, auditor, or any other
person.
Recent reports and disclosures about issuer practices related to the granting of
stock options, including the "backdating" of such grants, indicate that some issuers' actual practices in granting options might not have been consistent with
the manner in which these transactions were initially recorded and disclosed.
Some issuers have announced restatements of previously issued financial statements as a result of these practices. In addition, some of these practices could
result in legal and other contingencies that may require recognition of additional expense or disclosure in financial statements.
This practice alert advises auditors that these practices may have implications
for audits of financial statements or of internal control over financial reporting ("ICFR") and discusses factors that may be relevant in assessing the risks
related to these matters.

Background
The recorded value of a stock option depends, in part, on the market price of the
underlying stock on the date that the option is granted and the exercise price
specified in the option. Some issuers may have granted options with exercise
prices that are less than the market price of the underlying stock on the date
of grant. These options are sometimes referred to as "discounted" or "in-themoney" options. Where discounted options were granted and an issuer failed to
properly consider this condition in its original accounting for the option, errors
in recording compensation cost, among other effects, may have resulted. These
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errors may cause an issuer's financial statements, including related disclosures,
to be materially misstated.1
While this alert does not attempt to describe all of the variations in circumstances that may result in the issuance of discounted options, a range of practices appears to be involved, including—

•

The application of provisions in option plans that allow for:
— the selection of exercise prices based on market prices on
dates earlier than the grant date, or
— the award of options that allow the option holder to obtain
an exercise price equal to the lower of the market price of
the stock at the grant date or during a specified period of
time subsequent to the grant date.

•

Preparation, or subsequent modification, of option documentation
for purposes of indicating a lower exercise price than the market
price at the actual grant date.

•

Treating a date as the grant date when, in fact, all of the prerequisites to a grant had not yet occurred.

Available information suggests that the incidence of these and similar practices may have substantially decreased after the implementation of the shortened filing deadline for reports of option grants specified by Section 403 of
the Sarbanes-Oxley Act of 2002. In August 2002, the Securities and Exchange
Commission ("SEC") implemented this requirement by requiring the reporting
of an option grant on Form 4 within two days of the date of grant. However,
periods subsequent to the grant of an option may also be affected by improper
accounting for a grant because option cost is generally expensed over the period during which the issuer receives the related services, most commonly its
vesting period.

Matters for Auditor Consideration
Auditors planning or performing an audit should be alert to the risk that the
issuer may not have properly accounted for stock option grants and, as a result,
may have materially misstated its financial statements or may have deficiencies
in its ICFR. For audits currently underway or to be performed in the future, the
auditor should acquire sufficient information to allow him or her to assess the
nature and potential magnitude of these risks. An auditor must use professional
judgment in making these assessments and in determining whether to apply
additional procedures in response.
In making these judgments, auditors should be mindful of the following—
Applicable financial accounting standards. Financial Accounting
Standards Board Statement of Financial Accounting Standards
("SFAS") No. 123 R (revised 2004), Share-Based Payment, applies
to issuer reporting periods beginning after June 15, 2005 (December 15, 2005 for small business issuers). Accounting for options
was, however, previously governed by other accounting standards
and related interpretations, specifically Accounting Principles
1
In addition, academic research has suggested the possibility that some issuers may have purposefully granted options immediately before the release of information that the issuer believed would
be favorable to its share price. While these practices may not result in the granting of discounted
options, they may create legal or reputational risks and raise concerns about the issuer's control
environment.
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Board Opinion No. 25, Accounting for Stock Issued to Employees
(APB 25), and SFAS No. 123, Accounting for Stock-Based Compensation. If an auditor determines that it is necessary to consider the
accounting for option grants and related disclosures in financial
statements of a prior period, the auditor should take care to determine the applicable generally accepted accounting principles in
effect in those periods and to consider the specific risks associated
with these principles.

•

•

•

•

Accounting for discounted options. For periods in which an
issuer used the provisions of APB 25 to determine compensation cost related to stock options, the issuer may
have been required to record additional compensation cost
equal to the difference in the exercise price and the market
price at the measurement date (as defined in APB 25). In
periods in which the issuer has recorded option compensation cost using the fair value method as allowed by SFAS
No. 123, or as required by SFAS No. 123 R (revised 2004),
the impact on the calculated fair value of options of using
an incorrect date as the grant date would depend on the
nature and magnitude of changes in conditions that affect
option valuation between the incorrect date used and the
actual grant date. In all cases, the compensation cost of
options should be recognized over the period benefited by
the services of the option holder.
Accounting for variable plans. For periods in which an issuer used the provisions of APB 25 to determine compensation cost related to stock options, an option with terms
allowing a modification of the exercise price, or whose exercise price was modified subsequent to the grant date
may require variable plan accounting. Variable option
accounting requires that compensation cost be recorded
from period to period based on the variation in current
market prices. In periods in which the issuer records option compensation cost using the fair value method as allowed by SFAS No. 123, or as required by SFAS No. 123
R, the right to a lower exercise price may constitute an
additional component of value of the option that should
be considered at the grant date. In all cases, the cost of
options should be recognized over the period benefited by
the services of the option holder.
Accounting for contingencies. If the consequences of the
issuer's practices for stock option grants or its accounting
for, and disclosure of, option grants result in legal or other
contingencies, the application of SFAS No. 5, Accounting
for Contingencies, may require that the issuer record additional cost or make additional disclosures in financial
statements.
Accounting for tax effects. The grant of discounted stock
options may affect the issuer's ability to deduct expenses
related to these options for income tax purposes, thereby
affecting the issuer's cash flows and the accuracy of the
related accounting for the tax effects of options.

Consideration of materiality. In evaluating materiality, auditors
should remember that paragraph .11 of AU sec. 312, Audit Risk
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and Materiality in Conducting an Audit, and SEC Staff Accounting Bulletin: No. 99—Materiality emphasize that both quantitative and qualitative considerations must be assessed. Quantitatively small misstatements may be material when they relate to
unlawful acts or to actions by an issuer that could lead to a material contingent liability. In all cases, auditors should evaluate the
adequacy of related issuer disclosures.
Possible illegal acts. Auditors who become aware that an illegal
act may have occurred must comply with the applicable requirements of AU section ("AU sec.") 317, Illegal Acts, and Section 10A
of the Securities Exchange Act of 1934. Section 10A, among other
things, requires a registered public accounting firm to take certain
actions if it "detects or otherwise becomes aware of information indicating that an illegal act (whether or not perceived to have a material effect on the financial statements of the issuer) has or may
have occurred...." If it is likely that an illegal act has occurred, the
registered public accounting firm must "determine and consider
the possible effect of the illegal act on the financial statements
of the issuer, including any contingent monetary effects, such as
fines, penalties, and damages." The registered public accounting
firm must also inform the appropriate level of management and
assure that the audit committee is adequately informed "unless
the illegal act is clearly inconsequential." The auditor may, depending on the circumstances, also need to take additional steps
required under Section 10A if the issuer does not take timely and
appropriate remedial actions with respect to the illegal act.

A. Effects of options-related matters on planned
or ongoing audits
In planning and performing an audit of financial statements and ICFR, the
auditor should assess the nature and potential magnitude of risks associated
with the granting of stock options and perform procedures to appropriately
address those risks. The following factors are relevant to accomplishing these
objectives—

•

Assessment of the potential magnitude of risks of misstatement
of financial statements and deficiencies in ICFR related to option
granting practices. This assessment should include consideration
of possible indicators of risk related to option grants, including,
where appropriate:
— The status and results of any investigations relating to
the timing of options grants conducted by the issuer or by
regulatory or legal authorities.
— The results of direct inquiries of members of the issuer's
management and its board of directors that should have
knowledge of matters related to the granting and accounting for stock options.
— Public information related to the timing of options grants
by the issuer.
— The terms and conditions of plans or policies under which
options are granted; in particular, terms that allow exercise prices that are not equal to the market price on the
date of grant or that delegate authority for option grants to
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management. In these situations, auditors should also consider whether issuers have other policies that adequately
control the related risks.
— Patterns of transactions or conditions that may indicate
higher levels of inherent risk in the period under audit.
Such patterns or conditions may include levels of option
grants that are very high in relation to shares outstanding, situations in which option-based compensation is a
large component of executive compensation, highly variable grant dates, patterns of significant increases in stock
prices following option grants, or high levels of stock-price
volatility.

•

In planning and performing audits, auditors should appropriately
address the assessed level of risk, if any, related to option granting
practices. Specifically:
— In addition to the general planning considerations for financial statement audits identified in AU sec. 311, Planning and Supervision, the auditor should consider:

•

The implications of any identified or indicated
fraudulent or illegal acts related to option grants
to assessed risks of fraud (AU sec. 312.07 and AU
sec. 316, Consideration of Fraud in a Financial
Statement Audit); the potential for illegal acts
(AU sec. 317, Illegal Acts by Clients); or the assessment of an issuer's internal controls (AU sec.
319, Internal Control in a Financial Statement
Audit).

•

The scope of procedures applied to assess the potential for fraud (AU sec. 316) and illegal acts (AU
sec. 317).

— The nature, timing, and extent of audit procedures applied
to elements of the financial statements affected by the issuance of options. In particular, this assessment should
include consideration of:

•

The need for specific management representations related to these matters (AU sec. 333, Management Representations) and the nature of matters included in inquiries of lawyers (AU sec. 337,
Inquiry of a Client's Lawyer).

•

Where applicable, the result of tests of internal
controls over the granting, recording, and reporting of option grants.

•

The need, based on the auditor's risk assessment, for additional specific auditing procedures
related to the granting of stock options.

For integrated audits performed as described in PCAOB Auditing Standard
No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with An Audit of Financial Statements ("AS No. 2"), the auditor
should consider the implications of identified or potential accounting and legal
risks related to options in planning, performing, and reporting on audits of
ICFR. In addition, as discussed in paragraphs 145–158 of AS No. 2, the results of
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the audit of ICFR should be considered in connection with the related financial
statement audit.

B. Auditor involvement in registration statements
In cases where an auditor is requested to consent to the inclusion of his or
her report, including a report on ICFR, in a registration statement under the
Securities Act of 1933, AU sec. 711, Filings Under Federal Securities Statutes,
provides that the auditor should perform certain procedures prior to issuing
such a consent.2

•

Paragraph .10 of AU sec. 711 provides that an auditor should perform certain procedures with respect to events subsequent to the
date of the audit opinion up to the effective date of the registration
statement (or as close thereto as is reasonable and practical under
the circumstances). These procedures include inquiry of responsible officials and employees of the issuer and obtaining written
representations from them about whether events have occurred
subsequent to the date of the auditor's report that have a material effect on the financial statements or that should be disclosed
in order to keep the financial statements from being misleading.
The auditor should consider performing inquiries and obtaining
representations specifically related to the granting and recording
of option grants.

•

Paragraph .11 of AU sec. 711 provides that a predecessor auditor that has been requested to consent to the inclusion of his or
her report on prior-period financial statements in a registration
statement should obtain written representations from the successor auditor regarding whether the successor auditor's audit and
procedures with respect to subsequent events revealed any matters that might have a material effect on the financial statements
reported on by the predecessor auditor or that would require disclosure in the notes to those financial statements. If the successor
auditor becomes aware of information that leads him or her to
believe that financial statements reported on by the predecessor
auditor may require revision, the successor auditor should apply
paragraphs .21 and .22 of AU sec. 315.3

•

If either the successor or predecessor auditor discovers subsequent
events that require adjustment or disclosure in the financial statements or becomes aware of facts that may have existed at the date
of his or her report and might have affected the report had he or
she been aware of them, the auditor should take the actions described in Paragraph .12 of AU sec. 711. In addition, where the
auditor concludes that unaudited financial statements or unaudited interim financial information presented, or incorporated by
reference, in a registration statement are not in conformity with
generally accepted accounting principles, he or she should take
the actions described in Paragraph .13 of AU sec. 711.

2
Under Paragraph 198 of AS No. 2, the auditor should apply AU sec. 711 when the auditor's
report on management's assessment of ICFR is included in filings under federal securities statutes.
3
In cases in which a predecessor auditor reissues his or her report on financial statements included in a filing under the Securities Exchange Act of 1934, the predecessor auditor should follow
the directives in paragraphs .71 through .73 of AU sec. 508.
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C. Effects of option-related matters on previously
issued opinions
If an auditor becomes aware of information that relates to financial statements
previously reported on by the auditor, but which was not known to him or her
at the date of the report, and which is of such a nature and from such a source
that he or she would have investigated it had it come to his or her attention
during the course of the audit, he or she should take the actions described in
AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's
Report.

Contact Information
Inquiries concerning this Practice Alert may be directed to—
Phil D. Wedemeyer, Director, Office of Research and Analysis, 202-207-9204,
wedemeyerp@pcaobus.org
Thomas Ray, Chief Auditor and Director of Professional Standards, 202-2079112, rayt@pcaobus.org
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.02 Staff Audit Practice Alert No. 2

Matters Related to Auditing Fair Value
Measurements of Financial Instruments
and the Use of Specialists
December 10, 2007
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Audit Practice Alerts
are not rules of the Board and do not reflect any Board determination or
judgment about the conduct of any particular firm, auditor, or any other
person.
The purpose of this staff audit practice alert is to remind auditors of their
responsibilities for auditing fair value measurements of financial instruments
and when using the work of specialists under the existing standards of the
PCAOB. This alert is focused on specific matters that are likely to increase
audit risk related to the fair value of financial instruments in a rapidly changing
economic environment.1
This practice alert highlights certain requirements in the auditing standards
related to fair value measurements and disclosures in the financial statements
and certain aspects of generally accepted accounting principles (GAAP) that
are particularly relevant to the current economic environment.
While this practice alert focuses on fair value in general, it also draws the auditor's attention to certain areas of the new fair value accounting standard,
Statement of Financial Accounting Standard (SFAS) No. 157, Fair Value Measurements.2 Auditing fair value measurements developed under the new accounting standard likely will provide new challenges during implementation.

1
A combination of factors in the housing and mortgage markets, including rising delinquency
and default rates on subprime mortgages and declining home prices, has led to increases in actual
and expected credit losses for residential mortgage-backed securities and mortgage loans. In early
2007, the credit markets began reacting to these changing factors and the prices of many securities
backed by subprime mortgages began to decline. Lower volumes of transactions in certain types of
collateralized securities might make it more difficult to obtain relevant market information to estimate
the fair value of these financial instruments.
2
In September 2006, the Financial Accounting Standards Board (FASB) issued SFAS 157, which
is effective for financial statements issued for fiscal years beginning after November 15, 2007 and
interim periods within those fiscal years. This standard, which some companies early-adopted, defines
fair value, establishes a framework for measuring fair value, and expands disclosures. On November
14, 2007, the FASB voted to expose for comment a one year deferral for the implementation of SFAS
157 for certain nonrecurring, nonfinancial assets and liabilities. See FASB web site at www.fasb.org.
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Therefore, the practice alert describes the applicable accounting pronouncements in these areas and provides direction, in accordance with the auditing
standards, for evaluating the application of GAAP.3
The practice alert also discusses the auditor's responsibilities, under the existing auditing standards, when using the work of specialists. The alert provides some considerations for the auditor in determining whether a specialist
is needed and highlights the requirement that the auditor should evaluate assumptions used in fair value measurements developed by a company's specialist
in accordance with the PCAOB standard on auditing fair value measurements.
It also highlights the auditor's responsibility to evaluate the appropriateness
of using the specialist's work for the purpose of financial statements prepared
in conformity with GAAP.
The practice alert is organized into four sections—
Auditing fair value measurements;
Classification within the fair value hierarchy under SFAS 157;
Using the work of specialists; and
Use of a pricing service.

•
•
•
•

Auditing Fair Value Measurements
AU sec. 328, Auditing Fair Value Measurements and Disclosures, applies to
auditing fair value measurements and disclosures in financial statements.4
Among other things, AU sec. 328 states that the auditor should evaluate
whether the fair value measurements and disclosures in the financial statements are in conformity with GAAP. In general, for companies that had not
adopted SFAS 157 before its mandatory effective date, GAAP in effect throughout 2007 provides that—
Fair value is the amount at which an asset or liability could be
bought or sold in a current transaction between willing parties,
that is, other than a forced or liquidation sale;5
Quoted market prices in active markets are the best evidence of
fair value and should be used as the basis for the measurement,
if available;6
The estimate of fair value should consider prices for similar assets;7 and

•
•
•

3
In order to provide guidance to auditors on auditing fair value measurements, this practice alert
necessarily describes GAAP used by public companies to measure fair value. The Board, however, has
no authority to prescribe the form or content of an issuer's financial statements. That authority, and the
authority to make binding determinations concerning an issuer's compliance with GAAP, rests with
the Securities and Exchange Commission. Accordingly, while this staff audit practice alert describes
applicable GAAP, it should not be understood as establishing or interpreting GAAP.
4
AU secs. 342, Auditing Accounting Estimates, and 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, also are related to auditing fair value.
5
See SFAS 115, Accounting for Certain Investments in Debt and Equity Securities, paragraph
137; SFAS 133, Accounting for Derivatives and Hedging Activities, paragraph 540; and SFAS 140,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities,
paragraph 69.
6
Ibid. Also, in paragraph 58 of SFAS 107, Disclosures about Fair Value of Financial Assets the
FASB Board reiterated its belief that quoted prices, even from thin markets, provide useful information
because investors and creditors regularly rely on those prices to make their decisions.
7
See SFAS 115, Accounting for Certain Investments in Debt and Equity Securities, paragraph
137; SFAS 133, Accounting for Derivatives and Hedging Activities, paragraph 540; and paragraph
69 of SFAS 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities.
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Valuation techniques should incorporate assumptions that market
participants would use in their estimates of value.8

In addition, AICPA Statement of Position (SOP) 94-6, Disclosure of Certain
Significant Risks and Uncertainties, requires certain disclosures, in addition
to those required by other accounting standards, about estimates when certain
information is known prior to the issuance of financial statements.9
SFAS 157 incorporates concepts similar to those in SFASs 115, Accounting for
Certain Investments in Debt and Equity Securities, 133, Accounting for Derivatives and Hedging Activities, and 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities. SFAS 157 defines fair
value as the price that would be received to sell an asset or paid to transfer a
liability in an orderly transaction between market participants at the measurement date. However, it also introduces concepts such as the principal and most
advantageous markets and the fair value hierarchy of inputs (further discussed
in this alert).10
In planning and performing procedures in response to the risk associated with
fair value measurements, the auditor should obtain an understanding of the
company's process for determining fair value measurements and disclosures,
including relevant controls.11 In addition, the auditor should, among other
things—

•

Evaluate whether management's assumptions are reasonable and
reflect, or are not inconsistent with, market information.12 For
example, the fact that transaction volume in a particular market
is lower than in previous periods may not necessarily support an
assumption that transactions in that market constituted forced or
distressed sales.

•

If management relies on historical financial information in the
development of an assumption, consider the extent to which such
reliance is justified. However, historical information might not be
representative of future conditions or events.13 For example, an
auditor should evaluate whether a company's use of historical default rates, in an environment in which default rates are increasing, is justified.

•

Evaluate whether the company's method for determining fair
value measurements is applied consistently and if so, whether
the consistency is appropriate considering possible changes in the
environment or circumstances affecting the company.14 For example, the relative weightings in a company's model may not be
reasonable in situations where there has been a change in market conditions. In such cases, auditors should consider whether
compliance with applicable accounting standards might require a
change in the model.

8

Ibid.
See SOP 94-6, paragraph .13.
10
See SFAS 157, paragraphs 8, 22, and 23.
11
See AU sec. 328.09.
12
See AU sec. 328.26.
13
See AU sec. 328.37.
14
See AU sec. 328.19. Also, under SFAS 157, paragraph 20, a change in valuation technique
or its application, is appropriate if the change results in a measurement that is equally or more
representative of fair value in the circumstances.
9
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Inputs based on a company's own data may be more susceptible to preparer
bias because they may not be based on observable market inputs.15 In such
cases, the auditor should be aware of the increased risk of management bias
and address the related risk of material misstatement.16

Classification Within the Fair Value Hierarchy
Under SFAS 157
Under SFAS 157, a company must determine the appropriate level in the fair
value hierarchy for each fair value measurement. The fair value hierarchy in
SFAS 157 prioritizes the inputs, which refer broadly to assumptions market
participants would use in pricing an asset or liability, into three levels. It gives
the highest priority to quoted prices (unadjusted) in active markets for identical
assets or liabilities and the lowest priority to unobservable inputs.17 The level in
the fair value hierarchy within which a fair value measurement in its entirety
falls is determined based on the lowest level input that is significant to the fair
value measurement in its entirety.

•

Level 1 inputs are quoted prices (unadjusted) in active markets
for identical assets or liabilities that the reporting entity has the
ability to access at the measurement date.

•

Level 2 inputs are inputs other than quoted prices within Level
1 that are observable for the asset or liability, either directly or
indirectly. A significant adjustment to a Level 2 input could result
in the Level 2 measurement becoming a Level 3 measurement.

•

Level 3 inputs are unobservable inputs for the asset or liability.18

Because there are different consequences associated with each of the three levels of the hierarchy, the auditor should be alert for circumstances in which
the company may have an incentive to inappropriately classify fair value measurements within the hierarchy. For example, an asset or liability with Level
1 inputs generally must be measured using unadjusted quoted prices in an active market, while an asset or liability with Level 2 inputs is measured using
observable market inputs other than quoted prices included in Level 1. Accordingly, a Level 2 measurement might allow for more discretion or judgment on
the part of management than a Level 1 measurement. As another example, the
required disclosures associated with Level 3 measurements are more extensive
than those associated with Level 1 and Level 2 measurements.

15
See AU sec. 316, Consideration of Fraud in a Financial Statement Audit. Paragraph .39 notes
that certain accounts, classes of transactions, and assertions may have high inherent risk due to a
high degree of management judgment and subjectivity. They also may represent fraud risks because
they are susceptible to management manipulation.
16
AU sec 312, Audit Risk and Materiality in Conducting an Audit, paragraph .36, provides that
the risk of material misstatement is generally greater when account balances include estimates because of the inherent subjectivity in estimating future events.
17
See SFAS 157, paragraph 21. Observable inputs are inputs that reflect the assumptions market
participants would use in pricing the asset or liability developed based on market data obtained from
sources independent of the reporting entity. Unobservable inputs are those that reflect the reporting
entity's own assumptions about the assumptions market participants would use in pricing the asset
or liability developed based on the best information available in the circumstances.
18
See SFAS 157, paragraphs 22–32.
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The auditor's opinion is based on, among other things, his or her judgment as to
whether the financial statements and related notes are informative of matters
that may affect their use, understanding, and interpretation.19 In evaluating
whether a company's disclosures are complete, accurate, and in conformity with
SFAS 157, the auditor should be aware that a financial statement disclosure
that is not in accordance with GAAP could be a misstatement of the financial
statements.20

Using the Work of Specialists
Management and auditors frequently use the work of a specialist in preparing and auditing financial statements containing complex fair value measurements.
AU sec. 328 states that the auditor should consider whether to engage a specialist and use the work of that specialist as evidential matter in performing
substantive tests to evaluate material financial statement assertions.21 As part
of the consideration, the auditor should evaluate whether he or she has the necessary skill and knowledge to plan and perform audit procedures related to the
fair value measurement. Factors to consider include—

•
•
•

Significant use of unobservable inputs;
Complexity of the valuation technique; and
Materiality of the fair value measurement.

AU sec. 336, Using the Work of a Specialist, provides direction that applies when
the auditor uses the work of a specialist, whether the specialist is engaged by
the company or the auditor. It states that the auditor should (a) obtain an understanding of the methods and assumptions used by the specialist, (b) make
appropriate tests of data provided to the specialist, and (c) evaluate whether
the specialist's findings support the related assertions in the financial statements.22 In obtaining an understanding of the specialist's methods, the auditor
should consider whether the method will result in a measurement that is in
conformity with the applicable accounting standards.23 In addition, the auditor
should evaluate, in accordance with AU sec. 328, the assumptions developed by
a specialist engaged or employed by management.24
Additionally, the auditor should evaluate the specialist's qualifications, including the specialist's experience in the type of work under consideration, and
obtain an understanding of the work performed by the specialist, including the
appropriateness of using the specialist's work for the intended purpose.25 In the
context of this practice alert, the intended purpose of the specialist's work is
the valuation of assets and liabilities for use in financial statements prepared
in conformity with GAAP.

19
See AU sec. 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, paragraph .04.
20
See AU sec. 9312, Audit Risk and Materiality in Conducting an Audit: Auditing Interpretations
of Section 312, paragraphs .01 and .02.
21
See AU sec. 328.20.
22
See AU sec. 336.12.
23
See AU secs. 328.03 and 336.09.
24
AU sec. 328 provides that management's assumptions used in fair value measurements or
disclosures include assumptions developed by a specialist engaged or employed by management. See
AU sec. 328.05, footnote 2.
25
See AU sec. 336.08–.09.
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Use of a Pricing Service
If a company uses a pricing service for its fair value measurements, the auditor
should determine the nature of the information provided by the pricing service.
For example, the auditor should understand whether the fair value measurement was determined using quoted prices from an active market, observable
inputs (such as prices for similar assets), or fair value measurements based on
a model, and adjust his or her audit procedures based on the nature of the information provided by the pricing service.26 In addition, if the price is not based
on quoted prices from an active market or observable inputs (such as prices for
similar assets), the auditor should obtain an understanding of the model and
evaluate whether the assumptions are reasonable.27
There are additional factors for the auditor to consider under SFAS 157. For
example, under SFAS 157, a fair value measurement assumes that the transaction occurs in the principal market for the asset or liability or, in the absence
of a principal market, the most advantageous market. The principal market is
one in which the reporting entity would sell the asset or transfer the liability
with the greatest volume and level of activity. If there is a principal market, under SFAS 157, the fair value measurement represents the price in that market
even if the price in a different market is potentially more advantageous.28
Under SFAS 157, when a company uses a pricing service, the auditor should
evaluate whether the assumptions used by the pricing service reflect the price
to sell the asset or paid to transfer the liability in the principal market (or most
advantageous market if the company has no principal market) of the company.
If the pricing service valuation is based on actual trades or quotes, the auditor
should evaluate whether those traded or quoted prices would be available to
the company in the company's principal market (or most advantageous market,
if the company has no principal market). For example, a pricing service might
provide an amount for which a large financial institution could sell the financial
instrument. However, a company that owns that financial instrument might
not be able to transact in the same market as a large financial institution. If
the price available to a large financial institution would not be available to the
company, then that price may not be an appropriate measure of fair value under
SFAS 157.

Contact Information
Inquiries concerning this Staff Practice Alert may be directed to—
Thomas Ray, Chief Auditor and Director of Professional Standards, 202-20729112, rayt@pcaobus.org
Martin Baumann, Director, Office of Research and Analysis, 202-207-9192,
baumannm@pcaobus.org
Greg Fletcher, Associate Chief Auditor, 202-207-9203, fletcherg@pcaobus.org

26
The evaluation of pricing information also is applicable to fair value measurements that a
company obtains from other third parties.
27
See AU secs. 328.05 and 336.12. In addition, see AU sec. 332.39.
28
See FASB Statement 157, paragraph 8.
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.03 Staff Audit Practice Alert No. 3

Audit Considerations in the Current
Economic Environment
December 5, 2008
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Audit Practice Alerts
are not rules of the Board and do not reflect any Board determination or
judgment about the conduct of any particular firm, auditor, or any other
person.
Recent events in the financial markets and the current economic environment
may affect companies' operations and financial reporting and, in turn, may
have implications for audits of financial statements and internal control over
financial reporting. Audit risks that may have been identified previously may
become more significant or new risks may exist due to current events (e.g. those
affecting the economy, credit and liquidity). Among other things, the current
uncertainties in the market and economy may create questions about the valuation, impairment, or recoverability of certain assets and the completeness or
valuation of certain liabilities reflected in financial statements.
The purpose of this staff audit practice alert is to assist auditors in identifying
matters related to the current economic environment that might affect audit
risk and require additional emphasis. While the alert highlights certain areas,
it is not intended to identify all areas that might affect audit risk in the current
economic environment or serve as a substitute for the relevant auditing standards. All audits of issuers must be conducted in accordance with the standards
of the PCAOB.
The practice alert is organized into six sections—

•
•
•
•
•

Overall audit considerations;

•

Additional audit considerations for selected financial reporting
areas.

Auditing fair value measurements;
Auditing accounting estimates;
Auditing the adequacy of disclosures;
Auditor's consideration of a company's ability to continue as a going concern; and

In order to provide guidance to auditors on audit considerations in the current economic environment, this practice alert necessarily describes generally
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accepted accounting principles ("GAAP") used by public companies in various
areas. The Board, however, has no authority to prescribe the form or content
of an issuer's financial statements. That authority, and the authority to make
binding determinations concerning an issuer's compliance with GAAP, rests
with the U.S. Securities and Exchange Commission ("SEC"). Accordingly, while
this staff audit practice alert describes applicable GAAP, it should not be understood as establishing or interpreting GAAP.

Overall Audit Considerations
The following section describes overall audit considerations related to planning,
fraud, internal controls, substantive procedures, and communications with audit committees that may be affected by recent events in the financial markets
and current economic conditions.

Planning considerations
The effects of current economic conditions on a company's operations and financial reporting may affect audit planning. In planning the audit, the auditor
should consider, among other things, matters affecting the industry in which
the company operates, including the economic conditions.1
As the audit progresses, changed conditions may make it necessary to modify
planned audit procedures.2 Accordingly, the auditor may need to reassess audit
risks and update his or her understanding of how current economic conditions
may affect the company's financial reporting. Knowledge of these effects helps
the auditor in—

•
•

Identifying areas that may need special consideration;

•

Evaluating the reasonableness of estimates, such as valuation of
inventories, depreciation, allowances for doubtful accounts, and
percentage of completion of long-term contracts;

•
•

Evaluating the reasonableness of management representations;

Assessing conditions under which accounting data are produced,
processed, reviewed, and accumulated within the company;

Making judgments about the appropriateness of the accounting
principles applied and the adequacy of disclosures.3

Whenever the auditor has concluded that there is significant risk of material
misstatement of the financial statements, the auditor should consider this conclusion in determining the nature, timing, or extent of procedures; assigning
staff; or requiring appropriate levels of supervision.4 Higher risk may cause the
auditor to expand the extent of procedures applied, apply procedures closer to
or as of year end, particularly in critical audit areas, or modify the nature of
procedures to obtain more persuasive evidence.5

1
Paragraphs .03 and .07 of AU sec. 311, Planning and Supervision, and paragraph 9 of PCAOB
Auditing Standard No. 5 ("AS No. 5"), An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
2
AU sec. 311.05.
3
AU sec. 311.06.
4
Paragraph .17 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit.
5
Ibid.
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In an audit of internal control over financial reporting, a direct relationship
exists between the degree of risk that a material weakness could exist in a
particular area of the company's internal control over financial reporting and
the amount of audit attention that should be devoted to that area.6

Fraud risk considerations
The current economic environment may also trigger certain risk factors that
may affect the risk of misstatement due to fraudulent financial reporting. Examples of risk factors include—

•

Incentives and pressures
— Financial stability or profitability is threatened by economic,
industry, or company operating conditions;
— Excessive pressure exists for management to meet the requirements or expectations of third parties;
— Information available indicates management or the board of
directors' personal financial situation is threatened by the company's financial performance;
— Excessive pressure is placed on management or operating personnel to meet financial targets set up by the board of directors
or management, including sales or profitability incentive goals;

•

Opportunities
— The nature of the industry or the company's operations provides opportunities to engage in fraudulent financial reporting;
— There is ineffective monitoring of management;
— There is a complex or unstable organizational structure;
— Internal control components are deficient.7

The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud.8 As part of the understanding of internal control sufficient to plan the audit, the auditor should evaluate
whether entity programs and controls that address identified risks of material
misstatement due to fraud have been suitably designed and placed in operation.9 Also, the auditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition.10 The auditor responds to risks of material misstatement due to fraud in the following three
ways—

•

A response that has an overall effect on how the audit is
conducted—that is, a response involving more general considerations apart from the specific procedures otherwise planned.11

6

AS No. 5, paragraph 11.
Paragraph .85A.2 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
8
Paragraph .02 of AU sec. 110, Responsibilities and Functions of the Independent Auditor.
9
AU sec. 316.44.
10
AU sec. 316.41.
11
AU sec. 316.48.
7
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For example, the knowledge, skill, and ability of personnel assigned significant engagement responsibilities should be commensurate with the auditor's assessment of the risks of material
misstatement due to fraud for the engagement.12 The auditor also
should consider management's selection and application of significant accounting principles, particularly those related to subjective
measurements and complex transactions.13 Further, the auditor
should incorporate an element of unpredictability in the selection
from year to year of auditing procedures to be performed.14

•

A response to identified risks involving the nature, timing, and
extent of the auditing procedures to be performed.15 For example,
the auditing procedures performed in response to identified risks
of material misstatement due to fraud should vary depending upon
the types of risks identified and the account balances, classes of
transactions, and related assertions that may be affected.16 Such
procedures may involve both substantive tests and tests of the
operating effectiveness of the company's programs and controls.17

•

A response involving the performance of certain procedures to further address the risk of material misstatement due to fraud involving management override of controls, given the unpredictable
ways in which Audit Considerations in the such override could
occur.18 For example, the auditor should examine journal entries
and other adjustments for evidence of possible material misstatement due to fraud.19 The auditor also should review accounting
estimates for biases that could result in material misstatement
due to fraud,20 and evaluate the business rationale for significant
unusual transactions.21

The auditor's assessment of the risks of material misstatement due to fraud
should be ongoing throughout the audit.22
In an audit of internal control over financial reporting, the risk that a company's
internal control over financial reporting will fail to prevent or detect misstatement caused by fraud usually is higher than the risk of failure to prevent or
detect error.23

Internal control considerations
The current environment may increase audit risk and thus require additional auditor attention regarding the effective operation of internal controls.
Areas in which additional attention may be required include the company's

12
13
14
15
16
17
18
19
20
21
22
23

AU sec. 316.50.
Ibid.
Ibid.
AU sec. 316.48.
AU sec. 316. 51.
Ibid.
AU sec. 316.48.
AU sec. 316.58.
AU sec. 316.63.
AU sec. 316.66.
AU sec. 316.68.
AS No. 5, paragraph 11.
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entity-level controls, such as, among other things, controls related to the control
environment, and the company's risk assessment process. Additional attention
also may be warranted on the controls related to certain significant accounts
and disclosures and their relevant assertions, such as controls over the development of inputs and assumptions for the valuation of significant assets and
liabilities; controls over the identification and review of assets for recoverability
or impairment; and controls over the company's use of external specialists (for
example, valuation or actuarial specialists) who assist in the determination of
recorded amounts of certain assets or liabilities. In addition, some companies
are responding to the current economic conditions by eliminating jobs. The loss
of employees integral to the operation of internal controls may increase the
risk of deficiencies in internal control over financial reporting because of, for
example, lack of segregation of duties or lack of effective monitoring controls.
In an audit of internal control over financial reporting, the auditor also should
evaluate whether the company's controls sufficiently address the identified
risks of material misstatement due to fraud24 and controls intended to address
the risk of management override of controls.25 Controls that might address
these risks include—

•

Controls over significant, unusual transactions, particularly those
that result in late or unusual journal entries;

•

Controls over journal entries and adjustments made in the periodend financial reporting process;

•
•
•

Controls over related party transactions;
Controls related to significant management estimates; and
Controls that mitigate incentives for, and pressures on, management to falsify or inappropriately manage financial results.26

Effect on substantive procedures
Because the current environment may increase inherent and control risks, the
auditor might need to modify his or her planned substantive procedures or perform additional substantive procedures in order to reduce the level of detection
risk to an acceptable level to support his or her opinion on the financial statements. Examples of modifications of planned substantive procedure include the
following—

•

Changing the nature of substantive tests from a less effective to a
more effective procedure, such as using tests directed toward independent parties outside the company rather than tests directed
toward parties or documentation within the company;

•

Changing the timing of substantive tests, such as performing them
at year end rather than at an interim date; and

•

Changing the extent of substantive tests, such as using a larger
sample size.27

24

AS No. 5, paragraph 14.
AS No. 5, paragraph 14. AU secs. 316.57 to .67 describe procedures that should be performed
to address the risk of management override of controls.
26
AS No. 5, paragraph 14.
27
Paragraph .82 of AU sec. 319, Consideration of Internal Control in a Financial Statement Audit.
25
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Communications with audit committees
The auditor has a responsibility to communicate certain matters related to the
conduct of the audit to the audit committee.28 Some of the required communications that may be affected by current economic conditions include discussions
about accounting estimates as well as the company's accounting principles.
With respect to accounting estimates, the auditor should determine that the
audit committee is informed about the process used by management in formulating particularly sensitive accounting estimates and about the basis for the
auditor's conclusions regarding the reasonableness of those estimates.29 The
auditor should discuss with the audit committee the auditor's judgments about
the quality, not just the acceptability, of the company's accounting principles as
applied in its financial reporting.30 The discussion should include such matters
as the consistency of the company's accounting policies and their application,
and the clarity and completeness of the company's financial statements, which
include related disclosures.31 The discussion also should include items that have
a significant impact on the representational faithfulness, verifiability, and neutrality of the accounting information included in the financial statements.32
Examples of items that may have such an effect include the following—

•
•
•
•

Selection of new or changes to accounting policies;
Estimates, judgments, and uncertainties;
Unusual transactions; and
Accounting policies relating to significant financial statement
items, including the timing of transactions and the period in which
they are recorded.33

While these and other communications are directed to the audit committee,
the auditor is not precluded from communicating with management or other
individuals within the company, who may, in the auditor's judgment, benefit
from the communications.34

Auditing Fair Value Measurements
Certain kinds of investments such as auction rate securities, commercial paper, mortgage-backed or other asset-backed securities, alternative investments
(such as hedge funds, private equity investments, funds of funds, etc.), collateralized debt obligations and other investments may present complexities in
valuation because of the current conditions in the financial markets. Accordingly, difficulties surrounding the measurement of fair value and the adequacy
of related disclosures have come under increased focus over the past year.
Statement of Financial Accounting Standard ("SFAS") No. 157, Fair Value Measurements,35 establishes a framework for measuring fair values for financial
28

Paragraph .01 of AU sec. 380, Communication With Audit Committees.
AU sec. 380.08.
30
AU sec. 380.11.
31
Ibid.
32
Ibid.
33
Ibid.
34
AU sec. 380.02.
35
In September 2006, the Financial Accounting Standards Board ("FASB") issued Statement of
Financial Accounting Standard ("SFAS") No. 157, Fair Value Measurements, which is effective for
financial statements issued for fiscal years beginning after November 15, 2007 and interim periods
29
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reporting purposes and expands disclosures about those measurements. On
September 30, 2008, the SEC's Office of the Chief Accountant and the Financial Accounting Standards Board ("FASB") staff issued Clarifications on Fair
Value Accounting acknowledging that "the current environment has made questions surrounding the determination of fair value particularly challenging for
preparers, auditors and users of financial information."36 On October 10, 2008,
the FASB issued Staff Position ("FSP") No. FAS 157-3, Determining the Fair
Value of a Financial Asset When the Market for That Asset Is Not Active, which
provides application guidance regarding—

•

How the company's own assumptions (that is, expected cash flows
and appropriately risk-adjusted discount rates) should be considered when measuring fair value when relevant observable inputs
do not exist;

•

How available observable inputs in a market that is not active
should be considered when measuring fair value; and

•

How the use of market quotes (for example, broker quotes or pricing services for the same or similar financial assets) should be
considered when assessing the relevance of observable and unobservable inputs available to measure fair value.37

The following matters may be particularly important for auditors in considering
fair value accounting estimates—

•

The extent to which fair value accounting applies to various accounts;

•
•

The choice and complexity of valuation techniques and models;

•

The availability, or lack thereof, of information or evidence and its
reliability; and

•

The extent of disclosure in the financial statements about measurement methods and uncertainty.

Judgments concerning significant assumptions that may be used
by others such as specialists employed or engaged by the company
or the auditor;

PCAOB Staff Audit Practice Alert No. 2 ("Practice Alert No. 2"), Matters Related
to Auditing Fair Value Measurements of Financial Instruments and the Use of
Specialists, remains relevant in the current environment and reminds auditors
of their responsibilities with regard to—

•
•
•
•

Auditing fair value measurements,
Classification within the fair value hierarchy under SFAS 157,
Using the work of specialists, and
Use of a pricing service.38

within those fiscal years. The FASB deferred the implementation of SFAS No. 157 for certain nonrecurring, nonfinancial assets and liabilities for financial statements issued for fiscal years beginning
after November 15, 2008 and interim periods within those fiscal years.
36
See http://www.sec.gov/news/press/2008/2008-234.htm.
37
Paragraph 5 of FASB Staff Position ("FSP") No. FAS 157-3, Determining the Fair Value of a
Financial Asset When the Market for That Asset Is Not Active.
38
PCAOB Staff Audit Practice Alert No. 2, Matters Related to Auditing Fair Value Measurements
of Financial Instruments and the Use of Specialists (December 10, 2007).
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In discussing the auditor's responsibilities for auditing fair value measurements, Practice Alert No. 2 refers the auditor to AU sec. 328, Auditing Fair
Value Measurements and Disclosures, AU sec. 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, AU sec. 336, Using
the Work of a Specialist, and AU sec. 342, Auditing Accounting Estimates.

Auditing Accounting Estimates
Accounting estimates measure the effects of past business transactions or
events, or the present status of an asset or liability.39 Examples of accounting
estimates include net realizable value of inventories, allowance for uncollectible
accounts receivable, valuation allowance for deferred tax assets, actuarial assumptions in pension and other postretirement benefit costs, the impairment
analysis and estimated useful lives of long-lived assets, restructuring accruals,
and assumptions used in option pricing models for share-based payments.40 In
auditing accounting estimates, the auditor normally should consider, among
other things, the company's historical experience in making past estimates as
well as the auditor's experience in the industry.41 However, changes in facts, circumstances, or a company's procedures may cause factors different from those
considered in the past to become significant to the accounting estimate.42 The
significance of the recent changes in the economy and the financial markets
increases the likelihood that this will be the case.
The auditor is responsible for evaluating the reasonableness of accounting estimates made by management in the context of the financial statements taken as
a whole.43 In evaluating the reasonableness of accounting estimates, the auditor
should obtain an understanding of how management developed the estimate.44
Based on that understanding, the auditor should use one or a combination of
the following approaches—

•

Review and test the process used by management to develop the
estimate;

•

Develop an independent expectation of the estimate to corroborate
the reasonableness of management's estimate;

•

Review subsequent events or transactions occurring prior to the
date of the auditor's report.45

The work that the auditor performs as part of the audit of internal control over
financial reporting should necessarily inform the auditor's decisions about the
approach he or she takes to auditing an estimate because, as part of the audit of
internal control over financial reporting, the auditor would be required to obtain
an understanding of the process management used to develop the estimate and
to test controls over all relevant assertions related to the estimate.46
In evaluating the reasonableness of an estimate, the auditor normally concentrates on key factors and assumptions that are—

39
40
41
42
43
44
45
46

Paragraph .02 of AU sec. 342, Auditing Accounting Estimates.
See AU sec. 342.16 for other examples of accounting estimates.
AU sec. 342.09.
Ibid.
AU sec. 342.04.
AU sec. 342.10.
Ibid.
Ibid.
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•
•
•
•

Significant to the accounting estimate;
Sensitive to variations;
Deviations from historical patterns;
Subjective and susceptible to misstatement and bias.47

When assessing audit differences between estimates best supported by the audit evidence and the estimates included in the financial statements, the auditor
should consider whether such differences, even if they are individually reasonable, indicate a possible bias on the part of the company's management, in
which case the audit or should reconsider the estimates taken as a whole.48
As part of the audit, the auditor also should perform a retrospective review
of significant accounting estimates reflected in the financial statements of the
prior year to determine whether management judgments and assumptions relating to the estimates indicate a possible bias on the part of management.49
With the benefit of hindsight, a retrospective review should provide the auditor
with additional information about whether there may be a possible bias on the
part of management in making the current year estimates.50

Auditing the Adequacy of Disclosures
The current economic environment may increase the risks regarding the adequacy of disclosures, including the disclosures surrounding a company's risks
and uncertainties, which in turn may warrant additional auditor attention.
The American Institute of Certified Public Accountants' Statement of Position
94-6 ("SOP 94-6"), Disclosure of Certain Significant Risks and Uncertainties,
focuses on disclosures about risks and uncertainties, that in the near term
(considered to be within one year from the date of the financial statements),
could affect the amounts reported in the financial statements or the functioning
of the reporting company.51 SOP 94-6 provides that companies should make
disclosures in their financial statements about the risks and uncertainties in
the following areas—

•
•
•
•

Nature of operations;
Use of estimates in the preparation of financial statements;
Certain significant estimates;
Current vulnerability due to certain concentrations.52

The presentation of financial statements in conformity with GAAP includes adequate disclosure of material matters, related to the form, arrangement, and
content of the financial statements and their appended notes.53 The auditor
considers whether a particular matter should be disclosed in light of the circumstances and facts of which he or she is aware at the time.54 If management omits
47

AU sec. 342.09.
AU sec. 316.63.
49
AU sec. 316.64.
50
Ibid.
51
Paragraph .02 of American Institute of Certified Public Accountants' Statement of Position 946 ("SOP 94-6"), Disclosure of Certain Significant Risks and Uncertainties. Paragraph .07 of SOP 94-6
defines near term as a period of time not to exceed one year from the date of the financial statements.
52
SOP 94-6, paragraph .08.
53
Paragraph .02 of AU sec. 431, Adequacy of Disclosure in Financial Statements.
54
Ibid.
48
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from the financial statements, including the accompanying notes, information
that is required by GAAP, the auditor should express a qualified or adverse
opinion and should provide the information in his or her report, if practicable,
unless its omission from the auditor's report is recognized as appropriate by a
specific PCAOB auditing standard.55
With respect to other information included in documents containing the financial statements, the auditor should read the other information and consider
whether such information, or the manner of its presentation, is materially inconsistent with information, or the manner of its presentation, appearing in the
financial statements.56 For instance, the section on management's discussion
and analysis of financial condition and results of operations in Form 10-K requires discussion of liquidity, capital resources, results of operations, off-balance
sheet arrangements and contractual obligations.57 In addition, the section on
controls and procedures of the Form 10-K requires discussion of management's
responsibility for internal control over financial reporting and changes in internal control over financial reporting.58 If the information in these disclosures
is materially inconsistent with the financial statements, the auditor should
determine whether the financial statements, the audit report, or both require
revision.59

Auditor’s Consideration of a Company’s Ability
to Continue as a Going Concern
In the current economic environment, some companies may face challenges in
their ability to continue operating as a going concern. For instance, sources
of liquidity may be strained because of reduced availability of lines/letters of
credit from financial institutions or because of a violation of a debt covenant
or other covenant. Additionally, companies may encounter limited access to
the commercial paper markets, a decrease in valuation of collateral, difficulty
restructuring loans, and delays in payment from customers.
The auditor has a responsibility to evaluate whether there is a substantial
doubt about the company's ability to continue as a going concern for a reasonable
period of time, not to exceed one year beyond the date of the financial statements
being audited.60 The auditor's evaluation is based on his or her knowledge of
relevant conditions and events that exist at or have occurred prior to the date
of the auditor's report.61
The auditor's evaluation includes considering whether the results obtained in
planning, performing, and completing the audit identify conditions and events
that, when considered in the aggregate, indicate there could be a substantial
doubt about the company's ability to continue as a going concern for a reasonable
period of time.62 It may be necessary to obtain additional information about such

55

AU sec. 431.03.
Paragraph .04 of AU sec. 550, Other Information in Documents Containing Audited Financial
Statements.
57
Regulation S-K, Item 303, Management's Discussion and Analysis of Financial Condition and
Results of Operations.
58
Regulation S-K, Items 308 and 308T, Internal Control Over Financial Reporting.
59
AU sec. 550.04.
60
Paragraph .02 of AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as
a Going Concern.
61
Ibid.
62
AU sec. 341.03a.
56
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conditions and events, as well as the appropriate evidential matter to support
information that mitigates the auditor's doubt.63 Conditions or events that,
when considered in the aggregate, indicate there could be substantial doubt
about the company's ability to continue as a going concern for a reasonable
period of time include—

•

Negative trends—for example, recurring operating losses, working
capital deficiencies, negative cash flows from operating activities,
adverse key financial ratios;

•

Other indications of possible financial difficulties—for example,
default on loan or similar agreements, arrearages in dividends,
denial of usual trade credit from suppliers, restructuring of debt,
noncompliance with statutory capital requirements, need to seek
new sources or methods of financing or to dispose of substantial
assets;

•

Internal matters—for example, work stoppages or other labor difficulties, substantial dependence on the success of a particular
project, uneconomic long-term commitments, need to significantly
revise operations;

•

External matters that have occurred—for example, legal proceedings, legislation, or similar matters that might jeopardize a company's ability to operate; loss of a key franchise, license, or patent;
loss of a principal customer or supplier; uninsured or underinsured
catastrophe such as a drought, earthquake, or flood.64

If the auditor believes there is substantial doubt about the company's ability to
continue as a going concern for a reasonable period of time, the auditor should
obtain information about management's plans that are intended to mitigate the
effect of such conditions or events, and assess the likelihood that such plans can
be effectively implemented.65 The auditor's considerations relating to management plans may include the following—

•
•
•
•

Plans to dispose of assets;
Plans to borrow money or restructure debt;
Plans to reduce or delay expenditures;
Plans to increase ownership equity.66

Such considerations also may include the effect of federal assistance or participation in a federal program.
If, after considering identified conditions and events and management's plans,
the auditor concludes there is substantial doubt, he or she should consider the
possible effects on the financial statements and the adequacy of disclosure about
the company's inability to continue as a going concern for a reasonable period
of time, and include an explanatory paragraph in the audit report to reflect
this conclusion.67 If the auditor concludes that substantial doubt is alleviated,
the auditor should consider the need for disclosure of the principal conditions

63
64
65
66
67

Ibid.
AU sec. 341.06.
AU sec. 341.03b.
AU sec. 341.07.
AU secs. 341.10 and 341.12.
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and events that initially caused the auditor to believe there was substantial
doubt.68

Additional Audit Considerations for Selected Financial
Reporting Areas
The following discussion provides auditors with information on selected financial reporting areas that may be affected by the current economic environment.
The auditor should give consideration to elevated risks related to the current
economic environment and adjust his or her audit procedures as appropriate.
This list is not intended to be all inclusive.

•
•
•
•
•
•
•
•
•
•
•
•
•
•

Consolidation
Contingencies and guarantees
Credit derivatives
Debt obligations
Deferred tax assets
Derivatives (other than credit derivatives)
Goodwill, intangible assets and other long-lived assets
Inventory
Other-than-temporary impairment
Pension and other postretirement benefits
Receivables
Restructuring
Revenue recognition
Share-based payments

Consolidation
As a result of the economic environment, some companies have provided financial support or guarantees, or have taken other actions that may cause them
to have a variable interest in an entity or to have increased their exposure to
the entity, and, therefore, cause them to consider or reconsider whether the
entity is a variable interest entity and if so whether they are its primary beneficiary.69 Such commitments to provide financial support or guarantees might
be found in various contractual arrangements, such as leasing arrangements,
supply contracts, service contracts or derivative contracts.
FASB Interpretation ("FIN") No. 46(R) (as amended), Consolidation of Variable
Interest Entities—an interpretation of ARB No. 51, addresses consolidation by
the primary beneficiary of variable interest entities. On November 21, 2008,
the FASB announced plans to issue final FSP FAS 140-4 and FIN 46(R)-8, Disclosures about Transfers of Financial Assets and Interests in Variable Interest
Entities, by December 15, 2008, which will increase disclosure requirements for
public companies for reporting periods that end after December 15, 2008.70
68

AU sec. 341.11.
Paragraphs 7 and 15 of FASB Interpretation ("FIN") No. 46(R) (as amended), Consolidation of
Variable Interest Entities—an interpretation of ARB No. 51.
70
See http://www.fasb.org/news/nr112108.shtml.
69
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Contingencies and guarantees
Recent events in the credit markets may expose companies to additional contingencies and guarantees, which could increase the risk of unidentified or
undisclosed contingencies related to, for example—

•
•
•
•

Pending or threatened litigation;

•
•
•

Violations of laws and regulations;

Asserted or unasserted claims and assessments;
Guarantees of indebtedness of others;
Guarantees to repurchase receivables or property previously sold
or otherwise assigned;
Guarantees of contractual performance of others; and
Outstanding purchase commitments at prices in excess of market
values.

The audit normally includes procedures that might identify litigation, claims,
and assessments, among other things.71 Examples of such procedures include
the following—

•

Reading minutes of meetings of stockholders, directors, and appropriate committees held during and subsequent to the period
being audited;

•

Reading contracts, loan agreements, leases, and correspondence
from taxing or other governmental agencies, and similar documents;

•

Obtaining information concerning guarantees from bank confirmation forms;

•

Inspecting other documents for possible guarantees by the client.72

Credit derivatives
The downturn in the credit markets can have a significant effect on the fair
value of a company's credit derivatives. A credit derivative is a derivative instrument whose value derives from the credit risk on an underlying bond, loan
or financial asset. The credit risk is on an entity other than the counterparty
to the transaction.73 This entity is known as a reference entity, which incurred
the debt.74
Credit derivatives are bilateral contracts between the buyer and seller under
which the seller sells to the buyer protection against the credit risk of the reference entity.75 Credit derivatives may be valued through the use of internally
developed models or by pricing services. The assumptions used in models can
71
Paragraph .07 of AU sec. 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims and
Assessments. AU sec. 337.08 indicates that a letter of audit inquiry to the client's lawyer is the auditor's
primary means of obtaining corroboration of the information furnished by management concerning
litigation, claims, and assessments.
72
AU sec. 337.07.
73
Satyajit Das, Credit Derivatives: CDOs and Structured Credit Products, (Singapore: John Wiley
and Sons (Asia) Pte Ltd, 2005, Third Edition).
74
Edmund Parker, "Credit Derivatives," PLC Finance (http://www.mayerbrown.com/london/
article.asp?id=4234&nid=1575).
75
Ibid.
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be highly subjective, sensitive, and complex. A slight difference in assumptions
could result in a significant change in the valuation of the derivative.
One factor that affects the fair value of credit derivatives is a decline in the
credit quality of the reference entity. As a result of the deterioration in credit
derivative positions insured by sellers of credit derivatives, some sellers have
been required to post significant amounts of additional collateral. A seller also
may be required to post additional collateral based on the deterioration of its
own credit standing (regardless of changes in value of the written credit derivatives) to protect the buyer from default by the seller. In addition, the fair value
of the asset included in the buyer's financial statements is affected by both the
credit rating of the seller of the credit derivative (the counterparty) and the
credit rating of the reference entity. The credit risk of the seller may affect
the fair value of the liability in the seller's financial statements. In response
to concerns from financial statement users and others that the current disclosure requirements for derivative instruments and certain guarantees did not
adequately address the potential adverse effects of changes in the credit risk
on the financial position, financial performance, and cash flows of the sellers
of credit derivatives and certain guarantees, the FASB issued a staff position
aimed at improving such disclosures.76
The auditor should obtain evidence supporting management's assertions about
the fair value of derivatives measured or disclosed at fair value.77 In addition,
the auditor should evaluate whether the presentation and disclosure of derivatives are in conformity with GAAP.78
In addition to valuation and presentation and disclosure, other considerations
relate to existence and completeness. In March 2008, the President's Working
Group on Financial Markets noted "[w]hile the infrastructure of the financial
markets generally has coped quite well with heightened price volatility and
surging trading volumes, there have been issues with the accuracy and timeliness of trade data transmissions, the timeliness of resolutions of trade matching
errors, documentation and cash settlement, electronic post-trade processing,
backlogs, integrated processing, and reconciliation and valuation."79 Sellers and
buyers of credit derivatives may have made trades which may not be properly
reflected in the financial statements. AU sec. 332 provides examples of substantive procedures auditors may perform to obtain evidence about whether
all derivatives have been properly identified and appropriately included in the
financial statements.80

76
Paragraph 1 of FSP No. FAS 133-1 and FIN 45-4, Disclosures about Credit Derivatives and
Certain Guarantees: An Amendment of FASB Statement No. 133 and FASB Interpretation No. 45; and
Clarification of the Effective Date of FASB Statement No. 161 (September 12, 2008).
77
Paragraph .35 of AU sec. 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities. AU secs. 332.35 to .48 provide further direction on auditing valuations based on
fair value.
78
AU sec. 332.49. AU secs. 332.49 to .51 provide further direction on auditing presentation and
disclosure of derivatives.
79
See pages 18 to 19 of the Policy Statement on Financial Market Developments by The
President's Working Group on Financial Markets (March 2008) (http://www.treas.gov/press/releases/
reports/pwgpolicystatemktturmoil_03122008.pdf). In June 2008, the Federal Reserve Bank of New
York noted that "[s]tarting in September 2005, industry participants implemented a number of initiatives to improve the operational performance and infrastructure of the over-the-counter markets" and that market participants and regulators agreed on an "agenda for bringing about further improvements in the OTC derivatives market infrastructure." Federal Reserve Bank of New
York, "Statement Regarding June 9 Meeting on Over-the-Counter Derivatives" (June 9, 2008),
(http://www.newyorkfed.org/newsevents/news/markets/2008/ma080609.html).
80
AU secs. 332.21 to .24.
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Debt obligations
Companies may find it more difficult to refinance debt or it may take longer to
arrange new financing in the current business environment, and compliance
with debt covenants may be more challenging. Circumstances such as the following can affect the risks of material misstatement and the necessary audit
procedures regarding debt obligations—

•
•
•

Violations of existing debt covenants;

•

Exchange of debt or modifications to the terms of outstanding debt
agreements;

•

Concessions granted by lenders, including those that constitute a
troubled debt restructuring;

•
•

Subjective acceleration clauses;

Proper classification between short-term and long-term debt;
The existence of cross default provisions, such that a violation
of a covenant on one loan affects compliance with covenants for
another loan;

Embedded derivatives.

Deferred tax assets
Under current economic conditions, companies may need to record valuation
allowances for their deferred tax assets. Deferred tax assets are required to be
reduced "by a valuation allowance if, based on the weight of available evidence,
it is more likely than not (a likelihood of more than 50 percent) that some portion
or all of the deferred tax assets will not be realized."81
Evaluating the need for and amount of a valuation allowance for deferred tax
assets requires consideration of "all available evidence, both positive and negative"82 to determine whether all or some portion of the deferred tax assets will
not be realized. SFAS No. 109, Accounting for Income Taxes, provides that the
more negative evidence that exists (a) the more positive evidence is necessary
and (b) the more difficult it is to support a conclusion that a valuation allowance
is not needed for some portion or all of the deferred tax asset.83
In addition, SFAS No. 109 states that "information about an enterprise's current financial position and its results of operations for the current and preceding years ordinarily is readily available. That historical information is supplemented by all currently available information about future years. Sometimes,
however, historical information may not be available (for example, start-up operations) or it may not be as relevant (for example, if there has been a significant,
recent change in circumstances) and special attention is required."84
Future realization of a deferred tax asset "ultimately depends on the existence
of sufficient taxable income of the appropriate character (for example, ordinary
income or capital gain) within the carryback, carryforward period available
under the tax law."85 SFAS No. 109 states that "the weight given to the potential

81
82
83
84
85

Paragraph 17e of SFAS No. 109 (as amended), Accounting for Income Taxes.
SFAS No. 109, paragraph 20.
SFAS No. 109, paragraph 25.
SFAS No. 109, paragraph 20.
SFAS No. 109, paragraph 21.
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effect of negative and positive evidence should be commensurate with the extent
to which it can be objectively verified."86
In addition, FIN No. 48 (as amended), Accounting for Uncertainty in Income
Taxes—an Interpretation of FASB Statement No. 109, defines a criterion that
an individual tax position must meet for any part of the benefit of that position
to be recognized in a company's financial statements.87 The interpretation also
provides guidance on measurement, derecognition, classification, interest and
penalties, accounting in interim periods, disclosure, and transition.88

Derivatives (other than credit derivatives)
The current environment may have a significant effect on the fair value of a company's derivative contracts. In addition, the ability for a company to use hedge
accounting, including its ability to apply the short-cut method, may be affected
because of the company's or the counterparty's creditworthiness.89 Hedge accounting also may be affected because changes in the fair value of the derivative
may be attributable to a risk other than the risk that is being hedged, such as
company or counterparty creditworthiness.90
Auditors should obtain evidence supporting management's assertion about the
fair value of derivatives measured or disclosed at fair value.91 External factors,
such as credit and market risk, may affect the valuation of derivatives. Credit
or default risk exposes the company to the risk of loss as a result of the counterparty to a derivative failing to meet its obligation. Alternatively, the credit risk
of the company may affect the fair value of the derivative when the derivative
is in a liability position. Market risk exposes the company to the risk of loss
from adverse changes in market factors that affect the fair value of a derivative, such as interest rates and foreign exchange rates. In order for a company
to use hedge accounting, GAAP requires that management have an expectation that the hedging relationship will be highly effective at inception and on
an ongoing basis.92 Counterparty default risk may affect hedge accounting as
GAAP requires that consideration be given to the likelihood that the counterparty will comply with the contractual terms of the derivative contract.93 If
the likelihood that the counterparty will not default ceases to be probable, the
company would be unable to conclude that a cash flow hedging relationship is
expected to be highly effective in achieving offsetting cash flows.94 Additionally,
a change in the creditworthiness of the derivative's counterparty in a fair value
hedge would affect the assessment of whether the relationship qualifies for
hedge accounting and amount of ineffectiveness recognized in earnings under

86

SFAS No.109, paragraph 25.
Paragraph 2 of FIN No. 48 (as amended), Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109.
88
Ibid.
89
FASB Staff Implementation Guidance: Guide to Implementation of Statement 133 on Accounting for Derivative Instruments and Hedging Activities, Issue G10 ("DIG Issue G10"), Cash Flow
Hedges: Need to Consider Possibility of Default by the Counterparty to the Hedging Derivative.
90
Paragraphs 20 and 28 of SFAS No. 133 (as amended), Accounting for Derivative Instruments
and Hedging Activities, discuss the risks that are being hedged for a fair value and a cash flow hedge,
respectively. Paragraphs 25 and 29 of SFAS No. 133 indicate when to discontinue hedge accounting
for a fair value and cash flow hedge, respectively.
91
AU sec. 332.35.
92
SFAS No. 133, paragraphs 20b and 28b.
93
DIG Issue G10.
94
Ibid.
87
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fair value hedge accounting.95 Under SFAS No. 133, hedge accounting ceases
when a hedge is no longer highly effective on an ongoing basis.96
When assessing hedge accounting, auditors should gather evidential matter—

•

To determine whether management complied with the hedge accounting requirements of GAAP, including designation and documentation requirements.97

•

To support management's expectation at the inception of the hedge
that the hedging relationship will be highly effective and its periodic assessment of the ongoing effectiveness of the hedging relationship as required by GAAP.98

•

Supporting the recorded change, for a fair value hedge, in the
hedged item's fair value that is attributable to the hedged risk.99

In addition, for a cash flow hedge of a forecasted transaction, the auditor should
evaluate management's determination of whether a forecasted transaction is
probable.100

Goodwill, intangible assets and other long-lived assets
Market conditions during an economic downturn may result in an impairment
of goodwill, other indefinite-lived intangible assets and other long-lived assets.
Goodwill and indefinite-lived intangible assets "shall be tested for impairment
annually, or more frequently if events or changes in circumstances indicate
that the asset might be impaired."101 Similarly, SFAS No. 144 (as amended),
Accounting for the Impairment or Disposal of Long-Lived Assets, states that
"A long-lived asset (asset group) shall be tested for recoverability whenever
events or changes in circumstances indicate that its carrying amount may not
be recoverable."102 The following are examples of such events and changes in
circumstances—

•

A significant decrease in the market price of a long-lived asset
(asset group);

•

A significant adverse change in the extent or manner in which
a long-lived asset (asset group) is being used or in its physical
condition;

•

A significant adverse change in legal factors or in the business climate that could affect the value of a long-lived asset (asset group),
including an adverse action or assessment by a regulator;

•

An accumulation of costs significantly in excess of the amount
originally expected for the acquisition or construction of a longlived asset (asset group);

95

Ibid.
SFAS No. 133, paragraph 67.
97
AU sec. 332.53.
98
Ibid.
99
AU sec. 332.54.
100
AU sec. 332.55.
101
Paragraph 17 of SFAS No. 142 (as amended), Goodwill and Other Intangible Assets.
102
Paragraph 8 of SFAS No. 144 (as amended), Accounting for the Impairment or Disposal of
Long-Lived Assets.
96
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•

A current-period operating or cash flow loss combined with a history of operating or cash flow losses or a projection or forecast
that demonstrates continuing losses associated with the use of a
long-lived asset (asset group);

•

A current expectation that, more likely than not, a long-lived asset
(asset group) will be sold or otherwise disposed of significantly
before the end of its previously estimated useful life. The term
more likely than not refers to a level of likelihood that is more
than 50 percent.103

Goodwill of a reporting unit shall be tested for impairment between annual
tests if an event occurs or circumstances change that would more likely than not
reduce the fair value of a reporting unit below its carrying amount.104 Examples
of such events or circumstances include—

•

A significant adverse change in legal factors or in the business
climate;

•
•
•
•

An adverse action or assessment by a regulator;

•

The testing for recoverability under SFAS No. 144 of a significant
asset group within a reporting unit;

•

Recognition of a goodwill impairment loss in the financial statements of a subsidiary that is a component of a reporting unit.105

Unanticipated competition;
A loss of key personnel;
A more-likely-than-not expectation that a reporting unit or a significant portion of a reporting unit will be sold or otherwise disposed of;

In addition to valuation, companies may need to reassess the useful life of
indefinite-lived intangible assets and other long-lived assets. SFAS No. 142 (as
amended), Goodwill and Other Intangible Assets, requires companies to "evaluate the remaining useful life of an intangible asset that is not being amortized
each reporting period to determine whether events and circumstances continue
to support an indefinite useful life."106 In addition, when other long-lived assets
(asset group) are tested for recoverability, companies also may need to review
depreciation estimates and methods.107 Under SFAS No. 144, any revision to
the remaining useful life of a longlived asset resulting from that review also
shall be considered in developing estimates of future cash flows used to test the
asset (asset group) for recoverability.108

Inventory
Current market conditions and the effect on consumer spending may result
in excess or obsolete inventory or inventory with carrying amounts in excess
of market values. Inventory is required to be stated at the lower of cost or

103
104
105
106
107
108

Ibid.
SFAS No. 142, paragraph 28.
Ibid.
SFAS No. 142, paragraph 16.
SFAS No. 144, paragraph 9.
Ibid.
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market.109 The following are examples of conditions related to the current environment that might affect the risk of material misstatement of inventory
valuation and the necessary audit procedures—

•

An increase in inventory balances in relation to sales levels, a
reduction in inventory turnover, and the aging of inventory may
indicate excess or obsolete inventory balances that are not recoverable.

•

Declining prices may indicate the carrying amount of inventory is
in excess of market value. Accounting Research Bulletin ("ARB")
No. 43 (as amended), Inventory Pricing (chapter 4), requires that
a loss be recognized in the current period "whenever the utility of
goods is impaired by damage, deterioration, obsolescence, changes
in price levels, or other causes."110

In addition, losses on firm, uncancelable, and unhedged commitments to purchase inventory should be measured in the same way as are inventory losses
and, if material, should be recognized in the accounts in the current period and
separately disclosed in the income statement.111

Other-than-temporary impairment
Many debt and equity securities have experienced significant declines in fair
value. These declines in fair value may raise questions about whether such
declines are other than temporary. The auditor should evaluate management's
conclusion about the need to recognize in earnings an impairment loss for a
decline in fair value that is other than temporary.112
In accordance with SFAS No. 115 (as amended), Accounting for Certain Investments in Debt and Equity Securities, a charge to earnings should be made for
impairment that is "other than temporary" in held-to-maturity and availablefor-sale securities.113 SEC Staff Accounting Bulletin ("SAB") No. 59, Accounting
for Noncurrent Marketable Equity Securities, also provides the SEC staff's view
and indicates that "other than temporary" should not be interpreted to mean
"permanent." SAB No. 59 provides examples of factors which, individually or
in combinations, may indicate that a decline is other than temporary and that
a write-down of the carrying value is required, including—

•

The length of the time and the extent to which the market value
has been less than cost;

•

The financial condition and near-term prospects of the issuer, including any specific events which may influence the operations
of the issuer such as changes in technology that may impair the
earnings potential of the investment or the discontinuance of a
segment of the business that may affect the future earnings potential; or

•

The intent and ability of the holder to retain its investment in the
issuer for a period of time sufficient to allow for any anticipated
recovery in market value.

109

Accounting Research Bulletin ("ARB") No. 43 (as amended), Inventory Pricing, chapter 4.
ARB No. 43, chapter 4, paragraph 8.
111
ARB No. 43, chapter 4, paragraph 17.
112
AU sec. 332.46.
113
Paragraph 16 of SFAS No. 115 (as amended), Accounting for Certain Investments in Debt and
Equity Securities.
110
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SAB No. 59 further provides that "[u]nless evidence exists to support a realizable value equal to or greater than the carrying value of the investment, a
write-down accounted for as a realized loss should be recorded."
Additionally, under FASB Emerging Issues Task Force No. 99-20, Recognition of
Interest Income and Impairment on Purchased Beneficial Interests and Beneficial Interests That Continue to Be Held by a Transferor in Securitized Financial
Assets, certain beneficial interests should be written down to fair value through
earnings if the security has declined below its cost and there has been an adverse change in the estimated cash flows based on a holder's best estimate of
cash flows that a market participant would use in determining the fair value
of the beneficial interest.114

Pension and other postretirement benefits (“OPEB”)
Increased credit risk and reduced liquidity in the current economic environment can have a significant effect on the fair value of plan assets as well as the
assumptions used to measure the pension and OPEB obligation. Companies
that sponsor pension and OPEB plans are required to recognize the funded status of these plans in the statement of financial position.115 The funded status is
measured as the difference between the fair value of plan assets and the benefit
obligation.116 SFAS No. 87 (as amended), Employers' Accounting for Pensions,
and SFAS No. 106 (as amended), Employers' Accounting for Postretirement Benefits Other Than Pensions, generally require that plan investments, whether equity or debt securities, real estate or other, be measured at fair value as of the
measurement date.117 Therefore, the measurement requirements of SFAS No.
157 apply to defined-benefit postretirement plan assets. Several assumptions
are relevant to determining a company's pension and OPEB obligation, such as
discount rate, expected rate of return on plan assets, and rate of compensation
increase. Significant declines in the stock market may adversely affect the fair
value of the plan assets, and companies may need to consider recent shifts in the
market when developing the expected rate of return on plan assets. Changes
in fair value of plan assets affect the funded status of the plan.118 Deviations
from the expected rate of return on plan assets affect a company's pension or
OPEB expenses in future periods,119 unless gains and losses are recognized
immediately.120

Receivables
In the current economic environment, companies may face a heightened risk of
non-collection of receivables. Evidence of this risk might be noted in an increase

114
Paragraph 12b of FASB Emerging Issues Task Force No. 99-20, Recognition of Interest Income
and Impairment on Purchased Beneficial Interests and Beneficial Interests That Continue to Be Held
by a Transferor in Securitized Financial Assets.
115
Paragraph 1 of SFAS No. 158, Employers' Accounting for Defined Benefit Pension and Other
Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R).
116
SFAS No. 158, paragraph 4a.
117
Paragraph 49 of SFAS No. 87 (as amended), Employers' Accounting for Pensionsand paragraph
65 of SFAS No. 106 (as amended), Employers' Accounting for Postretirement Benefits Other Than
Pensions.
118
SFAS No. 87, paragraph 35 and SFAS No. 106, paragraph 44A.
119
SFAS No. 87, paragraph 34 and SFAS No. 106, paragraph 62.
120
SFAS No. 87, paragraph 32 and SFAS No. 106, paragraph 59.
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in days sales outstanding, the aging of receivables, or the amount of delinquent
receivables.121
In addition for loans receivable, evidence of this risk might be rising loan delinquency and defaults and decreasing secondary market liquidity.122 These situations can affect the risk of material misstatement in the valuation of a company's receivables and the auditor's evaluation of management's estimate of
the allowance.

Restructuring
Market events and their effect on liquidity have caused many companies to
take actions such as restructuring to reduce costs. SFAS No. 146 (as amended),
Accounting for Costs Associated with Exit or Disposal Activities, addresses financial accounting and reporting for costs associated with exit or disposal activities.123 The risks of material misstatement may relate to recording costs in
the improper period, incorrect measurement or presentation of restructuring
liabilities and costs, or inadequate disclosures. Misstatements could result in
understatement or overstatement of restructuring liabilities and costs.

Revenue recognition
In the current economic environment, companies may be faced with increased
pressure to meet revenue targets and analysts' expectations. These pressures
may cause companies to change business practices, which could affect the
amount and timing of revenue recognition. Examples of business practices that
could affect revenue recognition and the necessary audit procedures include,
among other things, rights of return, bill-and-hold arrangements, change in
payment terms, side agreements, and consignment arrangements. Also, the auditor should ordinarily presume that there is a risk of material misstatement
due to fraud relating to revenue recognition.124

Share-based payments
Current market conditions have resulted in volatile stock prices for many companies. As a result, some companies may consider modifying share-based payment awards. In addition, the changing economic environment may affect the
assumptions used when valuing such awards.
121
Scott Malone, "Corporate America Taking Longer to Collect: Study" (August 24, 2008),
(http://www.reuters.com/article/reutersEdge/idUSN2745047620080827), noted that it is taking companies longer to collect from their customers.
122
SFAS No. 114 (as amended), Accounting by Creditors for Impairment of a Loan- an amendment
of FASB Statements no. 5 and 15, addresses the accounting by creditors for impairment of a loan by
specifying how allowances for credit losses related to certain loans should be determined.
123
As described in paragraph 2a of SFAS No. 146 (as amended), Accounting for Costs Associated
with Exit or Disposal Activities, SFAS No. 146 does not change the accounting for termination benefits,
including one-time termination benefits granted in the form of an enhancement to an ongoing benefit
arrangement, covered by SFAS No. 87, SFAS No. 88 (as amended), Employers' Accounting for Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits, SFAS No. 106,
and SFAS No. 112 (as amended), Employers' Accounting for Postemployment Benefits—an amendment
of FASB Statements No. 5 and 43. FSP No. FAS 146-1 (as amended), Determining Whether a OneTime Termination Benefit Offered in Connection with an Exit or Disposal Activity Is, in Substance, an
Enhancement to an Ongoing Benefit Arrangement, provides guidance on when additional termination
benefits offered in connection with an exit or disposal activity are considered, in substance, enhancements to an ongoing benefit arrangement and, therefore, subject to the provisions SFAS Nos. 87, 88,
106 and 112. In addition, SFAS No. 144 addresses accounting for long-lived assets and disposal groups
to be disposed of, including components of a company that are discontinued operations.
124
AU 316.41.
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The valuation of share-based payment awards under an option-pricing model
includes significant estimates, such as expected term, pre-vesting forfeiture
rate and the expected volatility of the underlying stock price. For new grants of
awards, companies may need to revise these and other inputs to reflect current
expectations. For example, expected volatility in an option-pricing model may
be affected by recent volatility in the markets. Assumptions used in the option
pricing model affect the value of the award and, consequently, the compensation
expense that is recognized in the financial statements.
Modifications of share-based payment awards may result in the recognition of
incremental compensation cost. Incremental compensation cost is measured as
the excess, if any, of the fair value of the modified award over the fair value of
the original award immediately before its terms are modified.125
PCAOB Staff Questions and Answers ("Q&A"), Auditing the Fair Value of Share
Options Granted to Employees, remains relevant in the current environment
and reminds auditors of their responsibilities for auditing share-based payments including consideration of—

•
•
•
•
•
•

The company's process,
Risk factors,
Model selection,
Assumptions used in option-pricing models,
Validation of data and the option-pricing model,
Role of specialists.126

In discussing the auditor's responsibilities for auditing the fair value of share
options granted to employees, the Q&A refers the auditor to AU sec. 316, Consideration of Fraud in a Financial Statement Audit, AU sec. 328, Auditing Fair
Value Measurements and Disclosures, AU sec. 336, Using the Work of a Specialist, and AU sec. 342, Auditing Accounting Estimates.

Contact Information
Inquiries concerning this Staff Practice Alert may be directed to—
Thomas Ray, Chief Auditor and Director of Professional Standards, 202-2079112, rayt@pcaobus.org
Martin Baumann, Director, Office of Research and Analysis, 202-207-9192, baumannm@pcaobus.org
Jennifer Rand, Deputy Chief Auditor, 202-207-9206, randj@pcaobus.org
Dee Mirando-Gould, Associate Chief Auditor, 202-207-9264, mirando-gouldd@
pcaobus.org
Chris David, Assistant Chief Auditor, 202-207-9231, davidc@pcaobus.org

125

Paragraph 51 of SFAS No. 123(R) (as amended), Share-Based Payment.
PCAOB Staff Questions and Answers, Auditing the Fair Value of Share Options Granted to
Employees (October 17, 2006).
126
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.04 Staff Audit Practice Alert No. 4

Auditor Considerations Regarding Fair
Value Measurements, Disclosures, and
Other-Than-Temporary Impairments
April 21, 2009
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Staff Audit Practice
Alerts are not rules of the Board and do not reflect any Board determination
or judgment about the conduct of any particular firm, auditor, or any other
person.
On April 9, 2009, the Financial Accounting Standards Board ("FASB") issued
three FASB Staff Positions ("FSP" or, collectively, "the FSPs"):

•

FSP FAS 157-4, Determining Fair Value When the Volume and
Level of Activity for the Asset or Liability Have Significantly Decreased and Identifying Transactions That Are Not Orderly ("FSP
FAS 157-4")

•

FSP FAS 115-2 and FAS 124-2, Recognition and Presentation of
Other- Than-Temporary Impairments ("FSP FAS 115-2")

•

FSP FAS 107-1 and APB 28-1, Interim Disclosures about Fair
Value of Financial Instruments ("FSP FAS 107-1")1

The objectives of these FSPs are to: (1) provide "additional guidance for estimating fair value in accordance with FASB Statement No. 157, Fair Value
Measurements, when the volume and level of activity for the asset or liability
have significantly decreased" including "guidance on identifying circumstances
that indicate a transaction is not orderly,"2 (2) amend "the other-than-temporary
impairment guidance in U.S. GAAP for debt securities to make the guidance
more operational and to improve the presentation and disclosure of otherthan-temporary impairments on debt and equity securities in the financial

1

The respective FSPs are available at:
— http://www.fasb.org/pdf/fsp_fas157-4.pdf
— http://www.fasb.org/pdf/fsp_fas115-2andfas124-2.pdf
— http://www.fasb.org/pdf/fsp_fas107-1andapb28-1.pdf

2

FSP FAS 157-4, paragraph 1.

PC §400.04

2694

PCAOB Staff Guidance

statements,"3 and (3) "require disclosures about fair value of financial instruments for interim reporting periods for publicly traded companies as well as in
annual financial statements."4
The purpose of this staff audit practice alert is to inform auditors about potential implications of the FSPs on reviews of interim financial information
and annual audits. This alert addresses the following topics: (1) reviews of
interim financial information ("reviews"); (2) audits of financial statements,
including integrated audits; (3) disclosures; and (4) auditor reporting considerations. While this alert highlights certain areas, it is not intended to serve as a
substitute for the relevant auditing standards.
In considering the effects of the FSPs on their audits and reviews, auditors
should be aware that some PCAOB standards include descriptions of accounting requirements that are no longer current. The accounting standards set
by the FASB are recognized by the U.S. Securities and Exchange Commission
("SEC") as generally accepted.5 Auditors should look to those standards and
to the requirements of the SEC,6 rather than the standards of the PCAOB,
for current accounting requirements and disregard descriptions of accounting
requirements in PCAOB standards that are inconsistent with the FSPs. The
PCAOB has a project on its standards-setting agenda to address the auditing
standards related to auditing accounting estimates and auditing fair value measurements. In connection with this project, the PCAOB is planning to remove
descriptions of accounting requirements from these standards. In general, as
the PCAOB replaces or substantively revises its interim standards, it will continue to remove descriptions of accounting requirements from those auditing
standards.

Reviews of Interim Financial Information
The objective of a review is to provide the auditor with a basis for communicating whether he or she is aware of any material modifications that should
be made to the interim financial information for it to conform with generally
accepted accounting principles ("GAAP"). A review differs significantly from an
audit and consists principally of performing analytical procedures and making inquiries of persons responsible for financial and accounting matters.7 A
review does not provide a basis for expressing an opinion about whether the
financial statements are presented fairly, in all material respects, in conformity
with GAAP.8 For an audit, PCAOB standards require that the auditor plan and

3
FSP FAS 115-2, paragraph 2. This FSP does not amend existing recognition and measurement
guidance related to other-than-temporary impairment of equity securities. On April 14, 2009, the
SEC's staff released Staff Accounting Bulletin ("SAB") No. 111, Other Than Temporary Impairment of
Certain Investments in Equity Securities, which amends SAB Topic 5.M. SAB Topic 5.M. now excludes
debt securities from its scope while maintaining the SEC staff 's views related to equity securities.
4
FSP FAS 107-1, paragraph 1.
5
SEC, Policy Statement: Reaffirming the Status of the FASB as a Designated Private-Sector Standard Setter, Exchange Act Release No. 34-47743 (April 25, 2003). The PCAOB has no authority to
prescribe the form or content of an issuer's financial statements. Accordingly, while this staff audit practice alert describes applicable generally accepted accounting principles ("GAAP"), it does not
establish or interpret GAAP.
6
Auditors should look to the requirements of the SEC for the company under audit with respect
to the accounting principles applicable to that company. See AU sec. 411, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting Principles.
7
Paragraph .07 of AU sec. 722, Interim Financial Information ("AU sec. 722").
8
Ibid.
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perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement.9
As part of the review, the auditor should, among other things, make inquiries of
members of management who have responsibility for financial and accounting
matters. If relevant to the company, the auditor should include in these inquiries
questions about the implementation of the FSPs.10
The auditor also should determine whether any matters described in AU sec.
380, Communication With Audit Committees ("AU sec. 380"), as they relate to
the interim financial information, have been identified.11 If such matters have
been identified, the auditor should communicate those matters to the audit
committee or be satisfied, through discussion with the audit committee, that
management has communicated such matters to the audit committee.12 Matters to be communicated include: a change in a significant accounting policy
affecting the interim financial information; accounting estimates and management's judgments about those accounting estimates; processes management
uses to formulate sensitive accounting estimates; and the auditor's judgment
about the quality, not just the acceptability, of the company's accounting policies.13 Depending upon the circumstances, the implementation of the FSPs may
present matters that should be communicated to the audit committee.

Audits of Financial Statements, Including
Integrated Audits
FSP FAS 157-4 provides additional guidance for estimating fair value when
the volume and level of activity for an asset or liability have significantly decreased.14 In performing procedures under AU sec. 328, Auditing Fair Value
Measurements and Disclosures ("AU sec. 328"), the auditor is required to, among
other things, obtain an understanding of the company's process for determining
fair value measurements and disclosures and of the relevant controls sufficient
to assess the risk of material misstatement, and to plan the nature, timing,
and extent of the audit procedures.15 Based on the auditor's assessment of the
risk of material misstatement, the auditor should test the entity's fair value
measurements and disclosures.16 Because of the wide range of possible fair
value measurements, from relatively simple to complex, and the varying levels
of risk of material misstatement associated with the process for determining
fair values, the auditor's planned audit procedures can vary significantly in
nature, timing, and extent.17 The auditor's substantive tests of the fair value
measurements may involve (a) testing management's significant assumptions,
the valuation model, and the underlying data, (b) developing independent fair
value estimates for corroborative purposes, or (c) reviewing subsequent events
and transactions.18
9
Paragraph .08 of AU sec. 508, Reports on Audited Financial Statements. An audit includes,
among other things, examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements.
10
AU sec. 722.18(c).
11
AU sec. 722.34.
12
Ibid.
13
AU secs. 380.07-.08, AU sec. 380.11, and AU sec. 722.34.
14
FSP FAS 157-4, paragraphs 12-16.
15
AU secs. 328.09 and 328.13.
16
AU sec. 328.23.
17
Ibid.
18
Ibid.
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FSP FAS 115-2 amends the guidance for recognizing an other-than-temporary
impairment ("OTTI") for a debt security.19 The auditor is required to evaluate a company's conclusions about the need to recognize an impairment loss.20
When a company has recognized an impairment loss, the auditor should gather
evidence supporting the amount of the impairment adjustment recorded and
determine whether the company has appropriately followed GAAP.21 In certain circumstances, a company is required to separate the amount of the OTTI
representing credit losses (as defined by FSP FAS 115-2) and the amount representing all other factors.22 In those situations, the auditor's objective is to
obtain sufficient competent evidential matter to provide reasonable assurance
that these estimates are reasonable in the circumstances and that they are presented and disclosed in conformity with GAAP.23 In evaluating reasonableness,
the auditor should obtain an understanding of how the company developed the
estimates.24 In addition, the auditor should discuss an accounting change due
to FSP FAS 115-2 and other related topics (as described in the previous section
related to interim financial information), with the audit committee in connection with the audit of the financial statements, including integrated audits.25

Disclosures
The FSPs require additional disclosures regarding fair value measurements
and OTTI. For example (1) FSP FAS 157-4 requires a company to disclose
changes in valuation techniques and related inputs for fair value measurements in interim and annual periods and to provide additional disclosures
under Statement No. 157, Fair Value Measurements26 and (2) FSP FAS 1152 requires a company to disclose information that enables users to understand
the reasons that a portion of OTTI was not recognized in earnings and the
methodology and significant inputs used to calculate the portion of OTTI that
was recognized in earnings.27 The auditor should evaluate whether the financial statement disclosures are in conformity with the FSPs.28
In addition, the auditor should read the other information accompanying the
interim and annual financial statements contained in reports filed with the
SEC.29 For example, the Management's Discussion and Analysis of Financial
Condition and Results of Operations section of annual reports and other filings
might include discussions regarding fair value measurements and OTTI.30 The
19

FSP FAS 115-2, paragraph 7.
Paragraph .48 of AU sec. 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities.
21
Ibid.
22
FSP FAS 115-2, paragraphs 29-30.
23
Paragraph .07 of AU sec. 342, Auditing Accounting Estimates.
24
AU sec. 342.10.
25
AU secs. 380.07 and 380.11. Also, Section 10A(k) of the Securities and Exchange Act of 1934
requires the auditor to communicate certain matters to the audit committee.
26
FSP FAS 157-4, paragraph 20.
27
FSP FAS 115-2, paragraph 38.
28
The auditor considers whether a particular matter should be disclosed in light of the circumstances and facts of which the auditor is aware at the time. See paragraph .02 of AU sec. 431, Adequacy
of Disclosure in Financial Statements.
29
AU sec. 722.18(f) and paragraph .04 of AU sec. 550, Other Information in Documents Containing
Audited Financial Statements ("AU sec. 550").
30
For example, see the discussion of critical accounting policies and critical accounting estimates,
respectively, in SEC Release Nos. 33-8040, Cautionary Advice Regarding Disclosure About Critical Accounting Policies (December 12, 2001) and 33-8350, Commission Guidance Regarding Management's
Discussion and Analysis of Financial Condition and Results of Operations (December 29, 2003).
20
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auditor should consider whether that information or the manner of its presentation is materially inconsistent with the financial statements. If the auditor
concludes that there is a material inconsistency, or becomes aware of information that he or she believes is a material misstatement of fact, the auditor
should determine if the financial statements, the audit report, or both require
revision. If the auditor concludes that the financial statements or audit report
do not require revision, the auditor should request the company to revise the
other information.31

Auditor Reporting Considerations
FSP FAS 157-4 states that revisions resulting from a change in the valuation
technique or its application are to be accounted for as a change in accounting
estimate. In the period of adoption, entities are required to disclose a change,
if any, in valuation technique and related inputs and quantify the total effect,
if practicable, by major category.32 In addition, FSP FAS 115-2 requires the
company to recognize the cumulative effect of initially applying the FSP as an
adjustment to the opening balance of retained earnings, as of the beginning of
the period in which FSP FAS 115-2 is adopted, with a corresponding adjustment
to accumulated other comprehensive income.33
The auditor should evaluate whether the company's accounting for and disclosure of the changes are in accordance with the FSPs. To identify consistency matters that might affect the auditor's report, the auditor should evaluate
whether the comparability of the financial statements between periods has been
materially affected by changes in accounting principles. A change in accounting
principle that has a material effect on the financial statements should be recognized in the auditor's report through the addition of an explanatory paragraph
following the opinion paragraph.34

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Jennifer Rand, Deputy Chief Auditor, 202-207-9206, randj@pcaobus.org
Greg Fletcher, Associate Chief Auditor, 202-207-9203, fletcherg@pcaobus.org
Brian Wolohan, Associate Director, Office of Research and Analysis, 202-2079148, wolohanb@pcaobus.org

31
32
33
34

AU secs. 550.04-.05.
FSP FAS 157-4, paragraph 22.
FSP FAS 115-2, paragraph 45.
Auditing Standard No. 6, Evaluating Consistency of Financial Statements.
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.05 Staff Audit Practice Alert No. 5

Auditor Considerations Regarding Significant
Unusual Transactions
April 7, 2010
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Staff Audit Practice
Alerts are not rules of the Board and do not reflect any Board determination
or judgment about the conduct of any particular firm, auditor, or any other
person.
During the course of an audit, the auditor may become aware of significant
transactions that are outside the normal course of business for the company, or
that otherwise appear to be unusual given the auditor's understanding of the
company and its environment ("significant unusual transactions").1 Significant
unusual transactions, especially those close to period end that pose difficult
"substance over form" questions, can provide opportunities for companies to
engage in fraudulent financial reporting.2 Further, the auditor's evaluation of
whether the company's financial statements are presented fairly, in all material
respects, in conformity with the applicable financial reporting framework, includes the consideration of the financial statement presentation and disclosure
of significant unusual transactions.3
The auditor should gain an understanding of the business rationale or such
transactions and whether that rationale (or the lack thereof) suggests that the
transactions may have been entered into to engage in fraudulent financial reporting or conceal a misappropriation of assets.4 The audit engagement team
might consult with individuals having appropriate levels of knowledge, competence, and judgment regarding significant unusual transactions.5 Such consultations regarding significant unusual transactions should occur in accordance
with the firm's policies and procedures. The auditor should determine that the
audit committee is informed about the methods used to account for significant
1

Paragraph .66 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
AU sec. 316.85.
3
Paragraph .04 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit, notes financial
statements are materially misstated when they contain misstatements whose effect, individually or
in the aggregate, is important enough to cause them not to be presented fairly, in all material respects,
in conformity with generally accepted accounting principles.
4
AU sec. 316.66.
5
Paragraph .19 of QC sec. 20, System of Quality Control for a CPA Firm's Accounting and Auditing
Practice.
2
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unusual transactions.6 In addition, the engagement quality reviewer cannot
provide concurring approval of issuance if he or she is aware of a significant
engagement deficiency, including those regarding significant unusual transactions.7

Introduction
Staff Audit Practice Alert No. 3, Audit Considerations in the Current Economic
Environment ("Practice Alert No. 3"), was issued in December 2008 to assist
auditors in identifying matters related to the current economic environment
that might affect audit risk and require additional emphasis.8 Practice Alert
No. 3 reminds auditors that the auditors' response to the risks of material misstatement due to fraud includes evaluating the business rationale for significant unusual transactions. In the staff's view, although the economic conditions
have changed since December 2008, the risk factors, including the risks of significant unusual transactions, that existed in December 2008 continue to exist
today and may affect the risk of material misstatement.
The existing standards of the PCAOB contain a variety of requirements related
to significant, unusual, or complex transactions, or a combination thereof. The
purpose of this staff audit practice alert is to complement Practice Alert No.
3 by compiling selected, relevant requirements from existing PCAOB auditing
standards regarding significant unusual transactions into one document.
While this alert summarizes certain areas with respect to significant unusual
transactions, it is not intended to, and does not, serve as a substitute for the
relevant standards of the PCAOB. Nor does this alert change the auditor's
responsibilities regarding significant, unusual, or complex transactions. This
alert reminds auditors of certain responsibilities with respect to significant
unusual transactions and assists auditors in assessing and responding to
the risks of material misstatement associated with these transactions during
reviews of interim financial information and audits of financial statements,
including integrated audits.
This alert groups the existing requirements for significant unusual transactions into the following categories: (1) identifying and assessing risks of material misstatement, (2) responding to risks of material misstatement, (3) consulting others, (4) evaluating financial statement presentation and disclosure,9
(5) communicating with audit committees, and (6) reviewing interim financial
information.

Identifying and Assessing Risks of Material
Misstatement
The auditor's identification of significant unusual transactions is informed
by the performance of audit procedures and the auditor's knowledge of the
6

Paragraph .07 of AU sec. 380, Communication With Audit Committees.
Paragraphs 12 and 17 of Auditing Standard No. 7, Engagement Quality Review. AS No. 7 is
effective for audits of financial statements and reviews of interim financial information for fiscal
years beginning on or after December 15, 2009.
8
Staff Audit Practice Alert No. 3 is available at http://pcaobus.org/Standards/QandA/12-052008_APA_3.pdf.
9
The PCAOB has no authority to prescribe the form or content of an issuer's financial
statements. Accordingly, while this staff audit practice alert describes authoritative accounting
guidance, it does not establish or interpret that accounting guidance. See Staff Questions and
Answers, References to Authoritative Accounting Guidance in PCAOB Standards, available at
http://pcaobus.org/Standards/QandA/2009-09-02_FASB_Codification.pdf.
7
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company's business and industry. The auditor should obtain knowledge of matters that relate to the nature of the company's business, its organization, and
its operating characteristics.10 Such matters include, for example, the type of
business, types of products and services, and related parties.11 The auditor also
should consider matters affecting the industry in which the company operates,
such as accounting practices common to the industry, competitive conditions,
and financial trends and ratios.12
The auditor should consider whether the information obtained about the company and its environment indicates that one or more fraud risk factors are
present, including significant unusual transactions.13 The auditor also should
consider identified fraud risk factors in identifying and assessing risks of material misstatement due to fraud.14 In obtaining the information needed to
identify risks of material misstatement due to fraud, the auditor, among other
things, should inquire of others within the company about the existence or
suspicion of fraud, including, for example, employees involved in initiating,
recording, or processing significant unusual transactions.15 The auditor also
should perform analytical procedures when planning the audit with one objective being the identification of significant unusual transactions.16 The auditor's
assessment of the risks of material misstatement due to fraud, including those
regarding significant unusual transactions, should be ongoing throughout the
audit.17
The auditor should take into account the results of the fraud risk assessment
when planning and performing an audit of internal control over financial reporting.18 The auditor should evaluate whether the company's controls (including
controls over significant unusual transactions, particularly those that result
in late or unusual journal entries) sufficiently address the identified risks of
material misstatement due to fraud and controls intended to address the risk
of management override of other controls.19

Responding to Risks of Material Misstatement
When the auditor has concluded that there is a significant risk of material
misstatement of the financial statements, the auditor should consider this conclusion in determining the nature, timing, or extent of procedures; assigning
staff; or requiring appropriate levels of supervision.20 The auditor's response to
the assessment of the risks of material misstatement of the financial statements
due to fraud is influenced by the nature and significance of the risks identified
as being present and the company's programs and controls that address these
identified risks.21

10

Paragraph .07 of AU sec. 311, Planning and Supervision.
Ibid.
12
Ibid.
13
AU sec. 316.32.
14
Ibid.
15
AU sec. 316.24-.25.
16
AU sec. 316.28.
17
AU sec. 316.68.
18
Paragraph 14 of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
19
Ibid.
20
AU secs. 312.17 and 316.50.
21
AU sec. 316.47.
11
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The auditor's response to the assessment of the risks of material misstatement
due to fraud involves the application of professional skepticism in gathering
and evaluating audit evidence.22 Because of the characteristics of fraud, the
auditor's exercise of professional skepticism is important when considering the
risk of material misstatement due to fraud associated with significant unusual
transactions.23
As part of the overall responses to the risks of material misstatement due to
fraud, the auditor should consider management's selection and application of
significant accounting principles, including those related to significant unusual
transactions.24 In this respect, the auditor may have a greater concern about
whether the accounting principles selected and policies adopted are being applied in an inappropriate manner to create a material misstatement of the
financial statements.25 The auditor should consider whether their collective
application indicates a bias that might create a material misstatement of the
financial statements.26 In examining journal entries and other adjustments for
evidence of possible material misstatement due to fraud, the auditor should
consider that inappropriate entries or adjustments may be applied to accounts
that contain significant unusual transactions.27 The auditor also should evaluate whether analytical procedures that were performed in the overall review
stage of the audit indicate a previously unrecognized risk of material misstatement resulting from significant unusual transactions.28
In evaluating whether the business rationale (or the lack thereof) for significant
unusual transactions suggests that the transactions may have been entered
into to engage in fraudulent financial reporting or conceal misappropriation of
assets, the auditor should consider:

•
•

Whether the form of such transactions is overly complex;

•

Whether management is placing more emphasis on the need for
a particular accounting treatment than on the underlying economics of the transaction;

•

Whether transactions that involve unconsolidated related parties,
including special purpose entities, have been properly reviewed
and approved by the audit committee or board of directors; and

•

Whether the transactions involve previously unidentified related
parties or parties that do not have the substance or the financial
strength to support the transaction without assistance from the
company under audit.29

Whether management has discussed the nature of and accounting for such transactions with the audit committee or board of
directors;

If the company has entered into a significant unusual transaction and the
combined assessed level of inherent and control risk is high, in addition to
22
AU sec. 316.13. In addition, paragraphs .07-.09 of AU sec. 230, Due Professional Care in the
Performance of Work, notes that due professional care requires the auditor to exercise professional
skepticism.
23
Ibid.
24
AU sec. 316.50.
25
Ibid.
26
Ibid.
27
AU secs. 316.58 and .61.
28
AU sec. 316.69.
29
AU secs. 316.66-67.
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examining documentation held by the company, the auditor should consider
confirming the terms and amounts of the transaction with the other parties.30
The auditor also should obtain an understanding of the substance of the transaction to determine the appropriate information to include on the confirmation
request.31
The auditor must identify all significant findings or issues (including significant unusual transactions) in an engagement completion document.32 The
auditor must document actions taken to address significant unusual transactions (including additional evidence obtained), and the basis for the conclusions
reached.33 In addition, a principal auditor that decides not to make reference
to the audit of another auditor, among other things, must obtain, review, and
retain an engagement completion document from that auditor.34

Engagement Quality Review
The engagement quality reviewer should review the engagement completion
document and confirm with the engagement partner that there are no significant unresolved matters, including unresolved matters related to significant
unusual transactions.35 The engagement quality reviewer also should, among
other things, evaluate whether (1) appropriate consultations have taken place
on difficult or contentious matters, and review the documentation, including
conclusions, of such consultations and (2) appropriate matters have been communicated, or identified for communication, to the audit committee, management, and other parties, such as regulatory bodies.36

Consulting Others
A firm's policies and procedures should provide reasonable assurance that personnel refer to authoritative literature or other sources and consult, on a timely
basis, with individuals within or outside the firm, when appropriate (for example, when dealing with significant unusual transactions).37 Individuals consulted should have appropriate levels of knowledge, competence, judgment,
and authority.38 The nature of the arrangements for consultation depends on
a number of factors, including the size of the firm and the levels of knowledge,
competence, and judgment possessed by the persons performing the work.39
In addition, procedures performed by filing reviewers for U.S. Securities and
Exchange Commission ("SEC") filings by SEC registrants audited by foreign associated firms of registered firms that were members of the American Institute
of Certified Public Accountants' SEC Practice Section should generally include
discussing with the engagement partner any significant auditing, accounting,
financial reporting, and independence matters that come to the attention of the
filing reviewer, including how such matters were addressed and resolved.40
30
31
32
33
34
35
36
37
38
39
40

Paragraph .08 of AU sec. 330, The Confirmation Process.
AU sec. 330.25.
Paragraphs 12 and 13 of Auditing Standard No. 3, Audit Documentation.
Paragraph 12 of Auditing Standard No. 3.
Paragraph .12 of AU sec. 543, Part of Audit Performed by Other Independent Auditors.
Paragraph 10.e of Auditing Standard No. 7.
Paragraphs 10.h and 10.i of Auditing Standard No. 7.
QC sec. 20.19.
Ibid.
Ibid.
PCAOB Rule 3400T, Interim Quality Control Standards.

PC §400.05

2704

PCAOB Staff Guidance

Evaluating Financial Statement Presentation
and Disclosure
The auditor's opinion that the financial statements are presented fairly in conformity with the applicable financial reporting framework should be based on
whether:
a.
b.
c.

d.

e.

The accounting principles selected and applied have general acceptance;41
The accounting principles are appropriate in the circumstances;
The financial statements, including the related notes, are informative of matters that may affect their use, understanding, and
interpretation;
The information presented in the financial statements is classified and summarized in a reasonable manner, that is, neither too
detailed nor too condensed; and
The financial statements reflect the underlying transactions and
events in a manner that presents the financial position, results
of operations, and cash flows stated within a range of acceptable
limits, that is, limits that are reasonable and practicable to attain
in financial statements.42

The auditor's judgment concerning the "fairness" of the overall presentation
of financial statements should be applied within the framework of generally
accepted accounting principles.43 Generally accepted accounting principles recognize the importance of reporting transactions and events in accordance with
their substance.44 The auditor should consider whether the substance of transactions or events, including significant unusual transactions, differs materially
from their form.45
The presentation of financial statements in conformity with generally accepted
accounting principles includes adequate disclosure of material matters.46 An
auditor considers whether a particular matter should be disclosed by management in light of the circumstances and facts of which he or she is aware at the
time.47 A basic tenet of the auditing standards of reporting states, "[i]nformative
disclosures in the financial statements are to be regarded as reasonably adequate unless otherwise stated in the report."48 If management omits from the
financial statements, including the accompanying notes, information that is
required by generally accepted accounting principles, the auditor should determine the effect on his or her audit report.49 The auditor also may emphasize

41
The auditor should look to the requirements of the SEC for the company under audit with
respect to accounting principles applicable to that company. See Rule 4-01 of Regulation S-X.
42
Paragraph .04 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.
43
AU sec. 411.03.
44
AU sec. 411.06.
45
Ibid.
46
Paragraph .02 of AU sec. 431, Adequacy of Disclosure in Financial Statements.
47
Ibid. When an auditor becomes aware of information that relates to financial statements previously reported on by the auditor, but which was not known to the auditor at the date of the report,
and which is of such a nature and from such a source that the auditor would have investigated it had
it come to the auditor's attention during the course of the audit, the auditor should take the actions
described in AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report.
48
Paragraph .02 of AU sec. 150, Generally Accepted Auditing Standards, and AU sec. 431.01.
49
AU sec. 431.03.
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a matter regarding the financial statements in a separate paragraph of the
auditor's report.50
In addition, the auditor should read the other information accompanying the
interim and annual financial statements contained in reports filed with the
SEC.51 For example, the Management's Discussion and Analysis of Financial
Condition and Results of Operations section of annual reports and other filings
might include discussions regarding significant unusual transactions.52 The
auditor should consider whether that information or the manner of its presentation is materially inconsistent with the financial statements. If the auditor
concludes that there is a material inconsistency, or becomes aware of information that he or she believes is a material misstatement of fact, the auditor
should determine if the financial statements, the audit report, or both require
revision. If the auditor concludes that the financial statements or audit report
do not require revision, the auditor should request the company to revise the
other information.53

Communicating With Audit Committees
The auditor should determine that the company's audit committee is informed
about the methods used to account for significant unusual transactions.54 The
auditor also should discuss with the audit committee the auditor's judgments
about the quality, not just the acceptability, of the company's accounting principles as applied in its financial reporting.55 The discussion should be open and
frank and generally should include such matters as the clarity and completeness of the company's financial statements, which include related disclosures.56
In addition, the discussion should include items that have a significant impact
on the representational faithfulness, verifiability, and neutrality of the accounting information included in the financial statements.57 Items that may have
such an impact include significant unusual transactions.58

Reviewing Interim Financial Information
The objective of a review of interim financial information is to provide the auditor with a basis for communicating whether he or she is aware of any material
modifications that should be made to the interim financial information for it to
conform with generally accepted accounting principles.59 The objective of a review differs significantly from that of an audit of annual financial statements
and consists principally of performing analytical procedures and making inquiries of persons responsible for financial and accounting matters.60 Certain
50

Paragraph .19 of AU sec. 508, Reports on Audited Financial Statements.
Paragraph 18(f) of AU sec. 722, Interim Financial Information, and paragraph .04 of AU sec.
550, Other Information in Documents Containing Audited Financial Statements.
52
For example, Item 303(a)(3)(i) of Regulation S-K instructs management to "[d]escribe any unusual or infrequent events or transactions or any significant economic changes that materially affected
the amount of reported income from continuing operations and, in each case, indicate the extent to
which income was so affected."
53
AU secs. 550.04-05.
54
AU sec. 380.07.
55
AU sec. 380.11.
56
Ibid
57
Ibid.
58
Ibid.
59
AU sec. 722.07.
60
Ibid.
51
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auditing procedures may be performed concurrently with the review of interim
financial information.61 For example, there may be significant unusual transactions occurring during the interim period under review for which the auditing
procedures needed for purposes of the audit of the annual financial statements
could be performed, to the extent practicable, at the time of the interim review.62
During a review of interim financial information, the auditor should make inquiries of members of management who have responsibility for financial and accounting matters.63 Specifically, the auditor should inquire about, among other
things (a) significant unusual transactions that may have an effect on the interim financial information, and (b) significant unusual transactions occurring
or recognized in the last several days of the interim period.64 If the auditor
becomes aware of information that leads him or her to believe that the interim
financial information may not be in conformity with generally accepted accounting principles in all material respects, the auditor should make additional
inquiries or perform other procedures that he or she considers appropriate to
provide a basis for communicating whether he or she is aware of any material
modifications that should be made to the interim financial information.65
When conducting a review of interim financial information, the auditor also
should determine whether significant unusual transactions have been identified.66 If such transactions have been identified, the auditor should communicate them to the audit committee, or be satisfied, through discussion with
the audit committee, that such matters have been communicated to them by
management.67

Standards-Setting Activities
The PCAOB has a project on its standards-setting agenda to address the auditing standards regarding related parties. In connection with that project,
the PCAOB is evaluating its auditing standards regarding the consideration
of significant unusual transactions. In addition, the PCAOB also has on its
standards-setting agenda projects to address other standards referenced in this
practice alert. Updates on these activities are available on the PCAOB's website. Relevant links are provided below:

•

Release No. 2009-007, Proposed Auditing Standards Related to the Auditor's Assessment of and Response to Risk
and Related Amendments to PCAOB Standards, available
at: http://pcaobus.org/Rules/Rulemaking/Docket%20026/2009-1216_Release_No_2009-007.pdf

•

Release No. 2010-001, Proposed Auditing Standard Related
to Communications With Audit Committees and Related
Amendments to Certain PCAOB Auditing Standards, available
at: http://pcaobus.org/Rules/Rulemaking/Docket030/Release_No_
2010-001.pdf

61

AU sec. 722.23.
Ibid.
63
AU sec. 722.18c.
64
Ibid. AU sec. 722.55 contains examples of situations about which the auditor ordinarily inquires
of management during a review of interim financial information.
65
AU sec. 722.22.
66
AU secs. 722.33-.34.
67
Ibid.
62
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•

Release No. 2009-002, Concept Release on Possible Revisions to
the PCAOB's Standard on Audit Confirmations, available at:
http://pcaobus.org/Rules/Rulemaking/Pages/Docket028.aspx.

•

Standing Advisory Group Meeting briefing paper, Responsibilities of the Principal Auditor, available at: http://pcaobus.
org/News/Events/Documents/04072010_SAGMeeting/Principal_
Auditor_Briefing_Paper.pdf.

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Greg Scates, Deputy Chief Auditor, 202-207-9114, scatesg@pcaobus.org
Brian F. Degano, Associate Chief Auditor, 202-207-9113, deganob@pcaobus.org
Nicholas Grillo, Assistant Chief Auditor, 202-207-9104, grillon@pcaobus.org
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.06 Staff Audit Practice Alert No. 6

Auditor Considerations Regarding Using the
Work of Other Auditors and Engaging
Assistants From Outside the Firm
July 12, 2010
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Staff Audit Practice
Alerts are not rules of the Board and do not reflect any Board determination
or judgment about the conduct of any particular firm, auditor, or any other
person.

Introduction
The PCAOB staff has observed that a number of registered public accounting
firms located in the United States ("U.S.") have been issuing audit reports on
financial statements filed by issuers that have substantially all of their operations outside of the U.S. Although there is nothing inherently inappropriate
about this, observations from the Board's inspection process suggest that some
firms may not be conducting those audits in accordance with PCAOB standards.
Specifically, some firms may be issuing audit reports based on the work of another firm, or by using the work of assistants engaged from outside of the firm,
without complying with relevant PCAOB standards.
The circumstances in which such conduct occurs often involve issuers that are
incorporated in the U.S. (and that file their annual reports with the Securities
and Exchange Commission ("SEC") on Form 10-K), even though substantially
all of their operations are in another country. In this context, a number of issuers
have come to be incorporated in the U.S., and to have securities trading in the
U.S., following a transaction in which an operating company in another country
merges with a U.S. shell company that had previously registered its securities
under the Securities Exchange Act of 1934.
The number of issuers that file financial statements audited by U.S. auditors,
while having substantially all of their operations in another country, has increased in recent years. The demand for those audit services is met by U.S
registered public accounting firms of various sizes, including small firms.1 The
1
For example, in a 27-month period ending March 31, 2010, at least 40 U.S. registered public accounting firms with fewer than five partners and fewer than ten professional staff issued
audit reports on financial statements filed with the SEC by companies whose operations were
(continued)
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Board's inspection staff has observed some situations in which it appeared that
U.S. registered public accounting firms that provided those auditing services
did so by having all or most of the audit performed by another firm or by assistants engaged from outside the firm (including firms and assistants located in
another country) without complying with PCAOB standards applicable to using
the work and reports of another auditor and supervising assistants.2 Prompted
by those observations, this Alert is intended as a reminder to registered firms
concerning a firm's obligations when using the work of other firms or using
assistants engaged from outside the firm.

Using the Work of Other Auditors
AU sec. 543, Part of Audit Performed by Other Independent Auditors, establishes
requirements that apply when an auditor of an issuer's financial statements
"use[s] the work and reports of other independent auditors who have audited
the financial statements of one or more subsidiaries, divisions, branches, components, or investments included in [that issuer's] financial statements."3
The Board's inspection staff has identified indications that some U.S. firms
auditing issuers with substantially all of their operations in another country
are not properly applying AU sec. 543. For example, in one situation, a U.S. firm
engaged to audit such an issuer retained an accounting firm in the China region
to perform audit procedures. In the year preceding the audit, the U.S. firm's
managing partner and engagement partner traveled to the China region to meet
with the issuer's board of directors, the issuer's management, and the other firm
in order to gain an understanding of the issuer's business and processes and
review with the other firm its audit process. The U.S. firm's personnel did not
travel to the China region during the audit, and the audit procedures performed
by the other firm constituted substantially all of the audit procedures on the
issuer's financial statements. The firm in the China region did not issue a report,
and substantially all of the audit documentation was maintained by the firm
in the China region. Based on its view that AU sec. 543 applied and permitted
it to do so, the U.S. firm issued an audit report stating that it had audited the
financial statements and expressing an unqualified opinion on the financial
statements. The inspection staff, however, concluded that it was inappropriate
for the firm to serve as principal auditor and use the work of the other auditor
pursuant to AU sec. 543.
(footnote continued)
substantially all in the China region. (As used in this Staff Audit Practice Alert, the term "China
region" includes the People's Republic of China, Hong Kong Special Administrative Region, and Taiwan.) This trend has also attracted attention, and was a subject of discussion at a recent meeting of
the Board's Standing Advisory Group (available beginning at minute 43:15 of the archived Webcast
at http://pcaobus.org/News/Webcasts/Documents/2010/pcaob-040710-p2.mp3). This trend is not necessarily limited to the China region, and the discussion in this Staff Audit Practice Alert of issues
associated with the U.S. registered public accounting firms' audits of companies whose operations
were substantially all in the China region also is relevant to audits of companies located in other
jurisdictions.
2
Where appropriate, the Board follows up on indications of such misconduct with enforcement
investigations, disciplinary proceedings, and sanctions. By law, these Board processes are nonpublic
unless and until they result in a final disciplinary sanction taking effect. In one completed matter,
the Board imposed sanctions in a case in which a U.S. firm used a significant amount of audit work
performed by a Hong Kong firm without adequately coordinating its work with that of the Hong Kong
firm. See In the Matter of Clancy and Co., P.L.L.C., Jennifer C. Nipp, CPA, and Judith J. Clancy, CPA,
PCAOB Release No. 105-2009-001 (March 31, 2009). Referrals from the Board's inspection program to
the Board's enforcement program relating to situations in which firms are using work of other firms
or using assistants from outside the firm in connection with audits of foreign-based issuers have been
on the rise.
3
AU sec. 543.01.
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Identifying Circumstances in Which AU sec. 543 Applies
AU sec. 543 applies only to circumstances in which a firm would use the "work
and reports of other independent auditors who have audited the financial
statements of one or more subsidiaries, divisions, branches, components, or
investments" of an issuer.4 AU sec. 543 does not provide a way for an auditor to
take responsibility for the work of another auditor that has essentially audited
an issuer's financial statements in their entirety, even if the firm complies with
the other requirements in AU sec. 543. AU sec. 543 does not apply to the use of
another auditor's work if that work is anything other than an audit of the financial statements of one or more subsidiaries, divisions, branches, components,
or investments of the issuer.

Determining Whether to Serve as Principal Auditor
Even in circumstances where a firm has access to the work and reports of
another auditor that has audited the financial statements of a subsidiary, division, branch, component, or investment, the firm cannot serve as principal
auditor (and, accordingly, may not sign the audit report on the issuer's financial
statements) unless the firm's own participation in the audit is sufficient.5 In
determining whether its participation is sufficient to serve as principal auditor,
the firm "should consider, among other things, the materiality of the portion of
the financial statements [the firm] audited in comparison with the portion audited by other auditors, the extent of [the auditor's] knowledge of the overall
financial statements, and the importance of the components [the firm] audited
in relation to the enterprise as a whole."6 If an issuer has no significant operations other than those in another country, a registered public accounting firm
that plays no significant part in the audit of the foreign operations is highly
unlikely to have sufficient participation in the audit to serve as the issuer's
principal auditor. A lack of sufficient participation cannot be overcome by using
the work of the other auditor, even if the firm assumes responsibility for that
work.

Responsibilities of the Principal Auditor
In circumstances in which AU sec. 543 applies and in which the firm's own
participation is sufficient to serve as principal auditor, the principal auditor
must comply with the other requirements in AU sec. 543 relative to the firm's
use of the work and reports of the other auditor,7 including:

•

Determining the Method of Reporting—The principal auditor must
decide, taking certain factors into account, whether to express an
opinion on the financial statements taken as a whole without making reference to the audit of the other auditor (thereby assuming
responsibility for the work of the other auditor) or to make reference to the audit of the other auditor.8

4

Ibid.
See AU sec. 543.02.
6
AU sec. 543.02. In an integrated audit, the auditor who serves as the principal auditor of the
financial statements should also be the principal auditor of internal control over financial reporting
("ICFR") and so must participate sufficiently in the audit of ICFR to provide a basis for serving as the
principal auditor of ICFR. See Paragraph C8 of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
7
AU sec. 543.03-.17.
8
See AU sec. 543.03-.06.
5
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•

Procedures Applicable to Both Methods of Reporting—The principal auditor "should make inquiries concerning the professional
reputation and independence of the other auditor [and] adopt appropriate measures to assure the coordination of [the principal
auditor's] activities with those of the other auditor in order to
achieve a proper review of matters affecting the consolidating or
combining of accounts in the financial statements."9

•

Procedures Applicable When Assuming Responsibility – If the principal auditor assumes responsibility for the work of the other auditor, the principal auditor "must obtain, and review and retain ...
prior to the report release date", certain specific information from
the other auditor, and should also consider "[visiting] the other auditor and [discussing] the audit procedures followed and results
thereof; [reviewing] the audit programs of the other auditor [and,
if appropriate, issuing] instructions to the other auditor as to the
scope of the audit work; [and/or reviewing] additional audit documentation of the other auditor relating to significant findings or
issues in the engagement completion document."10

If the principal auditor assumes responsibility for the work of other auditors,
the principal auditor should determine whether the results of the principal
auditor's own work, combined with the results of the work of other auditors,
provide sufficient competent evidential matter to afford a reasonable basis for
an audit opinion on the issuer's financial statements.11 In developing an opinion,
the principal auditor "should consider relevant evidential matter regardless of
whether it appears to corroborate or to contradict the assertions in the financial
statements."12
The principal auditor must exercise due professional care in the performance
of the audit.13 When the principal auditor assumes responsibility for the other
auditor's work, the principal auditor's review of the audit documentation obtained from the other auditor14 and performance of other required procedures
may identify issues requiring additional consideration by the principal auditor,
such as the following issues observed in some audits by the Board's inspection
staff:

•

The other auditor did not comply with instructions issued by the
principal auditor.

•

The other auditor identified an accounting or auditing issue that
the other auditor did not resolve.

•

The other auditor performed an audit in accordance with auditing
standards other than the standards of the PCAOB.

9
AU sec. 543.10. In connection with this point, both the principal auditor and auditors whose work
and reports the principal auditor uses should be cognizant of PCAOB registration requirements. Under
section 102(a) of the Sarbanes-Oxley Act of 2002 and PCAOB Rule 2100, Registration Requirements
for Public Accounting Firms, an auditor whose work and report the principal auditor uses must be
registered with the PCAOB if that auditor's work constitutes a substantial role in the preparation
or furnishing of? the audit report on the issuer's financial statements, as defined in PCAOB Rule
1001(p)(ii), Definitions of Terms Employed in Rules / Play a Substantial Role in the Preparation or
Furnishing of an Audit Report.
10
AU sec. 543.12.
11
See paragraph .02 of AU sec. 150, Generally Accepted Auditing Standards, and paragraph .08
of AU sec. 230, Due Professional Care in the Performance of Work.
12
Paragraph .25 of AU sec. 326, Evidential Matter.
13
See AU sec. 230.01.
14
AU sec. 543.12 describes certain specific information that the principal auditor must obtain
from the other auditor.
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The other auditor reported on the financial statements of a component that prepares its financial statements in accordance with
a financial reporting framework15 other than the framework used
to prepare the financial statements of the issuer as a whole.

To the extent the principal auditor has substantial doubt about any financial
statement assertion of material significance, the principal auditor "must refrain from forming an opinion until [the principal auditor] has obtained sufficient competent evidential matter to remove such substantial doubt, or ...
must express a qualified opinion or a disclaimer of opinion."16 For example, if
the principal auditor determines that the work of the other auditor does not
provide the necessary audit evidence, the principal auditor should take appropriate actions to obtain sufficient competent evidence, including "[participating]
in discussions regarding the accounts with management personnel of the component whose financial statements are being audited by other auditors and/or
[making] supplemental tests of such accounts."17

Language Considerations
Appropriately satisfying the requirements described above necessarily entails
overcoming any language barriers. If the appropriate supervisory personnel of
the principal auditor are not sufficiently fluent in the language in which the
audit documentation of the other auditor is prepared, the principal auditor
must take the necessary actions to enable the principal auditor to fulfill its
responsibilities in accordance with PCAOB standards. The principal auditor
can neither omit the procedures described in AU sec. 543 because of language
differences, nor satisfy those requirements by reference to documents that the
principal auditor does not understand.

Engaging Assistants from Outside the Firm
The previous section describes certain requirements in PCAOB standards that
apply when a principal auditor uses the work and reports of other auditors who
have audited the financial statements of one or more subsidiaries, divisions,
branches, components, or investments included in the financial statements presented. In other situations, the auditor might engage assistants from outside
the firm in performing the audit. The auditor's responsibilities related to the
work of assistants engaged from outside the firm are governed by the same standards as the auditor's responsibilities related to the work of assistants who are
associated with the auditor's firm as a partner, shareholder, or employee.
The Board's inspection staff has identified situations in which U.S. firms auditing companies with substantially all of their operations in another country
appeared not to have appropriately executed their responsibilities with respect
to the work of assistants engaged from outside of the firm. For example, in
one situation, a U.S. firm retained the services of a consulting firm that had
personnel who could read, write, and speak the language of the area, in the
China region, in which the issuer's operations were located. Those consultants
planned the audit, communicated with the issuer's management, and traveled
to the China region to complete a substantial portion of the audit. None of
15
U.S. generally accepted accounting principles and International Financial Reporting Standards
are examples of a financial reporting framework. Auditors should look to the requirements of the SEC
for the issuer under audit with respect to the accounting framework applicable to the issuer.
16
AU sec. 326.25.
17
AU sec. 543.13.

PC §400.06

2714

PCAOB Staff Guidance

the U.S. firm's partners or employees traveled to the China region or planned,
performed, supervised, or meaningfully reviewed the audit work. Procedures
performed by the U.S. firm's engagement partner consisted primarily of reviewing certain work papers prepared by the consultants as well as issuer-prepared
draft financial statements and lead schedules that had been translated into
English. The inspection staff concluded that the level of the firm's involvement
in the audit work performed by the consultants was not sufficient for the firm to
assert that an audit had been performed by the firm and that the audit provided
a reasonable basis for the firm to have an opinion on the financial statements.
As described further in this Alert, some key considerations in determining the
appropriate level of the firm's involvement in audit work performed by assistants engaged from outside the firm (including planning, performing, and supervising the audit work) include, but are not limited to, the following:

•

Whether the auditor would be able to obtain information about
the knowledge, skill, and ability of the assistants engaged from
outside the firm (including their knowledge of PCAOB standards
and the relevant financial reporting requirements), and to evaluate the independence of the assistants engaged from outside the
firm.

•

Whether the auditor would be able to properly plan and supervise the work of the assistants engaged from outside the firm and
whether the auditing procedures performed by such assistants, in
combination with the work performed by individuals from within
the firm, would provide sufficient competent evidential matter to
afford a reasonable basis for an audit opinion.

•

Whether the assistants engaged from outside the firm are located
in the same country or speak the same language as the auditor or
the auditor's client.

•

Whether the auditor would be able to comply with the documentation requirements, including the preparation, assembly, and retention of documentation, with respect to the work performed by
the assistants engaged from outside the firm.

Knowledge, Skill, Ability, and Independence
As is the case when a registered public accounting firm deploys its own partners,
shareholders, or employees on an audit, when a registered public accounting
firm engages assistants from outside of the firm, the firm's engagement partner "is responsible for the assignment of tasks to, and supervision of, [those]
assistants."18 Those assistants, like all assistants, should be "assigned to tasks
and supervised commensurate with their level of knowledge, skill, and ability,"19 which necessarily requires the person who assigns and supervises the
assistants to have an understanding of the level of knowledge, skill, and ability
possessed by those assistants. The knowledge, skill, and ability of personnel
assigned significant engagement responsibilities also should be commensurate

18

AU sec. 230.06.
Ibid. A registered public accounting firm has a responsibility to ensure that all individuals who
perform audit procedures for which the firm is responsible, including assistants engaged from outside
the firm, comply with the professional standards applicable to the firm's auditing practice (see QC
sec. 20.03) and that work is assigned to individuals who have the degree of technical training and
proficiency required in the circumstances (see QC sec. 20.13).
19
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with the auditor's assessment of the level of risk for the engagement, including the risk of material misstatement due to fraud.20 Ordinarily, higher risk
requires the assignment of more experienced personnel or additional persons
with specialized skills and knowledge, e.g., information technology or forensic
specialists.21
As for independence, the registered public accounting firm must approach independence considerations concerning the assistants engaged from outside the
firm as if they were employees of the firm.22

Planning and Supervision
The registered public accounting firm is responsible for planning the audit,
and for ensuring that the work of assistants is supervised and reviewed in
accordance with PCAOB standards.
As the "auditor with final responsibility for the audit", as that term is used in
paragraph .02 of AU sec. 311, Planning and Supervision, the registered public
accounting firm's engagement partner is responsible for audit planning, which
involves developing an overall strategy for the expected conduct and scope of the
audit.23 Procedures that an auditor may consider in planning the audit usually
involve review of records relating to the company and discussions with assistants, including assistants engaged from outside the firm, and management of
the company, the board of directors, or its audit committee.24 "In planning the
audit, the auditor should consider the nature, extent, and timing of work to be
performed and should prepare a written audit program (or set of written audit
programs).25
"The auditor should obtain a level of knowledge of the [issuer's] business that
will enable [the auditor] to plan and perform [the] audit in accordance with
[PCAOB standards]."26 "Knowledge of an [issuer's] business is ordinarily obtained through experience with the [issuer] or its industry and inquiry of personnel of the [issuer]."27 Prior to, or in conjunction with, gathering information
about the issuer's business, the engagement partner and key members of the
audit team, including any engaged from outside the firm, should discuss the
potential for material misstatement due to fraud.28 The discussion should include, among other things, "an exchange of ideas or "brainstorming" ... about
how and where [the auditor] believe[s] the [issuer's] financial statements might
be susceptible to material misstatement due to fraud, how management could
perpetrate and conceal fraudulent financial reporting, and how assets of the
[issuer] could be misappropriated."29

20
See paragraph .17 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit, and
paragraph .50 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
21
Ibid.
22
PCAOB standards require that policies and procedures be established to provide the firm with
reasonable assurance that individuals who perform the audit maintain independence (in fact and in
appearance) in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities. (See QC sec. 20.09.)
23
See AU sec. 311.03, and paragraph 9 of Auditing Standard No. 5.
24
See AU sec. 311.04 (including examples of such procedures).
25
AU sec. 311.05.
26
AU sec. 311.06.
27
AU sec. 311.08.
28
See AU sec. 316.14 and AU sec. 316.17.
29
AU sec. 316.14.
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Appropriate supervision and review necessarily entails overcoming any language barriers. The engagement partner is responsible for the supervision of
assistants, including any engaged from outside the firm.30 "Elements of supervision include instructing assistants, keeping informed of significant problems
encountered, reviewing the work performed, and dealing with differences of
opinion ... The extent of supervision appropriate in a given instance depends
on many factors, including the complexity of the subject matter and the qualifications of persons performing the work."31 "Ordinarily, higher risk requires ...
more extensive supervision by the [engagement partner] during both the planning and the conduct of the engagement."32 Also, "the extent of supervision
should reflect the risks of material misstatement due to fraud."33 "The work
performed by each assistant should be reviewed to determine whether it was
adequately performed and to evaluate whether the results are consistent with
the conclusions to be presented in the auditor's report."34

Audit Documentation
The registered public accounting firm is responsible for ensuring that all audit
documentation – including the documentation of the work of the assistants –
necessary to meet the PCAOB's documentation requirements is prepared and
retained.35 Auditing Standard No. 3, Audit Documentation, "establishes general requirements for documentation the auditor should prepare and retain
in connection with engagements conducted pursuant to the standards of the
PCAOB."36 Among other things, Auditing Standard No. 3 requires that the auditor "identify all significant findings or issues in an engagement completion
document."37 These requirements are applicable in situations in which the auditor engages, as assistants, individuals from outside the firm.

Engagement Quality Review
"[T]he engagement quality reviewer should evaluate the significant judgments
made by the engagement team and the related conclusions reached in forming
the overall conclusion on the engagement and in preparing the [audit] report"38
including "[reviewing] the engagement completion document and [confirming]
with the engagement partner that there are no significant unresolved matters."39 "[T]he firm may grant permission to the client to use the [audit] report
only after the engagement quality reviewer provides concurring approval of
issuance."40

30
31
32
33
34
35
36
37
38
39
40

See AU sec. 230.06.
AU sec. 311.11.
AU sec. 312.17.
AU sec. 316.50.
AU sec. 311.13.
See paragraph 18 of Auditing Standard No. 3, Audit Documentation.
Paragraph 1 of Auditing Standard No. 3.
Paragraph 13 of Auditing Standard No. 3.
Paragraph 9 of Auditing Standard No. 7, Engagement Quality Review.
Paragraph 10.e of Auditing Standard No. 7, Engagement Quality Review.
Paragraph 13 of Auditing Standard No. 7.
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Standard-setting Activities
The Board has a project on its standard-setting agenda regarding the responsibilities of the principal auditor. The Board's Standing Advisory Group discussed
this topic at its April 7-8, 2010 meeting.41

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Greg Scates, Deputy Chief Auditor, 202-207-9114, scatesg@pcaobus.org
Brian F. Degano, Associate Chief Auditor, 202-207-9113, deganob@pcaobus.org
Nicholas Grillo, Assistant Chief Auditor, 202-207-9104, grillon@pcaobus.org

41
See briefing paper available at http://pcaobus.org/News/Events/Documents/04072010_
SAGMeeting/Principal_Auditor_Briefing_Paper.pdf.
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.07 Staff Audit Practice Alert No. 7

Auditor Considerations of Litigation and
Other Contingencies Arising From Mortgage
and Other Loan Activities
December 20, 2010
Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy
circumstances that may affect how auditors conduct audits under the existing requirements of PCAOB standards and relevant laws. Auditors should
determine whether and how to respond to these circumstances based on the
specific facts presented. The statements contained in Staff Audit Practice
Alerts are not rules of the Board and do not reflect any Board determination
or judgment about the conduct of any particular firm, auditor, or any other
person.

Background
In the fall of 2010, allegations surfaced that banks may have misrepresented
the quality of mortgages sold and that those banks could be required to repurchase the affected mortgages.1 Additional allegations have been made that
companies servicing $6.4 trillion in American mortgages may have bypassed
legally required steps to foreclose on homes.2 Some of these practices could
result in loss contingencies for certain financial institutions that may require
recognition of liabilities or disclosure in financial statements.3
The situation remains fluid, with estimates of potential costs associated with
foreclosure irregularities and mortgage repurchases ranging from "manageable" to an exposure for the industry of up to $52 billion.4 Some experts have
acknowledged scenarios in which the title and legal documentation problems
related to foreclosures could lead to significant effects on banks' balance sheets.5
Numerous federal and state agencies are coordinating their efforts to review
practices that may not comply with state foreclosure laws or applicable federal

1
Congressional Oversight Panel, November Oversight Report (November 16, 2010), available at:
http://cop.senate.gov/reports/library/report-111610-cop.cfm.
2
Ibid.
3
Loss contingencies may include, among others, accruals for liabilities relating to representations
and warranties made at the time loans were sold or for litigation costs.
4
November Oversight Report, p. 52.
5
Ibid.
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laws6 and to provide for better disclosures and improve transparency in the
securitization market.
As part of the efforts to provide for better disclosures, in October 2010, the
United States Securities and Exchange Commission's ("SEC") Division of Corporation Finance sent letters to certain public companies as a reminder of
their disclosure obligations with respect to their forthcoming quarterly reports
on Form 10-Q and subsequent filings. The letters highlighted continued concerns about potential risks and costs associated with mortgage and foreclosurerelated activities or exposures. The sample letter posted to the SEC Web site
stated that companies should consider certain items for disclosure, including,
without limitation, "the impact of various representations and warranties regarding mortgages made to purchasers of the mortgages (or to purchasers
of mortgage-backed securities) including to the government-sponsored entities (GSEs), private-label mortgage-backed security (MBS) investors, financial
guarantors and other whole loan purchasers."7
The letters further reminded companies of the requirements for disclosures in
Management's Discussion and Analysis for Forms 10-Q and 10-K under Item
303 of Regulation S-K and for accruing and disclosing loss contingencies in
the financial statements under the Financial Accounting Standards Board's
("FASB") Accounting Standards Codification ("ASC") Topic 450, Contingencies,
Subtopic 450-20. Companies were reminded that, as appropriate, they should
consider the need to accrue loss contingencies and to provide clear and transparent disclosure regarding obligations relating to the various representations
and warranties that were made in connection with securitization activities and
whole loan sales, and to discuss any implications of any foreclosure reviews,
including potential delays in completing foreclosures. If applicable, these disclosures would address the company's role as an originator, securitizer, servicer,
and investor.
The letters cautioned companies to consider a number of matters when preparing their quarterly and subsequent filings (e.g., litigation risks and uncertainties related to any known or alleged defects in the securitization process, including any potential defects in mortgage documentation or in the assignment
of the mortgages). The letter also cautioned that some of these issues are not
limited to financial institutions.
This practice alert advises auditors that the potential risks and costs associated
with mortgage and foreclosure-related activities or exposures, such as those discussed in the SEC staff letters, could have implications for audits of financial
statements or of internal control over financial reporting. These implications
might include accounting for litigation or other loss contingencies and the related disclosures. Auditors should consider the effect of these matters during
their reviews of interim financial information, year-end audits, and attestation
engagements on assessments of compliance with servicing criteria.
Staff Audit Practice Alert No. 3, Audit Considerations in the Current Economic
Environment ("Practice Alert No. 3"), was issued in December 2008 to assist auditors in identifying matters related to the current economic environment that
might affect audit risk and require additional emphasis.8 Among other things,
6
White House, Office of the Press Secretary, Fact Sheet: Federal Government Efforts to Support
Accountability, Stability and Clarity in the Housing Market, dated October 20, 2010.
7
Neither companies nor public accounting firms should rely on the summary of the SEC staff
letter in this practice alert, but should review the letter in its entirety. The SEC staff sample letter is
available at: http://www.sec.gov/divisions/corpfin/guidance/cfoforeclosure1010.htm.
8
Staff Audit Practice Alert No. 3 is available at: http://pcaobus.org/Standards/QandA/12052008_
APA_3.pdf.
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Practice Alert No. 3 provides auditors with information on selected financial reporting areas, including contingencies and guarantees that may be affected by
the economic environment, and reminds auditors of the requirements regarding
accounting estimates.
Audit risks that existed in December 2008 with respect to contingencies and
guarantees, as well as potential other issues, continue to exist today. These audit
risks potentially affect the risk of material misstatement, as evidenced by recent
concerns regarding problematic foreclosures and asserted claims or potential
litigation relating to representations and warranties made in connection with
securitizations or whole loan sales. Auditors may need to consider the possible
effects that these issues might have on the nature, timing, and extent of planned
audit procedures.9

Matters for the auditor’s consideration
In light of continued concerns about potential risks and costs associated with
mortgage and foreclosure-related activities or exposures, this practice alert reminds auditors of their responsibilities with respect to auditing loss contingencies, disclosures, and other related topics.

Auditing Litigation, Claims, and Assessments
Companies that may be affected by mortgage and foreclosure-related activities
or exposures may need to accrue for or provide disclosures relating to legal
contingencies.10
AU sec. 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments, establishes requirements with respect to litigation, claims, and
assessments.11 This standard states that in order to identify litigation, claims,
and assessments, and to become satisfied with the accounting and reporting
of such matters, the auditor should gather sufficient and appropriate audit
evidence relevant to the following factors:

•

The existence of a condition, situation, or set of circumstances
indicating an uncertainty as to the possible loss to an entity arising
from litigation, claims, and assessments;

•

The period in which the underlying cause for legal action occurred;12

•
•

The degree of probability of an unfavorable outcome; and
The amount or range of potential loss.13

9

Paragraph .33 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit.
FASB ASC Subtopic 45020 requires companies to establish accruals for litigation and other
contingencies when it is probable that a loss has been incurred and the amount of the loss can be
reasonably estimated. In an audit of a foreign private issuer ("FPI") whose financial statements are
prepared in conformity with International Financial Reporting Standards ("IFRS"), the auditor should
refer to applicable accounting and disclosure requirements of the International Accounting Standards
Board ("IASB"). PCAOB standards apply regardless of the applicable financial reporting framework.
11
AU sec. 337.01.
12
According to paragraphs .01 and .04 of AU sec. 561, Subsequent Discovery of Facts Existing
at the Date of the Auditor's Report, when an auditor becomes aware of information that relates to
financial statements previously reported on by the auditor, but which was not known to the auditor
at the date of the report, and which is of such a nature and from such a source that the auditor would
have investigated it had it come to the auditor's attention during the course of the audit, the auditor
should take the actions described in AU sec. 561.
13
AU sec. 337.04.
10
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AU sec. 337 discusses the procedures the auditor should perform regarding
litigation, claims, and assessments14 and also states that although certain audit procedures may be undertaken for other purposes, they might also disclose
litigation, claims, and assessments (e.g., reading minutes of meetings of stockholders, directors, and appropriate committees held during and subsequent
to the period being audited; reading contracts, loan agreements, leases, and
correspondence from taxing or other governmental agencies; or inspecting similar documents).15 Further, the auditor should obtain a letter from the client's
lawyer to assist the auditor in corroborating the information furnished by management concerning litigation, claims, and assessments.16

Auditing Accounting Estimates
Companies involved in mortgage and foreclosure-related activities may need to
estimate and accrue amounts for other potential loss contingencies including
those related to various representations and warranties. AU sec. 342, Auditing Accounting Estimates, establishes requirements regarding obtaining and
evaluating sufficient appropriate audit evidence for accounting estimates. In
auditing accounting estimates, the auditor normally should consider the company's historical experience in making past estimates as well as the auditor's
experience in auditing companies in the same industry.17 However, changes
in facts, circumstances, or a company's procedures may cause factors different
from those considered in the past to become significant to the accounting estimate.18 For example, a company's historical experience relating to repurchasing
loans sold into securitization structures may not be indicative of future trends
in that area.
According to AU sec. 342, when planning and performing procedures to evaluate
the reasonableness of the company's accounting estimates, the auditor should
consider, with an attitude of professional skepticism, the subjective and objective factors included in the estimate.19 When evaluating accounting estimates
relating to mortgage loan repurchase losses, such factors may include, among
others, estimated levels of defects based on the company's review or experience,
default expectations, investor repurchase demand, or appeal success rates.

Evaluating Financial Statement Presentation and Disclosure
Information essential for a fair presentation in conformity with generally accepted accounting principles should be set forth in the financial statements
(which include the related notes).20 When such information is set forth elsewhere in a report to shareholders "it should be referred to in the financial
statements."21 If management omits from the financial statements, including
the accompanying notes, information that is required by generally accepted accounting principles, the auditor should express a qualified or adverse opinion
and should provide the information in the audit report, if practicable.22
14
15
16
17
18
19
20
21
22

AU sec. 337.05.
AU sec. 337.07.
AU sec. 337.08.
AU sec. 342.09.
Ibid.
AU sec. 342.04.
Paragraph .41 of AU sec. 508, Reports on Audited Financial Statements.
Ibid.
Paragraph .03 of AU sec. 431, Adequacy of Disclosure in Financial Statements.
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In addition, the auditor should read the other information accompanying
the interim and annual financial statements contained in reports filed with
the SEC,23 including the Management's Discussion and Analysis of Financial
Condition and Results of Operations sections of annual reports and other
filings.24 The auditor should consider whether that information or the manner of its presentation is materially inconsistent with the financial statements.
If the auditor concludes that there is a material inconsistency or becomes aware
of information that he or she believes is a material misstatement of fact, the
auditor should determine if the financial statements, the audit report, or both,
require revision. If the auditor concludes that the financial statements or audit
report do not require revision, the auditor should request the company to revise
the other information.25
FASB ASC Topic 450, Contingencies, Subtopic 450-20 requires that when a loss
is not both probable and estimable, an accrual is not recorded, but disclosure
of the contingency is required to be made when there is at least a reasonable
possibility that a loss or an additional loss has been incurred.26 Companies involved in mortgage and foreclosure-related activities or exposures may need to
establish new disclosures or enhance existing disclosures regarding litigation
and other contingencies or estimates. For example, companies that sold or securitized loans but may not have complied with representations and warranties
may be at risk of being forced to repurchase such loans. These companies may
need to disclose or enhance their existing disclosures regarding the nature, timing, and uncertainty of their potential exposures as additional claims arise and
are resolved.

Communication with Audit Committees
To the extent potential risks and costs associated with mortgage and
foreclosure-related activities or exposures are identified, auditors are reminded
of their responsibility to communicate with the audit committee. AU sec. 380,
Communication With Audit Committees, includes requirements regarding communications relating to management judgments and accounting estimates.27
Other communication with the audit committee includes such matters as the
clarity and completeness of the company's financial statements, which include
related disclosures28 and a discussion of items that have a significant impact on
the representational faithfulness, verifiability, and neutrality of the accounting
information included in the financial statements.29 For example, in appropriate
circumstances, this discussion would include the auditor's view on disclosures
relating to representations and warranties that were made in connection with
securitization activities.

23
Paragraph .18(f) of AU sec. 722, Interim Financial Information, and paragraph .04 of AU sec.
550, Other Information in Documents Containing Audited Financial Statements.
24
For example, Item 303(a)(1) of Regulation S-K instructs management to "[i]dentify any known
trends or any known demands, commitments, events or uncertainties that will result in or that are
reasonably likely to result in the registrant's liquidity increasing or decreasing in any material way."
25
AU secs. 550.04–05.
26
In an audit of a FPI whose financial statements are prepared in conformity with IFRS, the auditor should refer to applicable accounting and disclosure requirements of the IASB. PCAOB standards
apply regardless of the applicable financial reporting framework.
27
AU sec. 380.08.
28
AU sec. 380.11.
29
Ibid.

PC §400.07

2724

PCAOB Staff Guidance

Reviewing Interim Financial Information
The objective of a review of interim financial information is to provide the
auditor with a basis for communicating whether he or she is aware of any material modifications that should be made to the interim financial information
for it to conform with generally accepted accounting principles.30 AU sec. 722,
Interim Financial Information, requires the auditor to make inquiries regarding unusual or complex situations that may have an effect on the interim information.31 These situations may include changes in estimated loss contingencies
as well as trends and developments affecting accounting estimates.32
If information obtained from performing review procedures leads the auditor
to believe that the interim financial information may not be in conformity with
generally accepted accounting principles in all material respects, the auditor
should make additional inquiries or perform other procedures considered appropriate to provide a basis for communicating whether any material modifications should be made to the interim financial information.33 AU sec. 722
provides additional requirements in cases where the auditor believes that a
material modification should be made to the interim financial information.34

Ongoing Audit Considerations
As additional information is determined in future periods regarding the potential risks and costs associated with mortgage and foreclosure-related activities
or exposures, auditors planning or performing an audit should acquire a sufficient understanding to assess how the additional information affects the nature
and potential magnitude of the associated risks. Auditors should modify the
overall audit strategy and the audit plan as necessary if circumstances change
significantly during the course of the audit, including changes due to a revised
assessment of the risks of material misstatement or the discovery of a previously unidentified risk of material misstatement.35 Accordingly, auditors may
need to consider, e.g., how documentation issues in the loan origination process
at a bank affect the auditors' initial risk assessment, overall audit strategy and
the audit plan.
Risks of material misstatement can arise from a variety of sources, including external factors, including conditions in the company's industry and environment
and company-specific factors, such as the nature of the company, its activities,
and internal control over financial reporting which can affect the judgments involved in determining accounting estimates or create pressures to manipulate
the financial statements to achieve certain financial targets.36
30

AU sec. 722.07.
AU sec. 722.18c.
32
AU sec. 722.55B1.
33
AU sec. 722.22.
34
AU sec. 722.29–722.31.
35
Paragraph 15 of Auditing Standard No. 9, Audit Planning. On August 5, the Board adopted
Auditing Standards No. 8 through No. 15 related to the auditor's assessment of and response to risk
("the Risk Assessment Standards"), which, if approved by the SEC, would become effective for audits
of fiscal periods beginning on or after December 15, 2010. For audits of fiscal periods before the Risk
Assessment Standards are effective, auditors should refer to the relevant requirements of AU sec. 311,
Planning and Supervision, AU sec. 312, AU sec. 316, Consideration of Fraud in a Financial Statement
Audit, AU sec. 319, Consideration of Internal Control in a Financial Statement Audit, and Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements.
36
Paragraph 5 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.
31
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In an integrated audit, many factors can affect the risk associated with a control
including the design of the control,37 nature of the control and the frequency
with which it operates as well as the competence of the personnel who perform
the control or monitor its performance and whether there have been changes
in key personnel who perform the control or monitor its performance.38 Accordingly, an increase in the volume of foreclosures or loan repurchases could affect
the risks associated with related controls.

Attestation Reports on Assessments of Compliance
With Servicing Criteria
Section 1122 of the SEC's Regulation AB requires an attestation report by a
registered public accounting firm on a servicer's assessment of compliance with
servicing criteria.39 These criteria include, among other things, maintaining
collateral or security on pool assets as required by the transaction agreements
or related pool asset documents; and initiating, conducting, and concluding
loss mitigation or recovery actions in accordance with the timeframes or other
requirements established by the transaction agreements.40
In adopting Regulation AB, the SEC provided that AT sec. 601, Compliance Attestation, applies to the preparation of these attest reports41 and generally requires that, in assessing whether the servicer has complied with the criteria, an
auditor should consider risk factors similar to those an auditor would consider
when planning an audit of financial statements,42 as well as factors relevant43
to the compliance engagement.44 For example, in assessing risk, the auditor
considers whether the servicer or its parent has identified noncompliance as
part of an internal investigation, internal audit, or other compliance review.

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Tony Lopez, Deputy Chief Auditor, 202-591-4774, lopeza@pcaobus.org
Barbara K. Vanich, Associate Chief Auditor, 202-207-9362, vanichb@
pcaobus.org
Hasnat Ahmad, Assistant Chief Auditor 202-207-9349, ahmadh@pcaobus.org

37

Paragraph .42 of Auditing Standard No. 5.
Paragraph .47, Auditing Standard No. 5.
39
Item 1122, Compliance with applicable servicing criteria, under Regulation AB.
40
Ibid.
41
See SEC Release No. 338518, Asset-Backed Securities (December 22, 2004), which states in
part: "On April 25, 2003, the Commission approved the PCAOB's adoption of the auditing and attestation standards in existence as of April 16, 2003 as interim auditing and attestation standards.
The Attestation Standard for Compliance Attestation (AT sec. 601) in those interim auditing and
attestation standards should be used in performing this examination engagement."
42
AT sec. 601.33.
43
Ibid.
44
Rules 13a18(c) and 15d18(c) under the Exchange Act require that the attestation report on the
assessment of compliance with servicing criteria for assetbacked securities be made in accordance
with standards for attestation engagements issued or adopted by the PCAOB.
38
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.08 Staff Audit Practice Alert No. 8

Audit Risks in Certain Emerging Markets
October 3, 2011

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

Executive Summary
Emerging markets play an increasingly important role in the global economy
given their high economic growth outlook and significant market size.1 Recent
disclosures of possible improprieties in financial reporting by companies based
in certain large emerging markets in Asia and observations from the Board's
oversight activities highlight the need for heightened awareness of risks when
performing audits of companies with operations in emerging markets.
This practice alert focuses on risks of misstatement due to fraud ("fraud risks")
that auditors might encounter in audits of companies with operations in emerging markets, auditors' responsibilities for addressing those risks, and certain
other auditor responsibilities under PCAOB auditing standards. Local business practices and cultural norms in emerging markets may differ from those
in more developed markets, and auditors should be alert to the effect of these
differences on the risks of material misstatement. Auditors should focus on the
audit procedures required to respond to those risks.
Fraud risks may be encountered in audits of companies in any region, whether
the region is an emerging or developed market. Auditors have a responsibility
to assess fraud risks in the financial statements that they audit and to perform audit procedures that respond to those risks, regardless of the regulatory
environment.2 The specific nature and characteristics of fraud risks, however,
can vary depending upon, among other things, the environment in which the
company operates, including the maturity and the robustness of the regulatory environments in the countries in which the company conducts its business
activities.
Authorities in many emerging market countries are taking steps to improve
investor protection. The PCAOB, however, has observed from its oversight
1
According to information in the Statistical Appendix of International Monetary Fund World
Economic Outlook: Slowing Growth Rising Risks (September 2011), emerging market countries accounted for over 40 percent of global gross domestic product in 2010.
2
See paragraph 4 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement and paragraphs 3-4 of Auditing Standard No. 13, The Auditor's Responses to the Risks
of Material Misstatement.
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activities some conditions in audits of certain companies in emerging markets
that indicate heightened fraud risk. Other situations have come to light in recent corporate filings with the Securities and Exchange Commission ("SEC")
and in SEC orders suspending trading in securities of certain companies in
emerging markets. In just two months in 2011, more than 24 companies with
their principal place of business in the People's Republic of China ("PRC") filed
Forms 8-K with the SEC reporting auditor resignations, accounting irregularities, or both.3 In some instances, the auditor's letter of resignation stated that
the auditor resigned because of circumstances that could constitute illegal acts
for purposes of Section 10A of the Securities Exchange Act of 1934 ("Exchange
Act").4 Since then the SEC's actions have expanded, including instituting stop
order proceedings against two PRC-based companies.5 Further, additional auditor resignations have occurred.6
Examples of conditions and situations indicating heightened fraud risk in certain companies in emerging markets that have been observed by PCAOB staff
or reported in an SEC filing include:

•

Existence of two separate and different sets of financial books and
records;

•

Discrepancies between the company's financial books and records
and audit evidence obtained with respect to the existence and accuracy of cash balances, accounts receivable, and revenues;

•

Auditor difficulties in confirming cash balances, including when
requesting to visit the offices of the company's bank, or questions
about the authenticity of bank statements provided to the auditor;

•

Auditors' follow-up visits to bank offices indicating serious discrepancies between bank confirmations provided to the auditor and
the bank's actual records, such as previously undisclosed material
borrowings and no record of or significant differences regarding
certain transactions;

•

Attempts by management to intercept or alter confirmation requests or responses;

•

Irregularities in sales contracts, such as a company-specific seal
affixed on the sales contract that does not belong to the purported
customer named in the contract;

•

Recognizing revenue from contracts or customers whose existence
could not be corroborated;

•

Recording sales of products shipped to warehouses or freight forwarders where no customer is identified;

•

Undisclosed material facts surrounding acquisition transactions,
sales transactions, and off-balance-sheet transactions with related
parties;

3
See letter from SEC Chairman Mary Schapiro, dated April 27, 2011, to the Chairman of
the House Subcommittee on TARP, Financial Services, and Bailouts of Public and Private Programs, Congressman Patrick McHenry, at http://s.wsj.net/public/resources/documents/BARRONSSEC-050411.pdf.
4
See the discussion in the section on illegal acts below.
5
See SEC Press Release, Stop Order Proceedings Instituted Against China Intelligent
Lightning and Electronics, Inc., and China Century Dragon Media, Inc. (June 13, 2011) at:
http://www.sec.gov/news/press/2011/2011-127.htm.
6
See, e.g., Longtop Financial Technologies Limited, Form 6-K (May 23, 2011), Exhibit 2 at:
http://www.sec.gov/Archives/edgar/data/1412494/000095012311052882/d82501exv99w2.htm.
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•

Recording of assets for which evidence of control, ownership, or
title is either unclear or difficult to corroborate;

•
•

Potential double counting of fixed assets;

•

Manipulation of the accounting records to mischaracterize or conceal payment of bribes or other improper payments;

•

Significant unexplained discrepancies between amounts included
in the financial statements in SEC filings and amounts included
in financial reports to other regulators, such as local authorities;

•

Use of personal-type bank accounts held in the name of corporate
officers or employees instead of corporate-type bank accounts for
company business; and

•

Unusual delays by management in the production of routine documents requested by the auditor. 7

Recording of uncorroborated operating expenses for which the
business purpose is unclear;

PCAOB standards require auditors to perform their audits to respond to fraud
risks and other risks of material misstatement, and to obtain relevant and reliable evidence that is sufficient to support the auditor's opinion. 8 This practice
alert discusses certain considerations that may be relevant when performing
audits in emerging markets.
Although the conditions, situations, and fraud risks described in this alert
have been observed in audits of companies in certain emerging markets, they
might also be present at companies in other markets. The matters discussed in
this alert are relevant whenever such conditions, situations, or fraud risks are
present in audits of companies located in emerging or developed markets.

Consideration of Fraud is an Integral Part of the Audit
The consideration of fraud is an integral part of the audit under PCAOB standards. PCAOB standards require that the auditor plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free
of material misstatement due to error or fraud. 9 The auditor should exercise
professional skepticism, and "conduct the audit engagement with a mindset
that recognizes the possibility that a material misstatement due to fraud could
be present."10 PCAOB auditing standards related to the auditor's assessment
of and response to risk11 and AU sec. 316, collectively, describe the auditor's
responsibilities for identification, assessment, and response to fraud risks.

7
In addition to indicating a heightened fraud risk, in some circumstances, the conditions and
situations in this list also may be indications of illegal acts which are discussed in the section on illegal
acts below.
8
See, generally, AU sec. 316, Consideration of Fraud in a Financial Statement Audit; Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements, Auditing Standard No. 13 and Auditing Standard No. 15, Audit
Evidence.
9
See paragraph 3 of Auditing Standard No. 8, Audit Risk.
10
AU sec. 316.13.
11
Auditing Standard No. 8, Auditing Standard No. 9, Audit Planning, Auditing Standard No.
10, Supervision of the Audit Engagement, Auditing Standard No. 11, Consideration of Materiality in
Planning and Performing an Audit, Auditing Standard No. 12, Auditing Standard No. 13, Auditing
Standard No. 14, Evaluating Audit Results, and Auditing Standard No. 15.
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Identifying and Assessing Fraud Risk Factors12
Fraud risks may arise from a variety of sources, including external factors and
internal factors. The auditor should perform risk assessment procedures13 and
evaluate whether the information gathered from those procedures indicates
that one or more fraud risk factors are present and should be taken into account
in identifying and assessing fraud risks.14
As part of risk assessment procedures, the auditor "should obtain an understanding of the company and its environment"15 in order to "understand the
events, conditions, and company activities that might reasonably be expected
to have a significant effect on the risks of material misstatement."16 This includes, for example, understanding:17

•

The relevant industry and regulatory factors, including the legal,
and political environment, which may include matters such as:
— The company's significance in the regional or local economy
and its level of influence over its industry, and regional or
local government, and
— Cultural norms in the business and regulatory environments;

•

The company's objectives, strategies, and related business risks;
its organizational structure; and sources of funding of the company's operations;

•

The company's significant investments, including equity method
investments, joint ventures, and variable interest entities
("VIEs");18

•

The sources of the company's earnings, including the relative profitability of key products and services; and

•

The company's key supplier and customer relationships.

Significant differences can exist between the business environments faced by
companies with operations in emerging markets and those in developed markets, which may affect the risk of misstatement in the financial statements. For
example, companies in emerging markets may be subject to rapidly changing
or less consistent regulatory oversight and reporting requirements, whereas
companies in developed markets may not.19 These and other aspects of the
12
According to paragraph 65 of Auditing Standards 12, "[f]raud risk factors are events or conditions that indicate (1) an incentive or pressure to perpetrate fraud, (2) an opportunity to carry out
the fraud, or (3) an attitude or rationalization that justifies the fraudulent action. Fraud risk factors
do not necessarily indicate the existence of fraud; however, they often are present in circumstances
in which fraud exists." See, generally, AU sec. 316.85.
13
See paragraphs 4-58 of Auditing Standard No. 12, which describe risk assessment procedures
the auditor should perform.
14
See paragraphs 59-73 of Auditing Standard No. 12, which discuss identifying and assessing
the risks of material misstatement, due to error or fraud, using information obtained from performing
risk assessment procedures.
15
Paragraph 7 of Auditing Standard No. 12.
16
Ibid.
17
See paragraphs 9-17 of Auditing Standard No. 12.
18
See Subtopic 810-10 of the Financial Accounting Standards Board's Accounting Standards
Codification for a definition of a variable interest entity.
19
See, generally, Silvia Iorgova and Li Lian Ong The Capital Markets of Emerging Europe: Institutions, Instruments and Investors, IMF Working Paper WP/08/103 (April 2008), at:
www.imf.org/external/pubs/ft/wp/2008/wp08103.pdf.
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business environment in emerging markets can create incentives, pressures,
and opportunities that may lead to a heightened risk of fraud.

Incentives and Pressures
As with public companies in developed countries, emerging market companies
seeking to raise capital in international markets may wish to present a strong financial position and robust growth in revenue and earnings. In turn, this may
create incentives or pressures to manipulate the financial statements rather
than report poor results or bad news to the investing public. For example, if
a company failed to consummate a previously announced acquisition, there is
a risk that management might manipulate the financial statements to make
them appear as though the acquisition has occurred. As another example, management at remotely located operating units of large multinational companies
locations may feel pressure to report inflated results.
In addition to the incentives and pressures routinely considered in audits of
public companies, auditors should consider any unique characteristics of the
emerging market company or its environment that might result in specific
fraud risks. For example, a company might engage in a significant business
partnership with a state-owned entity or VIE. In that situation, the company
might be motivated to consolidate the partnership or VIE to strengthen its
reported financial position, even if significant legal restrictions prevent the
company from obtaining a controlling interest in the partnership or assets. For
instance, a company might enter into contractual arrangements with a VIE
that are designed to enable the company to consolidate the VIE, even though
there might be significant uncertainties regarding the economic substance of
those arrangements.20 As another example, legal restrictions on the movement
of company assets might lead companies to maintain substantial amounts of
cash or other liquid assets in business units in certain jurisdictions, which can
create incentives for misappropriation of assets.

Opportunities
Some fraud risks arise when internal or external conditions and weak internal
controls provide opportunities for management or employees of the company to
engage in fraudulent activities. Certain aspects of the business environment in
emerging markets can create opportunities to perpetrate fraud, as discussed in
the examples below.
For example, a company in an emerging market might have a dominant presence in the geographic region in which it is located because it is the single largest
employer in the region, or it may exercise control over raw materials on which
other companies in the region depend. The company's management might have
strong ties with the local or state government. In such circumstances:

•

Management might be able to dictate terms or conditions to local
suppliers or customers, which might result in non-arm's length
transactions.

•

Management might be able to pressure personnel of a local bank
or other third parties to provide fraudulent information to the
auditor.

20
Additionally, such VIE structures can result in increased risks related to omitted, incomplete,
or inaccurate disclosures. See paragraphs 12-13 of Auditing Standard No. 12.
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•

Company employees might not be willing to report instances of
fraud for cultural reasons or fear of retribution from management.
While whistleblower protections have been introduced in many
emerging market countries, observers have said that there is still a
need to improve the effectiveness of the whistleblower programs.21

Additionally, weak internal controls and lack of robust governance mechanisms
have been observed in companies in certain emerging market countries. This
may stem from a lack of familiarity in local cultures with certain governance
concepts, such as prohibition of self-dealing, even where similar legal concepts
exist.22 For example, such a culture might provide opportunities for management to influence other senior company officials or various third parties to
provide false or misleading information to the company's auditors.
If criticizing or questioning a figure of authority is contrary to the local culture,
the company's employees may be hesitant to express any concerns about management's actions to an auditor. Such an environment can provide additional
opportunities for management to override controls or intentionally misstate the
financial statements.23
As another example, a company in an emerging market might be created as a
spin-off from a larger private or state-owned entity. The operating components
of the larger entity may be among the company's largest suppliers or customers.
In certain instances, the same individual or group that controls the company
might also control the company's suppliers and customers.24 Such situations
might provide opportunities for management to:

•

Enter into undisclosed side agreements with the related parties,
or

•

Collude with the related parties to create false documentation to
support fictitious transactions.

Some emerging market companies employ as their chief financial officer ("CFO")
an individual based in, or from, another region or country. Such a CFO might
lack knowledge of the local language and the company's business practices and,
therefore, might not be able to effectively perform certain important entity-level
controls, thereby creating opportunities for company personnel to commit or
conceal fraudulent misstatement of the financial statements. Similar conditions
and risks may be present at significant subsidiaries of multi-national companies
in emerging markets.
In some emerging market countries, controlling shareholders exercise strong
oversight over executive management and foster a corporate culture focused on
long-term value creation. In other jurisdictions, controlling shareholders have
the opportunity to engage in abusive conduct, a problem that is magnified in
jurisdictions where transparency is poor and where a weak rule of law fails to
give minority investors proper judicial recourse.25

21
See Organization for Economic Cooperation and Development (OECD) Corporate Governance
in Asia 2011: Progress and Challenges, Corporate Governance, OECD Publishing (2011), pg 36, at:
http://dx.doi.org/10.1787/9789264096790-en.
22
Ibid, pg 25.
23
See AU sec. 316.08.
24
See OECD Guide on Fighting Abusive Related Party Transactions in Asia, OECD Publishing
(2009), pgs 9-12 and 14-16, at: www.oecd.org/dataoecd/39/57/43626507.pdf.
25
See Melsa Ararat and George Dallas (International Finance Corporation), Corporate Governance in Emerging Markets: Why it Matters to Investors – and What They Can Do About It, Global Corporate Governance Forum (2011), pg 11, at: http://www.ifc.org/ifcext/cgf.nsf/Content/PSO_22_Melsa.
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The Auditor’s Response to Fraud Risks
PCAOB standards require that the auditor design and implement audit responses that address the identified and assessed fraud risks.26 The auditor's
responses should include responses that have an overall effect on how the audit
is conducted (e.g., making appropriate engagement assignments) and responses
involving the nature, timing, and extent of audit procedures (e.g., modifying the
planned audit procedures).27
Under PCAOB standards, "[t]he auditor's responses to the assessed risks of
material misstatement, particularly fraud risks, should involve the application
of professional skepticism in gathering and evaluating audit evidence."28 Ineffective responses to fraud risks may result in the auditor's failure to detect
material misstatement of the financial statements or failure to obtain sufficient appropriate audit evidence to support the opinion in the auditor's report.
Examples of the application of professional skepticism in response to the assessed fraud risks may include "modifying the planned audit procedures to
obtain more reliable evidence regarding relevant assertions and ... obtaining
sufficient appropriate evidence to corroborate management's explanations or
representations."29

Performing Audit Procedures to Respond to Fraud Risks
The auditor should perform substantive procedures, including tests of details,
that are specifically responsive to the assessed fraud risks, including certain
procedures to address the risk of management override of controls.30
Many of the conditions discussed above that indicate heightened fraud risk appear to involve possible attempts to overstate the amounts of assets or revenues
in the companies' financial statements. When performing audit procedures to
address certain fraud risks, especially those involving the existence of assets
such as cash and accounts receivable, it is important to obtain audit evidence
through direct written communication with a knowledgeable third party who
is objective and free from bias with respect to the audited entity.31
If, through the performance of risk assessment procedures, other audit procedures, or by other means, the auditor becomes aware of conditions that call for
a heightened degree of professional skepticism with respect to the authenticity
of documents, the auditor should perform additional procedures to determine
that the reliability of evidence obtained in the course of the audit has not been
compromised.32 In such circumstances, it would be unlikely for auditors to rely
solely on management-provided documentation without obtaining documentation directly from third parties to corroborate management's assertions.

26

See paragraph 3 of Auditing Standard No. 13.
See Auditing Standard No. 13, which establishes requirements regarding designing and implementing appropriate responses to the risks of material misstatement.
28
Paragraph 7 of Auditing Standard No. 13.
29
Ibid.
30
See paragraphs 13 and 15 of Auditing Standard No. 13. Additionally, as part of the auditor's
response to the assessed risks of material misstatement due to fraud, the auditor should incorporate
an element of unpredictability in the selection of auditing procedures to be performed. See paragraph
5c of Auditing Standard No. 13. Also, see paragraphs 14-15 of Auditing Standard No. 5.
31
See paragraphs .26-.27 of AU sec. 330, The Confirmation Process and the section on confirmations below.
32
See paragraph 9 of Auditing Standard No. 15.
27
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Confirmations
To respond to fraud risks related to the company's accounts with a bank or
amounts due from customers, it is important for the auditor to confirm amounts
included in the company's financial statements directly with a knowledgeable
individual from the bank or customer who is objective and free from bias with
respect to the audited entity rather than rely solely on information provided by
the company's management.33 Under PCAOB standards, "[e]vidence obtained
from a knowledgeable source that is independent of the company is more reliable than evidence obtained only from internal company sources."34
Further, under PCAOB standards, the auditor "should maintain control over
the confirmation requests and responses."35 If the auditor identifies a risk that
the company's management, or someone else at management's request, could
attempt to intercept or alter the confirmation requests or responses, the auditor
should maintain control over the confirmation process by taking actions aimed
specifically at addressing that risk. For example, if the auditor uses a courier
to expedite the delivery of confirmation requests, the courier should be reliable
and independent from management to ensure that the confirmation requests
are delivered directly to the intended recipient. If there is a heightened risk of
management interference in the confirmation process, it might be necessary for
the auditor to deliver the confirmation request personally and/or to observe the
intended recipient of the confirmation request complete the response in order
to communicate directly with an independent and knowledgeable source.
Also, the auditor should evaluate who the intended recipient of the confirmation request is and whether the company's management has any influence over
this individual to provide false or misleading information to the auditor.36 For
example, if the company is the only or a significant customer or supplier of
the confirming entity, the staff of that entity may be more susceptible to pressure from the company's management to falsify documentation provided to the
auditor. As another example, the auditor might determine that confirmation
responses cannot be relied upon if it appears that management interfered with
the process because responses to confirmation requests were received from a
personal e-mail account rather than a company network domain, or multiple
confirmations are returned with similar handwriting and the same date, or confirmations returned from companies with different physical addresses contain
mail stamps indicating same time processing.
If there is a heightened risk that the intended recipient is susceptible to management influence, the auditor should consider whether the response will provide meaningful and appropriate evidence and determine whether other procedures are necessary to obtain sufficient appropriate audit evidence.37

Revenue Recognition
Under PCAOB standards, "[t]he auditor should presume that there is a fraud
risk involving improper revenue recognition and evaluate which types of
33
See AU sec. 330.34, which states that there is a presumption that the auditor will request the
confirmation of accounts receivable during an audit except under certain conditions that are unlikely
to be present when fraud risks are present. For example, one of those conditions, the auditor's combined
assessed level of inherent and control risk is low, is unlikely to be the case when a fraud risk is present.
34
Paragraph 8 of Auditing Standard No. 15. Also, AU secs. 330.26-.27 describe the auditor's
responsibilities regarding confirmation with knowledgeable third parties who are objective and free
from bias with respect to the audited entity.
35
AU sec. 330.28.
36
See AU sec. 330.26-.27.
37
See paragraph 4 of Auditing Standard No. 15 and AU sec. 330.27.
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revenue, revenue transactions, or assertions may give rise to such risks."38
Management might use a variety of tools to attempt to overstate revenue or
conceal improprieties in recording revenue, including entering into improper
bill-and-hold transactions, generating invoices and customer contracts for nonexistent transactions, altering original documentation, and establishing fake
customers and mailing addresses.
To develop an effective response to such fraud risks, it is important for the auditor to obtain an understanding of the company and its environment, including
the sources and composition of revenues; specific attributes of revenue transactions; the company's business and financial reporting processes regarding revenue and amounts due from customers; and unique industry considerations.
Such an understanding is important in order for the auditor to consider the
ways in which revenue could be fraudulently misstated in order to design appropriate audit procedures to detect those types of misstatements. Also, PCAOB
standards require the auditor to gain an understanding of the business rationale for significant unusual transactions and whether that rationale (or the lack
thereof) suggests that the transactions may have been entered into to engage
in fraudulent financial reporting or conceal misappropriation of assets.39
Exercising professional skepticism requires the auditor to, among other things,
perform procedures to obtain and critically evaluate evidence from all sources
rather than rely solely on management representations about the company's
performance.40 For example, if the auditor performs an analytical procedure
regarding revenue and management represents that a significant unexpected
increase in revenue from the prior year results from increased production, the
auditor should obtain evidence to corroborate this representation and critically
evaluate whether the representation is reasonable based on the evidence obtained, such as, whether the company is capable of producing the additional
output.41
While the auditor is not expected to be an expert in document authentication,
the auditor should exercise professional skepticism in reviewing documentation
obtained as audit evidence, especially documentation provided by the company.
Under PCAOB standards, "if conditions indicate that a document may not be
authentic or that the terms in a document have been modified but that the
modifications have not been disclosed to the auditor, the auditor should modify
the planned audit procedures or perform additional audit procedures to respond
to those conditions and should evaluate the effect, if any, on the other aspects of
the audit."42 For example, if the auditor suspects that management has falsified
sales documentation, the auditor should perform additional procedures, such
as performing procedures to obtain documentation directly from the company's
customers or suppliers to compare it to documents provided by management.

Transactions with Related Parties
It is not uncommon for companies in emerging markets to be owned or controlled
by a small group of individuals or a family. These individuals often serve as the
senior members of the company's management and also may control some of the
38

Paragraph 68 of Auditing Standard No. 12.
See AU sec. 316.66.
40
See paragraph 7 of Auditing Standard No. 13 and AU sec. 333.02-.04.
41
See paragraphs 5-9 of Auditing Standard No. 14. When the auditor is performing an analytical procedure as a substantive test, see the requirements of AU sec. 329, Substantive Analytical
Procedures.
42
Paragraph 9 of Auditing Standard No. 15.
39
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entities that the company does business with, such as customers or suppliers.
Accordingly, transactions with related parties may play a significant role in
the company's operations. The auditor, therefore, should be aware of a risk of
undisclosed related party transactions or side agreements.
To obtain sufficient appropriate audit evidence with respect to related party
transactions, an auditor should design and perform procedures that take into
account the specific environment in which a company operates.43 In addition,
pursuant to section 10A(a)(2) of the Exchange Act, auditors are required to
include "procedures designed to identify related party transactions that are
material to the financial statements or otherwise require disclosure therein."44
Some companies in emerging markets might have significant transactions with
related entities that are not audited or are audited by another firm. For example, a company might purchase substantially all of its raw materials and
utility services from or extend significant loans to a related unaudited entity.
Paragraph A.2 of AU sec. 316.85 states in the Opportunities subsection that
"significant related-party transactions not in the ordinary course of business or
with related entities not audited or audited by another firm" constitute an example of a fraud risk factor that provides opportunities to engage in fraudulent
financial reporting. Staff Audit Practice Alert No. 5, Auditor Considerations Regarding Significant Unusual Transactions, issued on April 7, 2010, describes
certain requirements in PCAOB auditing standards regarding significant unusual transactions.45

Other Matters that Affect Fraud Risk
Under PCAOB standards, "the auditor should evaluate whether the accumulated results of auditing procedures and other observations affect the assessment of the fraud risks made throughout the audit and whether the audit
procedures need to be modified to respond to those risks."46 Matters indicating
a heightened risk of fraud may include, for example:47

•

Inconsistent, vague, or implausible responses from management –
In situations in which management fraudulently recorded nonexistent sales transactions, management's explanation of an unexpected increase in revenue may be vague or inconsistent with
the auditor's understanding of the company's operations.

•

Conflicting or missing evidence – Documents provided by management may appear to have been altered or have internal inconsistencies. The auditor should critically assess such inconsistencies
and discrepancies to identify whether they are indicative of fraudulent activities by the company's management or employees. For
example:
— The name of a third party on the letterhead of a confirmation response may be different from the name on a seal
used to authenticate a signed document.

43
See AU sec. 334, Related Parties, which describes procedures for the auditor to perform "to
identify related party relationships and transactions and to satisfy himself concerning the required
financial statement accounting and disclosure."
44
See 15 U.S.C. § 78j-1(a).
45
Staff Audit Practice Alert No. 5 is located on the Board's web site at: http://pcaobus.org/
Standards/QandA/04-07-2010_APA_5.pdf.
46
Paragraph 28 of Auditing Standard No. 14.
47
See Appendix C of Auditing Standard No. 14.
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— Amounts confirmed by the local branch of a bank may be
different from those confirmed by the bank headquarters.
— There may be conflicting or missing documentary support
for the company's rights to assets.

•

Problematic relationships between the auditor and management
– To conceal fraudulent financial reporting, management might
attempt to control the audit process by limiting the auditor's access
to sources of audit evidence, such as the company's personnel or
third parties. For example:
— Management could request that the auditor send confirmation requests and receive replies through personnel of
the company.
— Management could instruct the bank not to respond to the
auditor's request to confirm the company's cash, deposit,
or loan payable balances with the bank.
— Management engaged in fraudulent financial reporting
might be unwilling to add or revise disclosures in the financial statements to make them more transparent.
— Management engaged in fraudulent financial reporting
might be unwilling to appropriately address significant deficiencies in internal control on a timely basis, e.g., before
the end of a financial reporting period.

Under PCAOB standards, restrictions on the scope of the audit imposed by the
company's management or by circumstances, such as – among other things –
the inability to obtain sufficient appropriate evidence or an inadequacy in the
accounting records, may require the auditor to qualify his or her opinion or to
disclaim an opinion on the company's financial statements.48

Other Considerations
Client Acceptance and Continuance
Under PCAOB standards, client acceptance and continuance is a required element of quality control for an auditor.49 This includes establishing policies and
procedures to provide reasonable assurance that the auditor:

•

"Undertakes only those engagements that the firm can reasonably
expect to be completed with professional competence.

•

Appropriately considers the risks associated with providing professional services in the particular circumstances."50

Conditions and situations previously described in this alert that indicate
heightened fraud risk in companies with operations in emerging markets may
also place additional demands on the auditor's professional competence. In performing acceptance and continuance assessments for clients with operations in
emerging markets, the auditor should consider his or her own ability to perform
audits in emerging markets and, if using the work of accountants outside the
48
See paragraph .22 of AU sec. 508, Reports on Audited Financial Statements. Also, Auditing
Standard No. 5 provides direction regarding modifications to the auditor's report due to restrictions
on the scope of the audit of internal control over financial reporting.
49
See paragraph .07 of QC sec. 20, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice.
50
QC sec. 20.15.
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auditor's own firm, the auditor's ability to supervise or assume responsibility
for that work in accordance with PCAOB standards.
The PCAOB previously directed auditors' attention to the standards that apply
to using the work of other auditors and engaging assistants from outside the
firm – including auditors and assistants based outside the U.S. – in Staff Audit
Practice Alert No. 6, Auditor Considerations Regarding Using the Work of Other
Auditors and Engaging Assistants from Outside the Firm ("Practice Alert No.
6"), issued on July 12, 2010.51 Practice Alert No. 6 noted, among other things,
that the following factors may affect how an auditor plans and performs an audit
of the financial statements of an issuer with substantially all of its operations
outside of the U.S., including emerging market countries:

•

Use of local audit firms or assistants from an outside firm to complete a portion of the audit work;

•
•

The need to understand the local language;

•

The need to understand the local business environment in which
the client operates.

Additional travel time and expense necessary to complete an audit; and

Making Engagement Assignments and Coordinating the
Auditor’s Response with Another Accounting Firm
PCAOB standards require that the knowledge, skill, and ability of engagement
team members with significant engagement responsibilities, and the extent of
supervision of engagement team members, be commensurate with the risks of
material misstatement, including fraud risks.52 The higher risk areas of the audit, including the areas of fraud risk, require more supervisory attention from
the engagement partner. When the auditor uses the work of accountants outside
the auditor's own firm, the auditor should take into account the knowledge, skill,
and ability of each engagement team member from outside the firm.53 Through
the Board's oversight activities, the Board's staff has observed instances in
certain audits of emerging market companies in which the engagement partner or other engagement team members inappropriately delegated to junior
assistants the identification of audit issues, analysis of documents provided
by the company, and certain communication with management and third parties; additionally, supervision by the auditor of the junior personnel was not in
compliance with PCAOB standards.
In some situations, another independent accounting firm (including accounting firms affiliated with the same network as the auditor) performs an audit of and issues a report on one or more of the company's subsidiaries, divisions, branches, components, or investments. The auditor should inquire about
the professional reputation of the other auditor and adopt other appropriate
measures, e.g., ascertaining that the other auditor is familiar with the relevant
financial reporting requirements and PCAOB standards.54 PCAOB inspection
51
Practice Alert No. 6 is located on the Board's web site at: http://pcaobus.org/Standards/
QandA/2010-07-12_APA_6.pdf
52
See paragraph 6 of Auditing Standard No. 10 and paragraph 5 of Auditing Standard No. 13.
If the auditor uses as assistants personnel of another accounting firm or individual accountants not
employed by an accounting firm, the auditor should follow the same requirements as for supervising
assistants from the auditor's own firm.
53
See paragraph 6 of Auditing Standard No. 10.
54
See paragraph .10 of AU sec. 543, Part of Audit Performed by Other Independent Auditors.
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reports, when available, may provide the auditor with relevant information.55
The auditor should adopt appropriate measures to assure the coordination of
the auditor's activities with those of the other auditor, including the audit procedures performed in response to fraud risks.56 Through the Board's oversight
activities, the Board's staff has observed instances in certain audits of companies in emerging markets in which the auditor did not properly coordinate
the audit with another auditor. When significant parts of the audit are performed by other auditors, the auditor must decide whether the auditor's own
participation in the audit is sufficient.57
Making appropriate engagement assignments and coordinating the auditor's
response with another auditor necessarily entails overcoming any language
barriers. In some audits of companies in emerging markets, key engagement
team members58 might be from outside the country in which substantially all
of the company's operations, its top management, or the other auditor is located. In those circumstances, the auditor should take the necessary steps to
enable effective communication among the engagement team members, effective communication between the auditor and the company's personnel or the
other auditor, and effective review of documentation prepared in a foreign language.59
Individual accountants or accounting firms that participate in the audit from
the same region where the company is located (the "local accountants") may
be aware of local customs, cultural norms, and business practices that have an
impact on the company's corporate governance and business activities. When
planning and performing the audit, the auditor should discuss such matters
with the local accountants and determine whether any of these matters affect
fraud risks. The auditor should discuss with the local accountants identified
fraud risks and determine that appropriate steps are taken to respond to these
risks.60

Illegal Acts
During the course of an audit, the auditor may determine that violations of
laws or government regulations by company management or employees may
constitute illegal acts, as defined by AU sec. 317, Illegal Acts by Clients,61 and

55
According to PCAOB Rule 2100, each public accounting firm that (a) prepares or issues any
audit report with respect to any issuer; or (b) plays a substantial role in the preparation or furnishing of an audit report with respect to any issuer must be registered with the Board. The Board
publishes on its Web site a list that names every registered firm that has triggered an inspection requirement under PCAOB Rule 4003 and notes whether the firm has ever been inspected.
See http://pcaobus.org/Inspections/Pages/InspectedFirms.aspx. In addition, the Board has published
on its Web site a listing of issuer audit clients of non-U.S. registered firms in jurisdictions where
the PCAOB had been denied access to conduct inspections. See http://pcaobus.org/International/
Inspections/Pages/IssuerClientsWithoutAccess.aspx.
56
See AU sec. 543.10, and AU sec. 316.53.
57
See AU sec. 543.02.
58
The term "key engagement team members" includes all engagement team members who have
significant engagement responsibilities, including the engagement partner. See paragraph 50 of Auditing Standard No. 12.
59
See paragraph 5 of Auditing Standard No. 10 and AU sec. 543.10.
60
See paragraph 5 of Auditing Standard No. 10, paragraphs 51-52 of Auditing Standard No. 12,
and AU sec. 316.53.
61
See AU sec. 317.02. For example, even though not fraud, a violation of the books and records
provisions of the Foreign Corrupt Practices Act ("FCPA"), Exchange Act sections 13(b)(2) through
(b)(7), would be an illegal act as defined in AU sec. 317. These FCPA provisions generally require
(continued)
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section 10A of the Exchange Act.62 AU sec. 317 describes the considerations
an auditor should give to the possibility of illegal acts as well as the auditor's
responsibilities when a possible illegal act is detected. In addition, pursuant to
section 10A(a)(1) of the Exchange Act, auditors are required to perform procedures designed to provide reasonable assurance of detecting illegal acts that
would have a direct and material effect on the determination of the financial
statement amounts.63 The auditor's responsibility to detect and report misstatements resulting from illegal acts having a direct and material effect on
the determination of financial statement amounts is the same as that for misstatements caused by error or fraud.64
When the auditor becomes aware of information concerning a possible illegal
act, the auditor should obtain an understanding of the nature of the act, the
circumstances in which it occurred, and sufficient other information to evaluate
the effect on the financial statements, as well as the implications for other
aspects of the audit, such as the reliability of representations of management.65
The implications of particular illegal acts will depend on the relationship of
the perpetration and concealment, if any, of the illegal act to specific control
procedures, and the level of management or employees involved.66 The auditor
should also evaluate the adequacy of disclosure in the financial statements of
the potential effects of an illegal act on the entity's operations.67 If the illegal
act results in uncorrected misstatements of even relatively small amounts, it
further could have a material effect on the financial statements. For example,
an illegal payment of an otherwise immaterial amount could be material if there
is a reasonable possibility that it could lead to a material contingent liability
or a material loss of revenue.68 If the auditor concludes that an illegal act has
or is likely to have occurred, AU sec. 317 requires that the auditor, among
other things, determine "that the audit committee, or others with equivalent
authority and responsibility, is adequately informed with respect to [the] illegal
acts."69
Section 10A(b) of the Exchange Act imposes additional requirements that apply
when the auditor "detects or otherwise becomes aware of information indicating
that an illegal act (whether or not perceived to have a material effect on the
financial statements) has or may have occurred."70

Subsequent Discovery of Facts Existing at the Date
of the Auditor’s Report
AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report, describes procedures that "should be followed by the auditor who,
(footnote continued)
issuers with securities registered under section 12 of the Exchange Act or required to file reports
under section 15(d) of the Exchange Act, among other things, to make and keep books and records that
fairly reflect the transactions and assets of the issuer and to devise and maintain internal accounting
controls sufficient to permit the preparation of financial statements in conformity with the applicable
financial reporting framework.
62
See 15 U.S.C. § 78j-1(a).
63
Ibid.
64
See AU 317.05.
65
See AU sec. 317.10 and .16. See also section 13(b)(2) of the Exchange Act.
66
See AU sec. 317.16.
67
See AU sec. 317.15.
68
Paragraph 17 of Auditing Standard No. 14.
69
AU sec. 317.17.
70
See 15 U.S.C. § 78j-1(b).
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subsequent to the date of the [audit report], becomes aware that facts may have
existed at that date which might have affected the report had he or she then
been aware of such facts."71 The auditor should follow the requirements of AU
sec. 561 if, subsequent to the date of the audit report, the auditor becomes aware
of information indicating the possibility of fraudulent financial reporting.

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus.org
Dima Andriyenko, Associate Chief Auditor, 202-207-9130, andriyenkod@
pcaobus.org
Elena Bozhkova, Assistant Chief Auditor, 202-207-9298, bozhkovae@
pcaobus.org

71

AU sec. 561.01.
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.09 Staff Audit Practice Alert No. 9

Assessing and Responding to Risk in the
Current Economic Environment
December 6, 2011

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

Background
In December 2008, Staff Audit Practice Alert No. 3, Audit Considerations in the
Current Economic Environment ("Practice Alert No. 3"),1 was issued to assist
auditors in identifying matters related to the then-current economic environment that might affect the risk of material misstatement of issuers' financial
statements and the related auditor's responsibilities under Public Company
Accounting Oversight Board ("PCAOB" or "the Board") standards.
Since the issuance of Practice Alert No. 3, economic conditions have been slower
to recover than many had originally anticipated.2 Uncertainty continues regarding global economic conditions, and certain volatility indicators are higher
than they were before the financial crisis. In September 2011, the International
Monetary Fund ("IMF") reduced its estimate of 2012 global growth from 4.5%,
which was provided in June 2011, to 4% and, at the same time, reduced its 2012
growth forecast for U.S. growth from 2.7% to 1.8%.3
In November 2011, the Federal Reserve Board also reduced its projections
for short- and longer-term GDP while increasing its estimated unemployment rate.4 While countries work toward addressing their economic challenges,
1
See Staff Audit Practice Alert No. 3 on the Board's web site at: http://pcaobus.org/Standards/
QandA/12-5-2008_APA_3.pdf.
2
For example, in August 2011, the Congressional Budget Office reported that "[a]lthough economic output began to expand again two years ago, the pace of the recovery has been slow, and the
economy remains in a severe slump." Congress of the United States Congressional Budget Office, "The
Budget and Economic Outlook: An Update" (August 2011).
3
On September 15, 2011, Christine Lagarde, Managing Director of the IMF, said "[o]verall, global
growth is continuing, but slowing down. The advanced countries in particular are facing an anemic
and bumpy recovery, with unacceptably high unemployment." The full text of Ms. Lagarde's speech is
available at: http://www.imf.org/external/np/speeches/2011/091511.htm.
4
See Federal Reserve Board "Economic Projections of Federal Reserve Board Members and Federal
Reserve Bank Presidents, November 2011," available at: http://www.federalreserve.gov/newsevents/
press/monetary/20111102b.htm.

PC §400.09

2744

PCAOB Staff Guidance

market volatility continues, and economic conditions may vary significantly
among different regions or sectors of the economy.
Difficult economic conditions may affect companies' operations and financial reporting and, in turn, may have implications for audits of financial statements
and internal control over financial reporting. Matters discussed in Practice
Alert No. 3, such as auditing fair value measurements, auditing accounting estimates, the auditor's consideration of a company's ability to continue as a going
concern, and auditing financial statement disclosures, continue to be critical in
the current economic environment.
Although many of the risks discussed in Practice Alert No. 3 continue to have
relevance, a number of the auditing standards referenced in that alert regarding
the auditor's assessment of and response to risk were superseded in 2010 when
the Board adopted a suite of eight new auditing standards ("risk assessment
standards").5 The risk assessment standards, which enhance the effectiveness
of the auditor's assessment of and response to risk of material misstatement
in an audit, became effective for audits of fiscal years beginning on or after
December 15, 2010. As compared to the Board's interim standards, the risk
assessment standards, among other things, establish enhanced requirements
pertaining to the performance of risk assessment procedures, provide additional
factors relevant to identifying significant risks, and enhance requirements for
auditing financial statement disclosures. Auditors should be alert to the new
requirements contained in the risk assessment standards and how those requirements relate to audits performed in the current economic climate.
The purpose of this staff audit practice alert is to assist auditors in identifying
matters related to the current economic environment that might affect the risk
of material misstatement and, therefore, require additional audit attention.
The practice alert discusses certain issues posed by the current economic environment, highlights certain requirements in the risk assessment standards,
and is organized into four sections:

•
•
•

Considering the impact of economic conditions on the audit;

•

Auditing financial statement disclosures.

Auditing fair value measurements and estimates;
The auditor's consideration of a company's ability to continue as
a going concern; and

While the alert highlights certain issues, it is not intended to identify all issues
that might affect audit risk in the current economic environment or serve as
a substitute for the relevant auditing standards. All audits of issuers must be
conducted in accordance with the standards of the PCAOB.

Considering the Impact of Economic Conditions
on the Audit
As year-end approaches for many issuers, changing economic conditions might
require the auditor to reassess the appropriateness of the planned audit strategy, materiality levels, risk assessments (including identified fraud risks and
other significant risks), and planned audit responses. Such a reassessment is
especially important if the auditor planned the audit and performed the initial
5
Auditing Standards Nos. 8-15 were adopted by the Board on August 5, 2010. See PCAOB Release No. 2010-004, Auditing Standards Related to the Auditor's Assessment of and Response to Risk
and Related Amendments to PCAOB Standards available at: http://pcaobus.org/Rules/Rulemaking/
Docket%20026/Release_2010-004_Risk_Assessment.pdf.
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risk assessment procedures early in the year or performed initial testing as of
or through an interim date.

Audit Planning and Materiality Considerations
Audit planning is not a discrete phase of an audit but, rather, a continual and iterative process.6 The nature and extent of planning activities that are necessary
depend on, among other things, changes in circumstances that occur during the
audit.7 Accordingly, the auditor should modify the overall audit strategy and
the audit plan as necessary if circumstances change significantly during the
course of the audit.8 For example, in an audit of the financial statements of a
company with operations in multiple locations, changes in regional economic
conditions might alter the risks associated with certain locations, which in turn,
could affect the selection of locations for testing or determination of extent of
testing at selected locations.9
The current economic environment may also require the auditor to re-evaluate
the established materiality level or levels and tolerable misstatement (e.g., if
the auditor initially established the materiality level or levels and tolerable
misstatement based on estimated or preliminary financial statement amounts
that differ significantly from actual amounts).10 The auditor should evaluate
whether, in light of the particular circumstances, there are certain accounts or
disclosures for which there is a substantial likelihood that misstatements of
lesser amounts than the materiality level established for the financial statements as a whole would influence the judgment of a reasonable investor.11 If
so, the auditor should establish separate materiality levels for those accounts
or disclosures to plan the nature, timing, and extent of audit procedures.12 For
example, this might be appropriate if certain financial statement line items are
particularly important to a regulatory requirement or a debt covenant.

Risk Assessment
The effectiveness of a risk-based audit approach is dependent on the ability
of the auditor to identify the risks of material misstatement and to have an
appropriate basis for assessing those risks. Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, establishes requirements
regarding the process of identifying and assessing risks of material misstatement of the financial statements, including the auditor's responsibilities for
performing risk assessment procedures.
Examples of risk assessment procedures that may provide particularly relevant
information in identifying and assessing the risks of material misstatement in
the current economic environment include, among other things:

•

Reading public information about the impact of the current economic environment on the company, including, for example, analyst reports and company-issued press releases.13

6

See paragraph 5 of Auditing Standard No. 9, Audit Planning.
See paragraph 7 of Auditing Standard No. 9.
8
See paragraph 15 of Auditing Standard No. 9.
9
See paragraphs 11–14 of Auditing Standard No. 9.
10
See paragraph 11 of Auditing Standard No. 11, Consideration of Materiality in Planning and
Performing an Audit.
11
Paragraph 7 of Auditing Standard No. 11.
12
Ibid.
13
See paragraph 11 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.
7
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•

Obtaining an understanding of the company's performance measures (including, for example, performance measures that form
the basis for contractual commitments or incentive compensation
arrangements or measures used by external parties, such as analysts and rating agencies, to review the company's performance).14
When slowdowns in a company's market or industry reduce the
likelihood that a company will meet its consensus earnings estimate, there could be additional pressure on management to manipulate the financial statements to achieve this estimate.15

•

Obtaining an understanding of a company's current and prospective financing requirements. In the current economic environment, companies may not be able to regularly access funds through
short-term borrowings, may have other liquidity issues, such as
significant collateral calls or a lack of acceptable collateral, may
be at risk of violating debt covenants, or may have significant
tranches of debt becoming due within one year. In such cases,
companies may be unable to settle their obligations as they become due. In turn, this situation could affect the risks of material
misstatement related to, for example, the classification of longterm liabilities or valuation of long-term assets, or it could result
in substantial doubt about the company's ability to continue as a
going concern.16

•

Performing analytical procedures designed to enhance the auditor's understanding of the client's business and the significant
transactions and events that have occurred since the prior yearend and identify areas that might represent specific risks relevant
to the audit.17 When performing an analytical procedure, the auditor should use his or her understanding of the company to develop
expectations about plausible relationships among the data to be
analyzed.18

The risk assessment standards include requirements for the auditor to incorporate knowledge obtained during past audits and interim reviews into the
auditor's process for identifying risks of material misstatement; however, in a
changing economic environment, the auditor should evaluate whether the prior
years' information remains relevant and reliable.19 For example, when performing an analytical procedure in the current economic environment, prior period
financial information may not be an appropriate data point in developing an
expectation.
The risk assessment standards also require the auditor's assessment of the
risks of material misstatement to continue throughout the audit.20 For example,
significant changes in industry or market conditions near year-end, such as
a sovereign debt rating downgrade in a market in which a company has a
concentration of customers, might provide audit evidence that contradicts the
evidence on which the auditor originally based his or her risk assessments
regarding the valuation of assets. In such cases, the auditor should revise the
14

See paragraphs 16-17 of Auditing Standard No. 12.
See, for example, paragraph 52 of Auditing Standard No. 12 and paragraph .85 of AU sec. 316,
Consideration of Fraud in a Financial Statement Audit.
16
See paragraph 14-15 of Auditing Standard No. 12.
17
See paragraph 46 of Auditing Standard No. 12.
18
See paragraph 48 of Auditing Standard No. 12.
19
See paragraphs 42-44 of Auditing Standard No. 12.
20
See paragraph 74 of Auditing Standard No. 12.
15
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risk assessments and modify planned audit procedures or perform additional
procedures in response to the revised risk assessments.21
Communication among the engagement team members about significant matters affecting the risks of material misstatement should continue throughout
the audit, including when conditions change.22 For instance, the results of the
"brainstorming" discussion among the key engagement team members about
how and where they believe the company's financial statements might be susceptible to material misstatement due to fraud may need to be updated to reflect
additional fraud risks that could result from the specific effects of the current
economic environment on the company.23

Identifying Fraud Risks and Other Significant Risks
In identifying and assessing risks of material misstatement, the auditor should
evaluate whether the information gathered from the risk assessment procedures indicates that one or more fraud risk factors are present and should be
taken into account in identifying and assessing fraud risks.24 Staff Audit Practice Alert No. 8, Audit Risks in Certain Emerging Markets ("Practice Alert No.
8"), issued in October 2011, focuses on fraud risks that auditors might encounter
in audits of companies with operations in emerging markets and auditors' responsibilities for addressing those risks.25 While the focus of Practice Alert No.
8 was on emerging markets, fraud risks may be encountered in audits of companies in any region, especially when the company is faced with challenging
economic conditions. In addition, auditors are reminded that their consideration of fraud includes misstatements from the misappropriation of assets.26
Fraud risk factors are events or conditions that indicate (1) an incentive or
pressure to perpetrate fraud, (2) an opportunity to carry out the fraud, or (3)
an attitude or rationalization that justifies the fraudulent action.27 Incentives
or pressures to perpetrate fraud may exist when:

•

Financial stability or profitability is threatened by economic conditions. For example, in the current economic environment, a company with substantial direct or indirect sovereign debt exposure
may be motivated to not consider all relevant market information when determining a fair value measurement or enter into
off-balance sheet arrangements that fail to be appropriately accounted for or disclosed.28

•

Excessive pressure exists for management to meet the requirements or expectations of third parties (e.g., due to expectations
created by management in, for example, press releases or annual
report messages that are no longer realistic).

21

Ibid.
Paragraph 51 of Auditing Standard No. 12.
23
See paragraph 52 of Auditing Standard No. 12.
24
Paragraph 65 of Auditing Standard No. 12.
25
See Staff Audit Practice Alert No. 8 on the Board's web site at: http://pcaobus.org/Standards/
Pages/Guidance.aspx.
26
See AU sec. 316.06.
27
Paragraph 65 of Auditing Standard No. 12.
28
Staff Audit Practice Alert No. 5, Auditor Considerations Regarding Significant Unusual Transactions, discussed audit considerations regarding significant transactions that are outside the normal
course of business for a company, or that otherwise appear to be unusual given the auditor's understanding of the company and its environment. See Staff Audit Practice Alert No. 5 on the Board's
website at: http://pcaobus.org/Standards/QandA/04-07-2010_APA_5.
22
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•

There is excessive pressure on operating personnel, including, for
example, operating personnel in remote locations, to meet financial targets set by management, including sales or profitability
incentive goals.29

In identifying and assessing risks of material misstatement, the auditor should
determine whether any of the auditor's identified and assessed risks are significant risks.30 A significant risk is defined as "[a] risk of material misstatement
that requires special audit consideration."31 To determine whether a risk is a
significant risk, the auditor should evaluate whether the risk requires special
audit consideration because of the nature of the risk or the likelihood and potential magnitude of misstatement related to the risk.32 One of the factors that
should be evaluated in determining which risks are significant risks is whether
the risk is related to recent significant economic developments.33 Accordingly,
risks of material misstatement that may be particularly susceptible to changes
in the economic environment should be evaluated in this context. Other factors
that the auditor should evaluate in determining significant risks include:34

•

The degree of complexity or judgment in the recognition or measurement of financial information related to the risk, especially
those measurements involving a wide range of measurement uncertainty;

•

Whether the risk involves significant transactions that are outside
the normal course of business for the company or that otherwise
appear to be unusual due to their timing, size, or nature; and

•

Whether the risk involves significant transactions with related
parties. Transactions with related parties may be motivated solely,
or in large measure, by conditions such as a lack of sufficient working capital or credit to continue the business, an overly optimistic
earnings forecast, or a declining industry characterized by a large
number of business failures.35

Planned Audit Responses
When the identified and assessed risks of material misstatement change, corresponding changes to planned audit responses may be necessary to adequately
address the assessed risks.36 Depending on the circumstances, these changes
may need to be pervasive.37 An example of such a pervasive change includes
modifying the audit strategy to increase the substantive testing of the valuation
of numerous significant accounts at year-end because of significant volatility in
market conditions.38

29
AU sec. 316.85 A.2 describes further examples of risk factors relating to misstatements arising
from fraudulent financial reporting.
30
See paragraph 59f of Auditing Standard No. 12.
31
Paragraph A5 of Appendix A to Auditing Standard No. 12.
32
See paragraph 70 of Auditing Standard No. 12.
33
See paragraph 71 of Auditing Standard No. 12.
34
Ibid.
35
See paragraph .06 of AU sec. 334, Related Parties.
36
See paragraph 3 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
37
See paragraph 6 of Auditing Standard No. 13.
38
Ibid.
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For significant risks, it is unlikely that audit evidence obtained from substantive analytical procedures alone will be sufficient.39 Accordingly, for significant
risks, the auditor's substantive procedures should include tests of details that
are specifically responsive to the assessed risks.40
When using an analytical procedure as a substantive test, the expected effectiveness of the procedure depends on, among other things, the plausibility
and predictability of relationships among financial and non-financial data.41
As higher levels of assurance are desired from analytical procedures that are
used as substantive procedures, more predictable relationships are required
to develop the expected analytical relationships.42 Relationships in a stable
environment are usually more predictable than relationships in a dynamic or
unstable environment.43
When testing controls over relevant assertions in an audit, the auditor should
evaluate whether the controls are designed and operating effectively.44 Practice
Alert No. 3 discussed matters that may require additional auditor attention regarding the effective operation of internal controls, including job eliminations
that may increase the risk of deficiencies in internal control over financial reporting because of, for example, lack of segregation of duties or lack of effective
monitoring controls.

Auditing Fair Value Measurements and Estimates
The current economic environment continues to present challenges relating to
auditing fair value measurements and estimates.45 When auditing accounting
estimates, the auditor should perform procedures to determine whether the
accounting estimates are determined in conformity with the applicable financial
reporting framework, are reasonable, and do not result in bias that materially
misstates the financial statements.46 When testing management's process for
determining fair value measurements or estimates, the auditor should perform
procedures commensurate with the related risk, including considering whether
significant assumptions are best supported by the available audit evidence.47
For example:

39

See paragraph .09 of AU sec. 329, Substantive Analytical Procedures.
See paragraph 11 of Auditing Standard No. 13.
41
See AU sec. 329.11.
42
See AU sec. 329.14.
43
Ibid.
44
See, for example, paragraphs 16-22 of Auditing Standard No. 13.
45
Fair value measurements and estimates were the subject of a number of audit deficiencies noted in the Board's Rule 4010 Report on Observations of PCAOB Inspectors Related to
Audit Risk Areas Affected by the Economic Crisis (available at: http://pcaobus.org/Inspections/
Documents/4010_Report_Economic_Crisis.pdf). In addition, fair value measurements and estimates
were discussed in a number of previous staff audit practice alerts. See Staff Audit Practice Alert
No. 2, Matters Related to Auditing Fair Value Measurements of Financial Instruments and the
Use of Specialists, Practice Alert No. 3, Staff Audit Practice Alert No. 4, Auditor Considerations
Regarding Fair Value Measurements, Disclosures, and Other-Than-Temporary Impairments, and
Staff Audit Practice Alert No. 7, Auditor Considerations of Litigation and Other Contingencies
Arising from Mortgage and Other Loan Activities. Staff Audit Practice Alerts are available at:
http://pcaobus.org/Standards/Pages/Guidance.aspx.
46
See, for example, paragraph 23 of AU sec. 328, Auditing Fair Value Measurements and Disclosures, paragraph .11 of AU sec. 342, Auditing Accounting Estimates, and paragraphs 13 and 24-27 of
Auditing Standard No. 14, Evaluating Audit Results.
47
Ibid.
40
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•

Significant assumptions used in fair value measurements and estimates that are based on past experience and management expectations, such as revenue projections, cash flow estimates, chargeoff rates, or projected rate of return assumptions and discount
rates used in determining pension liabilities, may not reflect current market information or be representative of expected future
conditions or events.

•

Reductions in forecasts of macro-economic growth or extended periods of low interest rates may affect important assumptions underlying certain estimates, such as impairment determinations or
the valuation of servicing assets. Uncertainty regarding the value
of certain types of collateral or increasing counter-party risk may
affect the valuation of financial instruments.

•

Additional risks, such as sovereign default risk or currency volatility, could add a higher level of complexity in determining the ultimate collectability of sales or the appropriateness of other significant assumptions used in certain fair value determinations or estimates, including the fair value of certain financial instruments.

•

An active market may not exist for certain financial instruments
which in turn may result in complex valuation methods. Assumptions are integral components of more complex valuation methods,
for example, valuation methods that employ a combination of estimates of expected future cash flows together with estimates of
the values of assets or liabilities in the future, discounted to the
present. Auditors pay particular attention to the significant assumptions underlying a valuation method and evaluate whether
such assumptions are reasonable and reflect, or are not inconsistent with, market information.48

Auditors are reminded that audit evidence consists of both information that
supports and corroborates management's assertions and information that contradicts such assertions including assertions regarding fair values, estimates
and related disclosures.49

Bias in Accounting Estimates
Business conditions today may create increased pressures to achieve certain financial results that could result in bias in management's estimates.50 Applying
professional skepticism is of particular importance when evaluating estimates
and assumptions in judgmental areas that are susceptible to management bias.
The auditor should evaluate whether the difference between estimates best
supported by the audit evidence and estimates included in the financial statements, which are individually reasonable, indicate a possible bias on the part of
the company's management.51 A lack of consistency in assumptions used to support different estimates might be indicative of errors or bias in estimates. For
instance, revenue assumptions used in the goodwill impairment test that are
inconsistent with revenue assumptions used to accrue discretionary compensation might be indicative of management bias. Further, bias might be evidenced
by assumptions that are inconsistent with industry economic forecasts or the
48
49
50
51

AU sec. 328.29.
See paragraph 2 of Auditing Standard No. 15, Audit Evidence.
See paragraph 25d of Auditing Standard No. 14.
Paragraph 27 of Auditing Standard No. 14.
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company's budgets or future business plans or the consistent use of overly optimistic assumptions (e.g. consistently missing projected revenue by a substantial amount in each recent period).52 If each accounting estimate included in the
financial statements is individually reasonable but the effect of the difference
between each estimate and the estimate best supported by the audit evidence is
to increase earnings or loss, the auditor should evaluate whether these circumstances indicate potential management bias in the estimates.53 Bias also can
result from the cumulative effect of changes in multiple accounting estimates.
If the estimates in the financial statements are grouped at one end of the range
of reasonable estimates in the prior year and are grouped at the other end of the
range of reasonable estimates in the current year, the auditor should evaluate
whether management is using swings in estimates to achieve an expected or
desired outcome, e.g., to offset higher or lower than expected earnings.54
If the auditor identifies bias in management's judgments about the amounts and
disclosures in the financial statements, the auditor should evaluate whether
the effect of that bias, together with the effect of uncorrected misstatements,
results in material misstatement of the financial statements.55 Also, the auditor
should evaluate whether the auditor's risk assessments, including, in particular, the assessment of fraud risks, and the related audit responses remain
appropriate.56 Auditors are reminded that indications of management bias in
accounting estimates and in selecting accounting principles may affect the auditor's conclusions about the operating effectiveness of controls and should be
included in the auditor's evaluation of controls in an integrated audit.57

Consideration of Changes to Accounting Standards
Practice Alert No. 3 provided information on selected financial reporting areas
that might be affected by the then-current economic environment. While these
areas continue to pose audit and financial reporting risk, certain accounting requirements have been amended since the issuance of Practice Alert No. 3.58 For
example, the Financial Accounting Standards Board ("FASB") recently issued
Accounting Standards Codification Update 2011-08, Intangibles-Goodwill and
Others (Topic 350): Testing Goodwill for Impairment ("ASU No. 2011-08").59
That guidance allows companies to first assess qualitative factors to determine
whether it is more likely than not that the fair value of a reporting unit is less
than its carrying value as a basis for determining whether it is necessary to
perform the two-step goodwill impairment test described in Topic 350.60
If a company opts to first assess qualitative factors to determine whether the
existence of events or circumstances leads to a determination that it is more
52

See, for example, AU sec. 342.09.
Paragraph 27 of Auditing Standard No. 14.
54
Ibid.
55
Paragraph 26 of Auditing Standard No. 14.
56
Ibid.
57
See paragraph B8 of Appendix B to Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated With An Audit of Financial Statements.
58
The Board has no authority to prescribe the form or content of a company's financial statements. That authority, and the authority to make binding determinations concerning compliance
with generally accepted accounting standards ("GAAP"), rests with the U.S. Securities and Exchange
Commission. Accordingly, while this staff audit practice alert describes applicable GAAP, it does not
establish or interpret GAAP.
59
See http://www.fasb.org/cs/ContentServer?site=FASB&c=Page&pagename=FASB%2FPage%
2FSectionPage&cid=1176156316498.
60
ASU No. 2011-08 at 1.
53
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likely than not that the fair value of a reporting unit is less than its carrying amount, ASU No. 2011-08 provides examples of events and circumstances
that the company should consider in its evaluation.61 These examples include,
among others:

•

Macroeconomic conditions such as a deterioration in general economic conditions;

•
•

Limitations on accessing capital;

•

Industry and market considerations such as a deterioration in the
environment in which an entity operates, an increased competitive
environment, a decline in market-dependent multiples or metrics
(considered in both absolute terms and relative to peers), a change
in the market for an entity's products or services, or a regulatory
or political development.62

Fluctuations in foreign exchange rates, or other developments in
equity and credit markets; and

When reviewing and testing the process for a company's assessment of qualitative factors to determine whether it is more likely than not that the fair value
of a reporting unit is less than its carrying value, audit considerations include,
among others:

•

Identifying the sources of data and factors that the company used
in forming the assumptions, and consideration of whether such
data and factors are relevant, reliable, and sufficient for the purpose based on information gathered in other audit tests.

•

Considering whether there are additional key factors or alternative assumptions about the factors.

•

Evaluating whether the assumptions are consistent with each
other, the supporting data, relevant historical data, and industry
data.

•

Considering whether changes in the business or industry may
cause other factors to become significant to the assumptions.63

The Auditor’s Consideration of a Company’s Ability to
Continue as a Going Concern
Practice Alert No. 3 noted certain challenges companies may face in their ability
to continue operating as a going concern in light of the then-current economic
environment. These challenges included a reduction of the availability of funding under lines of credit or from short-term borrowing markets, difficulty in
meeting debt covenants, and a lack of acceptable collateral. Some companies
may continue to face such challenges in the current economic environment.
The auditor has a responsibility to evaluate whether there is substantial doubt
about the company's ability to continue as a going concern for a reasonable
period of time, not to exceed one year beyond the date of the financial statements

61
62
63

ASU No. 2011-08 at 2.
ASU No. 2011-08, paragraph 350-20-35-3c.
See AU sec. 342.11.
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being audited.64 The auditor's going concern evaluation can affect the auditor's
evaluation of financial disclosures and the auditor's report.65
The auditor's going concern evaluation is based on his or her knowledge of
relevant conditions and events that exist at or have occurred prior to the date
of the auditor's report.66 Information about such conditions or events is obtained
from the application of auditing procedures planned and performed to achieve
audit objectives that are related to management's assertions embodied in the
financial statements being audited, as described in Auditing Standard No. 15,
Audit Evidence.67
Conditions or events, such as negative trends and other indications of possible financial difficulties as well as internal and external matters that have
occurred, when considered in the aggregate, may indicate there could be substantial doubt about the company's ability to continue as a going concern for a
reasonable period of time.68 If the auditor believes there is substantial doubt
about the company's ability to continue as a going concern for a reasonable
period of time, the auditor should (1) obtain information about management's
plans that are intended to mitigate the effect of such conditions or events, and
(2) assess the likelihood that such plans can be effectively implemented.69
Management's plans for dealing with the adverse effects of the conditions or
events may include the disposal of assets, borrowing additional funds or restructuring existing debt, planned reduction of expenditures, or increasing equity
by raising capital.70 When evaluating management's plans, the auditor should
identify those elements that are particularly significant to overcoming the adverse effects of the conditions and events and should plan and perform auditing
procedures to obtain evidential matter about them.71
In the current economic environment, it is important for the auditor to consider
the adequacy of support for such plans,72 including whether it is likely that the
adverse effects will be mitigated for a reasonable period of time and whether the
plans can be effectively implemented.73 For example, if management indicates
that the company plans to dispose of assets to raise capital, audit considerations may include the existence of any restrictions on the disposal of the assets,
issues related to the marketability of the assets, and any possible direct or indirect effects of disposal of the assets.74 As another example, if management
is relying on a pledge of financial support from a significant shareholder, consideration should be given to the impact of current economic conditions on the
shareholder's ability to provide such funding.75 Another important consideration in the current economic environment is the willingness of a third party to

64
Paragraph .02 of AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as
a Going Concern.
65
See AU secs. 341.12 and 341.14.
66
AU sec. 341.02.
67
See paragraph 11 of Auditing Standard No. 15.
68
See AU sec. 341.06.
69
AU sec. 341.03.b.
70
See AU sec. 341.07.
71
AU sec. 341.08.
72
Ibid.
73
See AU sec. 341.07.
74
Ibid.
75
Such consideration may include information contained in, among other things, the audited
financial statements of the shareholder, reports issued by regulatory agencies, financial publications,
or credit agencies concerning the shareholder, and income tax returns of the shareholder, to the extent
available.
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continue to provide financial support, especially if the third party has already
provided support to ongoing operations or in light of a potentially longer time
frame for the company to return to profitability or positive cash flow.
When prospective financial information is particularly significant to management's plans, the auditor should request management to provide that information and should consider the adequacy of support for significant assumptions
underlying that information.76 In considering the adequacy of support for significant assumptions, the auditor should consider whether the assumptions are
consistent with current economic conditions, such as, recent reductions in economic growth forecasts and information obtained by the auditor in other audit
areas.
In the current economic environment, assumptions that are especially sensitive
or susceptible to change and that are important to the auditor's evaluation
of whether or not substantial doubt remains about the company's ability to
continue as a going concern may warrant particularly careful consideration by
the auditor.77 When, primarily because of the consideration of management's
plans, the auditor concludes that substantial doubt about the company's ability
to continue as a going concern for a reasonable period of time is alleviated,
the auditor should consider the need for disclosure in the financial statements,
the principal conditions and events that initially caused him or her to believe
there was substantial doubt, including the possible effects of such conditions
and events, and any mitigating factors, including management's plans.78

Auditing Financial Statement Disclosures
The risk assessment standards recognize the importance of financial statement
disclosures by directing the auditor's attention to them throughout the audit
process. The current economic environment may increase the risk related to
omitted, incomplete, or inaccurate disclosures, including, for example, disclosures regarding contingent liabilities, risks and uncertainties, concentrations
of credit risk, and liquidity concerns.
The risk assessment standards require auditors to perform procedures to assess
the risk of omitted, incomplete, or inaccurate disclosures, whether intentional
or unintentional,79 and to identify and test significant disclosures.80 To identify
and assess such risks, the auditor should develop expectations about the disclosures that are necessary for the company's financial statements to be presented
fairly in conformity with the applicable financial reporting framework.81 The
key engagement team members should discuss (1) the company's selection and
application of accounting principles, including related disclosure requirements,
and (2) the susceptibility of the company's financial statements to material misstatement due to error or fraud.82 The discussion among the key engagement

76

AU sec. 341.09.
Ibid.
78
See AU sec. 341.11.
79
See, for example, paragraphs 49, 52, and 67 of Auditing Standard No. 12.
80
See, for example, paragraphs 59–64 of Auditing Standard No. 12 and paragraph 9 and footnote
6 of Auditing Standard No. 13. A disclosure is a significant disclosure if there is a reasonable possibility
that the disclosure could contain a misstatement that, individually or when aggregated with others,
has a material effect on the financial statements. See paragraph A10 of Auditing Standard No. 5.
81
See paragraph 12 of Auditing Standard No. 12.
82
Paragraph 49 of Auditing Standard No. 12.
77
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team members should include how fraud might be perpetrated or concealed by
omitting or presenting incomplete or inaccurate disclosures.83
The nature of certain financial statement disclosure requirements, the complexity of the matters disclosed, and the qualitative nature of certain disclosures
can pose additional risks of material misstatement. Also, internal controls over
disclosures that are qualitative, judgmental, or complex often are different from
those controls over the processing and reporting of routine historical transactions. For these types of disclosures, the necessary controls are more likely to be
manual controls than automated controls and may require significant judgment
in the operation of the control, which, in turn, can affect the risk associated with
the control.
When evaluating whether the financial statements are fairly presented in conformity with the applicable financial reporting framework, the auditor also is
required to evaluate the disclosures, which includes, among other things:

•

Evaluating whether the financial statements, including the related notes, are informative of matters that may affect their use,
understanding, and interpretation;84 and

•

Considering the form, arrangement, and content of the financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount of detail
given, the classification of items in the statements, and the bases
of amounts set forth.85

Evaluation of disclosures also involves evaluation of the effect on the financial statements of uncorrected misstatements in disclosures, such as omitted,
incomplete, or inaccurate disclosures. Qualitative considerations are particularly important when evaluating misstatements in disclosures that are more
narrative in nature, such as those relating to risks and uncertainties or loss
contingencies where an estimate has not yet been disclosed.86 PCAOB auditing standards describe the auditor's responsibilities for considering qualitative
factors in the context of the auditor's consideration of materiality.87
To determine the extent of supervision necessary for engagement team members to perform their work as directed and form appropriate conclusions, the
engagement partner and other engagement team members performing supervisory activities should take into account, among other things, the nature of
the assigned work for each engagement team member, including the controls
or accounts and disclosures to be tested.88 For example, additional supervision
over audit areas including disclosures that are more qualitative, judgmental,
or complex in nature may be merited. Also, to effectively evaluate those disclosures, auditors need to exercise professional skepticism and be alert for events
or conditions that may contradict management's assertions in the disclosures.89
Events or conditions that may contradict information in the disclosures may
arise during the performance of other audit procedures including reading information in documents containing audited financial statements or may be based
83

See paragraph 52 of Auditing Standard No. 12.
See paragraph .04 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.
85
See paragraph 31 of Auditing Standard No. 14.
86
Practice Alert No. 3 discussed communications with audit committee, including communications about the clarity and completeness of the financial statements, that include related
disclosures.
87
See, for example, paragraph 24 and Appendix B of Auditing Standard No. 14.
88
See paragraph 6b(2) of Auditing Standard No. 10, Supervision of the Audit Engagement.
89
See AU sec. 230, Due Professional Care in the Performance of Work.
84
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on more general factors, such as conditions in the industry in which the company operates. PCAOB standards require auditors to read other information
in documents containing audited financial statements and consider whether
such information is materially inconsistent with information appearing in the
financial statements, including disclosures.90
Obtaining audit evidence that is relevant for evaluating disclosures that are
more judgmental or qualitative in nature might require different auditing procedures from those used to evaluate disclosures of routine historical data. For
example, the evidence needed to evaluate a disclosure relating to a loss contingency might come from sources outside the company's accounting system or
possibly from sources outside the company.

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus.org
Michael Gurbutt, Associate Chief Auditor, 202-591-4739, gurbuttm@pcaobus
.org
Barbara Vanich, Associate Chief Auditor, 202-207-9363, vanichb@pcaobus
.org
Dominika Taraszkiewicz, Assistant Chief Auditor, 202-591-4143,
taraszkiewiczd@pcaobus.org

90
See paragraph .04 of AU sec. 550, Other Information in Documents Containing Audited Financial Statements.
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.10 Staff Audit Practice Alert No. 10

Maintaining and Applying Professional
Skepticism in Audits
December 4, 2012

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

Executive Summary
Professional skepticism is essential to the performance of effective audits under
Public Company Accounting Oversight Board ("PCAOB" or "Board") standards.
Those standards require that professional skepticism be applied throughout the
audit by each individual auditor on the engagement team.
PCAOB standards define professional skepticism as an attitude that includes
a questioning mind and a critical assessment of audit evidence. The standards
also state that professional skepticism should be exercised throughout the audit process. While professional skepticism is important in all aspects of the
audit, it is particularly important in those areas of the audit that involve significant management judgments or transactions outside the normal course of
business. Professional skepticism also is important as it relates to the auditor's
consideration of fraud in an audit. When auditors do not appropriately apply
professional skepticism, they may not obtain sufficient appropriate evidence to
support their opinions or may not identify or address situations in which the
financial statements are materially misstated.
Observations from the PCAOB's oversight activities continue to raise concerns
about whether auditors consistently and diligently apply professional skepticism. Certain circumstances can impede the appropriate application of professional skepticism and allow unconscious biases to prevail, including incentives
and pressures resulting from certain conditions inherent in the audit environment, scheduling and workload demands, or an inappropriate level of confidence or trust in management. Audit firms and individual auditors should be
alert for these impediments and take appropriate measures to assure that professional skepticism is applied appropriately throughout all audits performed
under PCAOB standards.
Firms' quality control systems can help engagement teams improve the application of professional skepticism in a number of ways, including setting a proper
tone at the top that emphasizes the need for professional skepticism; implementing and maintaining appraisal, promotion, and compensation processes
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that enhance rather than discourage the application of professional skepticism;
assigning personnel with the necessary competencies to engagement teams; establishing policies and procedures to assure appropriate audit documentation,
especially in areas involving significant judgments; and appropriately monitoring the quality control system and taking necessary corrective actions to
address deficiencies, such as, instances in which engagement teams do not apply professional skepticism.
The engagement partner is responsible for, among other things, setting an
appropriate tone that emphasizes the need to maintain a questioning mind
throughout the audit and to exercise professional skepticism in gathering and
evaluating evidence, so that, for example, engagement team members have the
confidence to challenge management representations. It is also important for
the engagement partner and other senior engagement team members to be
actively involved in planning, directing, and reviewing the work of other engagement team members so that matters requiring audit attention, such as
unusual matters or inconsistencies in audit evidence, are identified and addressed appropriately.
It is the responsibility of each individual auditor to appropriately apply professional skepticism throughout the audit, including in identifying and assessing
the risks of material misstatement, performing tests of controls and substantive procedures to respond to the risks, and evaluating the results of the audit.
This involves, among other things, considering what can go wrong with the
financial statements, performing audit procedures to obtain sufficient appropriate audit evidence rather than merely obtaining the most readily available
evidence to corroborate management's assertions, and critically evaluating all
audit evidence regardless of whether it corroborates or contradicts management's assertions.
The Office of the Chief Auditor is issuing this practice alert to remind auditors
of the requirement to appropriately apply professional skepticism throughout
their audits. The timing of this release is intended to facilitate firms' emphasis in upcoming calendar year-end audits, as well as in future audits, on the
importance of the appropriate use of professional skepticism. Due to the fundamental importance of the appropriate application of professional skepticism in
performing an audit in accordance with PCAOB standards, the PCAOB also is
continuing to explore whether additional actions might meaningfully enhance
auditors' professional skepticism.

Professional Skepticism and Due Professional Care
Professional skepticism, an attitude that includes a questioning mind and a
critical assessment of audit evidence, is essential to the performance of effective
audits under PCAOB standards. The audit is intended to provide investors
with an opinion on whether the financial statements prepared by company
management are presented fairly, in all material respects, in conformity with
the applicable financial reporting framework. If the audit is conducted without
professional skepticism, the value of the audit is impaired.
The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud.1 This responsibility includes
obtaining sufficient appropriate evidence to determine whether the financial

1

Paragraph .02 of AU sec. 110, Responsibilities and Functions of the Independent Auditor.
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statements are materially misstated rather than merely looking for evidence
that supports management's assertions.2
PCAOB standards require the auditor to exercise due professional care in planning and performing the audit and in preparing the audit report. Due professional care requires the auditor to exercise professional skepticism. PCAOB
standards define professional skepticism as an attitude that includes a questioning mind and a critical assessment of audit evidence. PCAOB standards
require the auditor to exercise professional skepticism throughout the audit.3
While professional skepticism is important in all aspects of the audit, it is particularly important in those areas of the audit that involve significant management judgments or transactions outside the normal course of business, such as
nonrecurring reserves, financing transactions, and related party transactions
that might be motivated solely, or in large measure, by an expected or desired
accounting outcome. Effective auditing involves diligent pursuit of sufficient
appropriate audit evidence, particularly if contrary evidence exists, and critical assessment of all the evidence obtained.
Professional skepticism is also important as it relates to the auditor's consideration of fraud in the audit.4 Company management has a unique ability to
perpetrate fraud because it frequently is in a position to directly or indirectly
manipulate accounting records and present fraudulent financial information.5
Company personnel who intentionally misstate the financial statements often
seek to conceal the misstatement by attempting to deceive the auditor. Because
of this incentive, applying professional skepticism is integral to planning and
performing audit procedures to address fraud risks. In exercising professional
skepticism, the auditor should not be satisfied with less than persuasive evidence because of a belief that management is honest.6
Examples of the application of professional skepticism in response to the assessed fraud risks are (a) modifying the planned audit procedures to obtain
more reliable evidence regarding relevant assertions and (b) obtaining sufficient appropriate evidence to corroborate management's explanations or representations concerning important matters, such as through third-party confirmation, use of a specialist engaged or employed by the auditor, or examination
of documentation from independent sources.7
PCAOB inspectors continue to observe instances in which the circumstances
suggest that auditors did not appropriately apply professional skepticism in
their audits.8 As examples, audit deficiencies like the following raise concerns
that a lack of professional skepticism was at least a contributing factor:

•

For certain hard-to-value Level 2 financial instruments, the engagement team did not obtain an understanding of the specific
methods and/or assumptions underlying the fair value estimates
that were obtained from pricing services or other third parties and

2
See, e.g., paragraph 3 of Auditing Standard No. 8, Audit Risk and paragraph 3 of Auditing
Standard No. 14, Evaluating Audit Results.
3
See paragraphs .01 and .07-.08 of AU sec. 230, Due Professional Care in the Performance of Work.
4
See paragraph .13 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
5
AU sec. 316.08.
6
See AU secs. 230.07-.09.
7
Paragraph 7 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
8
The PCAOB is not alone in identifying concerns regarding professional skepticism in audits. Regulators in countries such as Australia, Canada, Germany, the Netherlands, Singapore,
Switzerland, and the United Kingdom have cited concerns about professional skepticism in public
(continued)
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used in the engagement team's testing related to these financial instruments. Further, the firm used the price closest to the issuer's
recorded price in testing the fair value measurements, without
evaluating the significance of differences between the other prices
obtained and the issuer's prices.

•

The issuer discontinued production of a significant product line
during the prior year and introduced a new product line to replace
it. There were no sales of the discontinued product line during the
last nine months of the year under audit. The engagement team
did not test, beyond inquiry, the significant assumptions management used to calculate its separate inventory reserve for this product line.

•

The engagement team did not evaluate the effects on the financial statements of management's determination not to test a significant portion of its property and equipment for impairment,
despite indicators that the carrying amount may not have been
recoverable. These indicators in this situation included operating
losses for the relevant segment for the last three years, substantial charges for the impairment of goodwill and other intangible
assets during the year, a projected loss for the segment for the
upcoming year, and reduced and delayed customer orders.

•

After the date of the issuer's balance sheet, but before the release
of the firm's opinion, the issuer reported that it anticipated that
comparable store sales for the first quarter of the year would be significantly lower than those for the first quarter of the year under
audit. The engagement team had performed sensitivity analyses
as part of its assessment on the issuer's evaluation of its compliance with its debt covenants, the issuer's ability to continue as
a going concern, and the possibility of the impairment of the issuer's long-lived assets. The engagement team did not consider
the implications of the anticipated decline in sales on its sensitivity analyses and its conclusions with respect to compliance with
debt covenants, the issuer's ability to continue as a going concern,
and impairment of long-lived assets.

The PCAOB's enforcement activities also have identified instances in which
auditors did not appropriately apply professional skepticism. For example, in
one recent disciplinary order, the Board found, among other things, that certain
of a firm's audit partners accepted a company's reliance on an exception to generally accepted accounting principles ("GAAP") requirements for reserving for
expected future product returns even though doing so conflicted with the plain
language of the exception and the firm's internal accounting literature. The
partners were aware of, but did not appropriately consider, contradictory audit

(footnote continued)
reports on their inspections. See, e.g., the Financial Reporting Council's Audit Quality Inspections
Annual Report 2011/12, available at http://www.frc.org.uk/Our-Work/Publications/AIU/AuditQuality-Inspections-Annual-Report-2011-12.aspx, the Canadian Public Accountability Board's,
Meeting the Challenge "A Call to Action" 2011 Public Report, available at http://www.cpab-ccrc.ca/en/
content/2011Public_Report_EN.pdf, the Australian Securities & Investments Commission's Report
242, Audit inspection program public report for 2009–2010, available at http://www.asic.gov.au/
asic/pdflib.nsf/LookupByFileName/rep242-published-29-June-2011.pdf/$file/rep242-published29-June-2011.pdf, and the Accounting and Corporate Regulatory Authority Practice Monitoring
Programme Sixth Public Report, August 2012, available at http://www.acra.gov.sg/NR/rdonlyres/
E7E2A4BF-EC46-4AB2-877D-297D4E618042/0/PMPReport2012170712finalclean.pdf.
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evidence indicating that the returns were not eligible for the exception. This illustration of a lack of professional skepticism reappeared in the firm's response
when the issue was questioned by the firm's internal audit quality reviewers.
Although certain of the partners involved determined that the company's reliance on the exception to GAAP did not support the company's accounting, they,
along with other firm personnel, formulated another equally deficient rationale
that supported the company's existing accounting result.9

Impediments to the Application of Professional
Skepticism
Although PCAOB standards require auditors to appropriately apply professional skepticism throughout the audit, observations from the PCAOB's oversight activities indicate that, as a practical matter, auditors are often challenged
in meeting this fundamental audit requirement. In maintaining an attitude
that includes a questioning mind and a critical assessment of audit evidence,
it is important for auditors to be alert to unconscious human biases and other
circumstances that can cause auditors to gather, evaluate, rationalize, and recall information in a way that is consistent with client preferences rather than
the interests of external users.
Certain conditions inherent in the audit environment can create incentives and
pressures that can serve to impede the appropriate application of professional
skepticism and allow unconscious bias to prevail. For example, incentives and
pressures to build or maintain a long-term audit engagement, avoid significant
conflicts with management, provide an unqualified audit opinion prior to the
issuer's filing deadline, achieve high client satisfaction ratings, keep audit costs
low, or cross-sell other services can all serve to inhibit professional skepticism.
In addition, over time, auditors may sometimes develop an inappropriate level
of trust or confidence in management, which may lead auditors to accede to inappropriate accounting. In some situations, auditors may feel pressure to avoid
potential negative interactions with, or consequences to, individuals they know
(that is, management) instead of representing the interests of the investors they
are charged to protect.
Other circumstances also can impede the appropriate application of professional skepticism. For example, scheduling and workload demands can put
pressure on partners and other engagement team members to complete their
assignments too quickly, which might lead auditors to seek audit evidence that
is easier to obtain rather than evidence that is more relevant and reliable, to
obtain less evidence than is necessary, or to give undue weight to confirming
evidence without adequately considering contrary evidence.
Although powerful incentives and pressures exist that can impede professional
skepticism, the importance of professional skepticism to an effective audit cannot be overstated, particularly given the increasing judgment and complexity
in financial reporting and issues posed by the current economic environment.10
Auditors and audit firms must remember that their overriding duty is to put
the interests of investors first. Appropriate application of professional skepticism is key to fulfilling the auditor's duty to investors. In the words of the U.S.
Supreme Court:
9
See In the Matter of Ernst & Young LLP, Jeffrey S. Anderson, CPA, Ronald Butler, Jr., CPA,
Thomas A. Christie, CPA, and Robert H. Thibault, CPA, Respondents, PCAOB Release No. 105-2012001, (Feb. 8, 2012).
10
See Staff Practice Alert No. 9, Assessing and Responding to Risk in the Current Economic
Environment (Dec. 6, 2011).
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By certifying the public reports that collectively depict a corporation's financial
status, the independent auditor assumes a public responsibility transcending
any employment relationship with the client. The independent public accountant performing this special function owes ultimate allegiance to the corporation's creditors and stockholders, as well as to the investing public. This "public
watchdog" function demands that the accountant maintain total independence
from the client at all times and requires complete fidelity to the public trust.11

However, inadequate performance of audit procedures may be caused by factors
other than the lack of skepticism, or in combination with a lack of skepticism.
As discussed further below, firms should take appropriate steps to understand
the various factors that influence audit quality, including those circumstances
and pressures that can impede the application of professional skepticism.

Promoting Professional Skepticism via an Appropriate
System of Quality Control
PCAOB standards require firms to establish a system of quality control to provide the firm with reasonable assurance that its personnel comply with applicable professional standards and the firm's standards of quality.12 This includes designing and implementing policies and procedures that lead engagement teams to appropriately apply professional skepticism in their audits.
Firms' quality control systems can help engagement teams improve the application of professional skepticism in a number of ways, including the following:

•

"Tone-at-the-Top" Messaging. The PCAOB's inspection findings
have identified instances in which the firm's culture allows or tolerates audit approaches that do not consistently emphasize the
need for professional skepticism. Consistent communication from
firm leadership that professional skepticism is integral to performing a high quality audit, backed up by a culture that supports it,
could improve the quality of work performed by audit partners
and staff. On the other hand, messages from firm leadership that
are excessively focused on revenue or profit growth over achieving audit quality, can undermine the application of professional
skepticism.

•

Performance Appraisal, Promotion, and Compensation Processes.
An audit firm's performance appraisal, promotion, and compensation processes can enhance or detract from the application of
professional skepticism in its audit practice, depending on how
they are designed and executed. For example, if a firm's promotion process emphasizes selling non-audit services or places an
undue focus on reducing audit costs, or retaining and acquiring
audit clients over achieving high audit quality, the firm's personnel may perceive those goals as being more important to their own
compensation, job security, and advancement within the firm than
the appropriate application of professional skepticism.

•

Professional Competence and Assigning Personnel to Engagement
Teams. A firm's quality control system depends heavily on the proficiency of its personnel,13 which includes their ability to exercise

11

U.S. v. Arthur Young & Co., 465 U.S. 805, 817-18 (1984).
See paragraph .03 of Quality Control ("QC") sec. 20, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice.
13
QC sec. 20.11.
12
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professional skepticism. To perform the audit with professional
skepticism, it is important that personnel assigned to engagement
teams have the necessary knowledge, skill, and ability required in
the circumstances,14 which includes appropriate technical training and experience. Professional skepticism is interrelated with an
auditor's training and experience, as auditors need an appropriate
level of competence in order to appropriately apply professional
skepticism throughout the audit. In addition, it is important for
the firm's culture to continually reinforce the appropriate application of professional skepticism throughout the audit.

•

Documentation. It is important for a firm's quality control system to establish policies and procedures that cover documenting the results of each engagement.15 Although documentation
should support the basis for the auditor's conclusions concerning
every relevant financial statement assertion, areas that require
greater judgment generally need more extensive documentation
of the procedures performed, evidence obtained, and rationale for
the conclusions reached. In addition to the documentation necessary to support the auditor's final conclusions, audit documentation must include information the auditor has identified relating
to significant findings or issues that is inconsistent with or contradicts the auditor's final conclusions.16

•

Monitoring. Under PCAOB standards, a firm's quality control policies and procedures should include an element of monitoring to
ensure that quality control policies and procedures are suitably
designed and being effectively applied.17 If the firm identifies deficiencies, the firm should evaluate the reasons for the deficiencies
and determine the necessary corrective actions or improvements
to the quality control system.18 Accordingly, if a firm identifies deficiencies that include failures to appropriately apply professional
skepticism as a contributing factor, the firm should take appropriate corrective actions.

Importance of Supervision to the Application
of Professional Skepticism
The supervisory activities performed by the engagement partner and other senior engagement team members are important to the application of professional
skepticism.19 The engagement partner is responsible for the proper supervision
of the work of engagement team members.20 Accordingly, the engagement partner is responsible for setting an appropriate tone that emphasizes the need

14

See QC sec. 20.12.
See QC secs. 20.17-.18. Also, see generally Auditing Standard No. 3, Audit Documentation.
16
See, e.g., paragraphs 7-8 of Auditing Standard No. 3.
17
See QC sec. 20.07 and paragraph .02 of QC sec. 30, Monitoring a CPA Firm's Accounting and
Auditing Practice.
18
See QC sec. 30.03.
19
Besides supervision by the engagement partner and other engagement team members, the
engagement quality reviewer also plays an important role in assessing the application of professional
skepticism by the engagement team. In particular, the engagement quality reviewer is required to
perform specific procedures to evaluate the significant judgments made by the engagement team.
20
Paragraph 3 of Auditing Standard No. 10, Supervision of the Audit Engagement.
15
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to maintain a questioning mind throughout the audit and to exercise professional skepticism in gathering and evaluating evidence, so that, for example,
engagement team members have the confidence to challenge management representations.21
It is also important for the engagement partner and other senior engagement
team members to be actively involved in planning, directing, and reviewing
the work of other engagement team members so that matters requiring audit
attention are identified and addressed appropriately. In directing the work of
others, senior engagement team members, including the engagement partner,
may have knowledge and experience that may assist less experienced engagement team members in applying professional skepticism. For example, senior
engagement team members might help more junior auditors identify matters
that are unusual or inconsistent with other evidence. In addition, senior members of the engagement team might be better able to challenge the assertions
of senior levels of management, when necessary.

Appropriate Application of Professional Skepticism
Although a firm's quality control systems and the actions of the engagement
partner and other senior engagement team members can contribute to an environment that supports professional skepticism, it is ultimately the responsibility of each individual auditor to appropriately apply professional skepticism
throughout the audit, including the following areas among others:

•
•
•

Identifying and assessing risks of material misstatement;
Performing tests of controls and substantive procedures; and
Evaluating audit results to form the opinion to be expressed in the
auditor's report.

Identifying and Assessing Risks of Material Misstatement
By its nature, risk assessment involves looking at internal and external factors to determine what can go wrong with the financial statements, whether
due to error or fraud. When properly applied, the risk assessment approach set
forth in PCAOB standards should focus auditors' attention on those areas of the
financial statements that are higher risk and thus most susceptible to misstatement. This includes considering events and conditions that create incentives or
pressures on management or create opportunities for management to manipulate the financial statements. The evidence obtained from the required risk
assessment procedures should provide a reasonable basis for the auditor's risk
assessments, which, in turn, should drive the auditor's tests of accounts and
disclosures in the financial statements.
The risk assessment procedures required by PCAOB standards also should
provide the auditor with a thorough understanding of the company and its
environment as a basis for identifying unusual transactions or matters that
warrant further investigation. They also provide a basis for the auditor to evaluate and challenge management's assertions.22 It is important to note that the
auditor's understanding should be based on actual information obtained from
the risk assessment procedures. It is not sufficient for auditors merely to rely on
21
See paragraph 53 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.
22
For example, risk assessment procedures may provide the auditor a basis for challenging management's responses to the required inquiries of management in Auditing Standard No. 12.
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their perceived knowledge of the industry or information obtained from prior
audits or other engagements for the company.

Performing Tests of Controls and Substantive Procedures
Appropriately applying professional skepticism is critical to obtaining sufficient
appropriate audit evidence to determine whether the financial statements are
free of material misstatement and, in an integrated audit, whether internal
controls over financial reporting are operating effectively. Application of professional skepticism is not merely obtaining the most readily available evidence
to corroborate management's assertion.
The need for auditors to appropriately apply professional skepticism is echoed
throughout PCAOB standards. For example, PCAOB standards caution that
representations from management are not a substitute for the application of
those auditing procedures necessary to afford a reasonable basis for an opinion
regarding the financial statements under audit.23 Also, the standards warn
that inquiry alone does not provide sufficient appropriate evidence to support
a conclusion about a relevant assertion.24
In addition, PCAOB standards require auditors to design and perform audit
procedures in a manner that addresses the assessed risks of material misstatement and to obtain more persuasive evidence the higher the assessment of
risk.25 The auditor is required to apply professional skepticism, which includes
a critical assessment of the audit evidence.26 Substantive procedures generally
provide persuasive evidence when they are designed and performed to obtain
evidence that is relevant and reliable.27 When discussing the characteristics
of reliable audit evidence, PCAOB standards observe that generally, among
other things, evidence obtained from a knowledgeable source independent of
the company is more reliable than evidence obtained only from internal company sources and evidence obtained directly by the auditor is more reliable
than evidence obtained indirectly.28
Taken together, this means that in higher risk areas, the auditor's appropriate application of professional skepticism should result in procedures that are
focused on obtaining evidence that is more relevant and reliable, such as evidence obtained directly and evidence obtained from independent, knowledgeable sources.29 Further, if audit evidence obtained from one source is inconsistent with that obtained from another, the auditor should perform the audit
procedures necessary to resolve the matter and should determine the effect, if
any, on other aspects of the audit.30
The following are examples of audit procedures in PCAOB standards that reflect
the need for professional skepticism:

•

Resolving inconsistencies in or doubts about the reliability of confirmations;31

23

See paragraph .02 of AU sec. 333, Management Representations.
Paragraph 39 of Auditing Standard No. 13.
25
See paragraphs 8-9 of Auditing Standard No. 13. For fraud risks and significant risks, the auditor also is required to perform procedures, including tests of details, that are specifically responsive
to the assessed risks.
26
See AU sec. 230.07.
27
Paragraph 39 of Auditing Standard No. 13.
28
See paragraph 8 of Auditing Standard No. 15, Audit Evidence.
29
See paragraph 9.a. of Auditing Standard No. 13.
30
Paragraph 29 of Auditing Standard No. 15.
31
See, e.g., paragraphs .27 and .33 of AU sec. 330, The Confirmation Process.
24
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•

Examining journal entries and other adjustments for evidence of
possible material misstatement due to fraud;32

•

Reviewing accounting estimates for biases that could result in
material misstatement due to fraud;33

•

Evaluating the business rationale for significant unusual transactions;34 and

•

Evaluating whether there is substantial doubt about an entity's
ability to continue as a going concern.35

Evaluating Audit Results to Form the Opinion to be Expressed
in the Audit Report
When professional skepticism is applied appropriately, the auditor does not
presume that the financial statements are presented fairly in conformity with
the applicable financial reporting framework. Instead, the auditor employs an
attitude that includes a questioning mind in making critical assessments of the
evidence obtained to determine whether the financial statements are materially
misstated. PCAOB standards indicate that the auditor should take into account
all relevant audit evidence, regardless of whether the evidence corroborates
or contradicts the assertions in the financial statements.36 Examples of areas
in the evaluation that reflect the need for the auditor to apply professional
skepticism, include, but are not limited to, the following:

•

Evaluating uncorrected misstatements. This includes evaluating
whether the uncorrected misstatements identified during the audit result in material misstatement of the financial statements,
individually or in combination, considering both qualitative and
quantitative factors.37

•

Evaluating management bias. This includes evaluating potential
bias in accounting estimates, bias in the selection and application
of accounting principles, the selective correction of misstatements
identified during the audit, and identification by management of
additional adjusting entries that offset misstatements accumulated by the auditor.38 When evaluating bias, it is important for
auditors to consider the incentives and pressures on management
to manipulate the financial statements.

•

Evaluating the presentation of the financial statements. This includes evaluating whether the financial statements contain the
information essential for a fair presentation of the financial statements in conformity with the applicable financial reporting framework.39

32

See AU secs. 316.58-.62.
See AU secs. 316.63-.65.
34
See AU secs. 316.66-.67.
35
See AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern.
36
See paragraph 3 of Auditing Standard No. 14.
37
See paragraph 17 of Auditing Standard No. 14.
38
See paragraph 25 of Auditing Standard No. 14.
39
See paragraphs 30-31 of Auditing Standard No. 14.
33

PC §400.10

2767

Staff Audit Practice Alerts

When evaluating misstatements, bias, or presentation and disclosures, it is
important for auditors to appropriately apply professional skepticism and avoid
dismissing matters as immaterial without adequate consideration.

Conclusion
The Office of the Chief Auditor is issuing this practice alert to remind auditors
of the requirement to appropriately apply professional skepticism throughout
their audits, which includes an attitude of a questioning mind and a critical assessment of audit evidence. The timing of this release is intended to facilitate
firms' emphasis in upcoming calendar year-end audits, as well as in future audits, on the importance of the appropriate use of professional skepticism. Due
to the fundamental importance of the appropriate application of professional
skepticism in performing an audit in accordance with PCAOB standards, the
PCAOB also is continuing to explore whether additional actions might meaningfully enhance auditors' professional skepticism.

Contact Information
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus.org
Michael Gurbutt,
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202-591-4739,

gurbuttm@

Robert Ravas, Assistant Chief Auditor, 202-591-4306, ravasr@pcaobus.org
Brian Sipes, Assistant Chief Auditor, 202-591-4204, sipesb@pcaobus.org

PC §400.10

2769

Staff Audit Practice Alerts

.11 Staff Audit Practice Alert No. 11

Considerations for Audits of Internal Control
Over Financial Reporting
October 24, 2013

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

Summary
The Office of the Chief Auditor is issuing this practice alert in light of significant
auditing practice issues observed by the Public Company Accounting Oversight
Board ("PCAOB" or the "Board") staff in the past three years relating to audits
of internal control over financial reporting ("audits of internal control"). The
practice alert highlights certain requirements of the auditing standards of the
PCAOB in aspects of audits of internal control in which significant auditing deficiencies have been cited frequently in PCAOB inspection reports. Specifically,
this alert discusses the following topics:

•
•
•
•

Risk assessment and the audit of internal control

•
•
•

Roll-forward of controls tested at an interim date

Selecting controls to test
Testing management review controls
Information technology ("IT") considerations, including systemgenerated data and reports
Using the work of others
Evaluating identified control deficiencies

Auditors should take note of the matters discussed in this alert in planning and
performing their audits of internal control. Because of the nature and importance of the matters covered in this alert, it is particularly important for the
engagement partner and senior engagement team members to focus on these
areas and for engagement quality reviewers to keep these matters in mind
when performing their engagement quality reviews. Auditing firms also should
consider whether additional training of their auditing personnel is needed for
the topics discussed in this alert.
Audit committees of companies for which audits of internal control are
conducted might wish to discuss with their auditors the level of auditing
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deficiencies in this area identified in their auditors' internal inspections and
PCAOB inspections, request information from their auditors about potential
root causes of such findings, and ask how they are addressing the matters discussed in this alert. In particular, audit committees may want to inquire about
the involvement and focus by senior members of the firm on these matters.

Introduction
Effective internal control over financial reporting ("internal control") helps assure that companies produce reliable published financial statements that investors can use in making investment decisions. Since the 1970s, federal laws
have required public companies to maintain sufficient "internal accounting controls."1 The Sarbanes-Oxley Act of 2002, as amended, ("Act") requires company
management to annually assess and report on the effectiveness of the company's
internal control. For larger companies, the Act also requires independent auditors to attest to management's assessment of the effectiveness of the company's
internal control.2
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements, establishes requirements for performing and reporting on audits of internal control. The audit of
internal control should be integrated with the audit of the financial statements.
The objectives of the audits are not identical, and the auditor must plan and
perform the work to achieve the objectives of both audits. In reporting on an integrated audit of internal control and financial statements ("integrated audit"),
the auditor expresses an opinion on the financial statements and an opinion on
the effectiveness of the company's internal control.
Auditing Standard No. 5 establishes a top-down,3 risk-based approach to the
audit of internal control. The auditing standard is designed to focus auditors on
the most important matters in the audit of internal control and avoid procedures
that are unnecessary to an effective audit.
When Auditing Standard No. 5 was adopted, the Board announced its intention to monitor the implementation of that auditing standard. The PCAOB has
continued to monitor Auditing Standard No. 5 execution as part of its ongoing
oversight activities. Over the last three years, the PCAOB's inspections staff
has observed a significant number of auditing deficiencies in audits of internal
1
See 15 U.S.C. 78m, which was added to federal securities law by the Foreign Corrupt Practices
Act of 1977, which sets forth requirements for devising and maintaining a "system of internal accounting controls" sufficient to provide reasonable assurance that, among other things, transactions
are recorded as necessary to permit preparation of financial statements in conformity with generally
accepted accounting principles or any other applicable criteria.
2
See § 404 of the Act. The auditor attestation requirement applies to companies that qualify as
"large accelerated filers" or "accelerated filers," other than "emerging growth companies." Pursuant
to 17 C.F.R. § 240.12b-2, the designation of accelerated filers and large accelerated filers is based
on, among other things, the aggregate worldwide market value of the voting and non-voting common
equity held by non-affiliates as of the last business day of the issuer's most recently completed second
fiscal quarter. For an accelerated filer, the aggregate market value criterion is $75 million or more,
but less than $700 million. For a large accelerated filer, the aggregate market value criterion is $700
million or more.
3
Under PCAOB standards, a top-down approach begins at the financial statement level and with
the auditor's understanding of the overall risks to internal control over financial reporting. The auditor then focuses on entity-level controls and works down to significant accounts and disclosures and
their relevant assertions. This approach directs the auditor's attention to accounts, disclosures, and
assertions that present a reasonable possibility of material misstatement to the financial statements
and related disclosures. The auditor then verifies his or her understanding of the risks in the company's processes and selects for testing those controls that sufficiently address the assessed risk of
misstatement to each relevant assertion. See paragraph 21 of Auditing Standard No. 5.
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control. As reported in Observations from 2010 Inspections of Domestic Annually Inspected Firms Regarding Deficiencies in Audits of Internal Control Over
Financial Reporting ("the general inspection report"),4 in 46 of the 309 integrated audit engagements (or 15 percent) covered by the general inspection
report, inspections staff found that the firm, at the time it issued its audit report, had failed to obtain sufficient appropriate evidence to support its opinion
on the effectiveness of internal control due to one or more auditing deficiencies identified by the inspections staff. The general inspection report also noted
that, in an additional 16 percent of the engagements covered by the report, the
inspections staff identified other deficiencies in the auditing of internal control
that did not involve findings of such significance that they indicated a failure to support the firm's internal control opinion.5 Inspections in subsequent
years have continued to identify similarly high levels of deficiencies in audits
of internal control.
Deficiencies in audits of internal control also can affect the audit of the financial statements. In integrated audits, auditors often rely on controls to reduce
their substantive testing of financial statement accounts and disclosures. Thus,
deficiencies in testing and evaluating internal control can lead to inadequate
testing of accounts and disclosures in the financial statement audit. The general inspection report notes that, in 39 of the 46 engagements (85 percent) in
which the inspection staff found that the firm did not have sufficient appropriate evidence to support the firm's internal control opinion, representing 13
percent of the 309 integrated audit engagements that were inspected, inspection staff found that the firm also failed to obtain sufficient appropriate evidence
to support its opinion on the financial statements.
Significant auditing deficiencies in audits of internal control that have been
frequently cited in PCAOB inspection reports include failures to:

•

Identify and sufficiently test controls that are intended to address
the risks of material misstatement;

•

Sufficiently test the design and operating effectiveness of management review controls that are used to monitor the results of
operations;

•

Obtain sufficient evidence to update the results of testing of controls from an interim date to the company's year end (i.e., the
roll-forward period);

•

Sufficiently test controls over the system-generated data and reports that support important controls;6

•

Sufficiently perform procedures regarding the use of the work of
others; and

•

Sufficiently evaluate identified control deficiencies.7

4
See PCAOB Release 2012-006, Observations from 2010 Inspections of Domestic Annually Inspected Firms Regarding Deficiencies in Audits of Internal Control Over Financial Reporting (December 10, 2012).
5
Although the general inspection report relates to inspections of eight domestic registered firms
that have been inspected annually since the inception of the PCAOB inspections program, as the
report states, PCAOB inspections have found similar problems with audits of internal control at other
registered firms.
6
See paragraph 39 of Auditing Standard No. 5, which provides that the auditor should test
those controls that are important to the auditor's conclusion about whether the company's controls
sufficiently address the assessed risk of misstatement to each relevant assertion.
7
See, e.g., PCAOB Release 2012-006, Observations from 2010 Inspections of Domestic Annually
Inspected Firms Regarding Deficiencies in Audits of Internal Control Over Financial Reporting (December 10, 2012).
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This practice alert discusses the application of certain requirements of Auditing Standard No. 5 and other PCAOB standards to specific aspects of the
audit of internal control in light of recent observations of auditing deficiencies.
Specifically, this alert discusses the following topics:

•

Risk assessment and the audit of internal control. This alert explains how the risk assessment process set forth in PCAOB standards relates to certain aspects of the audit of internal control.
It also discusses coordinating the procedures for obtaining an understanding of internal control with the Auditing Standard No. 5
objectives for understanding likely sources of misstatement, assessing risks for components of significant accounts and disclosures, and considering risk in determining the scope of testing in
multi-location engagements.

•

Selecting controls to test. The alert discusses the requirements
for selecting controls to test and considerations for making an
appropriate selection of controls to test, including controls that
operate infrequently.

•

Testing management review controls. The alert discusses management review controls and the requirements in PCAOB standards
for testing those controls.

•

Information technology ("IT") considerations, including systemgenerated data and reports. The alert highlights requirements
in PCAOB standards regarding the consideration of IT in audits
of internal control, including testing controls that use systemgenerated data and reports and evaluating deficiencies in IT general controls ("ITGCs").

•

Roll-forward of controls tested at an interim date. The alert discusses the auditor's responsibilities when controls are tested at
an interim date in the audit of internal control, including the necessary roll-forward procedures to extend the results of interim
testing to year end.

•

Using the work of others. The alert discusses the requirements
in PCAOB standards regarding when it is appropriate to use the
work of others, how to determine the extent to which the work can
be used, and the importance of testing the work of others.

•

Evaluating identified control deficiencies. The alert discusses the
auditor's responsibilities for evaluating control deficiencies and
highlights the importance of testing compensating controls and
performing the evaluation with professional skepticism and careful analysis.

Risk Assessment and the Audit of Internal Control
One of the potential root causes for the deficiencies in audits of internal control, as cited in the general inspection report, is improper application of the
top-down approach set forth in PCAOB standards.8 For example, the general
8
See paragraph 21 of Auditing Standard No. 5. Also, the general inspection report notes that the
improper application of the top-down approach may be caused, in part, by other root causes discussed
in that report and a reduced focus by firms on the requirements of Auditing Standard No. 5. See the
general inspection report at 18.
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inspection report notes that, in some instances, it appears that firms, in implementing a top-down approach, placed undue emphasis on testing management
review controls and other detective controls without considering whether they
adequately addressed the assessed risks of material misstatement of the significant account or disclosure. In some instances, inspections staff observed
that firms failed to test controls for all relevant assertions of the significant accounts and disclosures. In other instances, it appeared to the inspections staff
that firms did not sufficiently understand the likely sources of potential misstatements related to significant accounts or disclosures as part of selecting
controls to test.
Risk assessment is a key element of the top-down approach, and it underlies
the entire audit process in the audit of internal control.9 An effective risk assessment process pursuant to PCAOB standards is fundamental to the audit of
internal control.10 Identifying the risks of material misstatement – including
the types of potential misstatements that can occur and the likely sources of
those potential misstatements – is necessary for the auditor to select appropriate controls to test and to evaluate whether those controls adequately address
the risks. For example, an auditor who identifies revenue overstatement as a
risk, without assessing how overstatements might occur or understanding the
controls in place to address the risk, lacks the basis to make an informed selection of controls to test or to meaningfully evaluate whether the selected controls
are designed and operating to prevent or detect potential misstatements.
Auditing Standard No. 5 requires a risk-based audit approach. Proper application of the auditing standards for assessing and responding to risk ("risk assessment standards")11 is important for performing effective audits of internal
control and integrating the audit of internal control with the audit of financial
statements.
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, establishes a process for identifying and assessing risks of material
misstatement in an audit, which applies to audits of internal control and audits
of financial statements. The risk assessment procedures required by Auditing
Standard No. 12 include, among other things, obtaining an understanding of
the company and its environment and obtaining an understanding of internal
control. The auditing standard also sets forth a process for assessing identified
risks, which includes determining the likely sources of potential misstatement
and evaluating the types of misstatements that could result from the risks; the
accounts, disclosures, and assertions that could be affected; and the likelihood
and magnitude of potential misstatements.potential misstatement and evaluating the types of misstatements that could result from the risks; the accounts,
disclosures, and assertions that could be affected; and the likelihood and magnitude of potential misstatements.potential misstatement and evaluating the
types of misstatements that could result from the risks; the accounts, disclosures, and assertions that could be affected; and the likelihood and magnitude
of potential misstatements.12

9
See paragraph 10 of Auditing Standard No. 5. Also, see generally, Auditing Standard No. 8,
Audit Risk, Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, and
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material Misstatement.
10
See paragraph 6 of Auditing Standard No. 12 and paragraphs 6 and 10 of Auditing Standard
No. 5.
11
Auditing Standard Nos. 8-15.
12
See paragraphs 59 and 61 of Auditing Standard No. 12.
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Obtaining an Understanding of Internal Control
In an audit of internal control, a thorough understanding of the company's
internal control is important because it enables the auditor to appropriately
plan and perform the necessary tests of controls. Auditing Standard No. 12
requires the auditor to obtain a sufficient understanding of each component13
of internal control to (1) identify the types of potential misstatements, (2) assess
the factors that affect the risks of material misstatement, and (3) design tests
of controls and substantive procedures.14
Understanding internal control includes understanding the information system, including the related business processes, relevant to financial reporting,
which comprise the following:
a. The classes of transactions in the company's operations that are
significant to the financial statements;
b. The procedures, within both automated and manual systems,
by which those transactions are initiated, authorized, processed,
recorded, and reported;
c. The related accounting records, supporting information, and specific accounts in the financial statements that are used to initiate,
authorize, process, and record transactions;
d. How the information system captures events and conditions,
other than transactions, that are significant to the financial statements; and
e. The period-end financial reporting process.15
In an audit of internal control, Auditing Standard No. 5 requires the auditor
to perform procedures to achieve certain objectives for further understanding
likely sources of potential misstatements and as part of selecting controls to
test.16 The procedures performed to achieve those objectives may be performed
concurrently with procedures for identifying and assessing risks of material
misstatement pursuant to Auditing Standard No. 12. Performing the procedures concurrently could facilitate compliance with PCAOB standards, enhance
the auditor's understanding of the company's processes and likely sources of potential misstatements, and avoid potential duplication of audit effort.
The following table illustrates how certain of the procedures required by Auditing Standard No. 12 can be coordinated with the procedures applied to meet
certain of the Auditing Standard No. 5 objectives. For example, while obtaining
an understanding of the information system pursuant to Auditing Standard No.
12, the auditor also can perform procedures to understand the flow of transactions for relevant assertions. Similarly, while obtaining an understanding of the
company's risk assessment process and control activities, the auditor also can
identify the controls that management has implemented to address potential
misstatements.

13
Paragraph 21 of Auditing Standard No. 12 provides that internal control can be described as
consisting of the following components: the control environment, company's risk assessment process,
information and communication, control activities, and monitoring of controls.
14
See paragraph 18 of Auditing Standard No. 12 and paragraph 13 of Auditing Standard No. 15,
Audit Evidence.
15
See paragraph 28 of Auditing Standard No. 12.
16
See paragraph 34 of Auditing Standard No. 5.
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Procedures Required by
Auditing Standard No. 12

Related Objective in Auditing
Standard No. 517

Obtain an understanding of the information system, including the related business processes, relevant to
financial reporting18

Understand the flow of transactions
related to the relevant assertions, including how these transactions are
initiated, authorized, processed, and
recorded

Identify and assess the risks of material misstatement at the assertion level and identify significant
accounts and disclosures and their
relevant assertions19

Verify that the auditor has identified the points within the company's processes at which a misstatement – including a misstatement
due to fraud – could arise that, individually or in combination with other
misstatements, would be material

Obtain an understanding of the
company's risk assessment process
and20 control activities,21 and consider controls that address fraud
risks and other significant risks22

Identify the controls that management has implemented to address the
potential misstatements
Identify the controls that management has implemented over the prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that
could result in a material misstatement of the financial statements

Auditing Standard No. 5 and Auditing Standard No. 12 provide that, although
walkthroughs are not required, performing walkthroughs that encompass the
procedures set forth in the standard23 is an effective way to meet the required
Auditing Standard No. 5 objectives in the table above and may be used in testing
the design of controls.24 Thus, careful planning and execution of walkthroughs,
particularly when performed or supervised by experienced personnel, can enhance the effectiveness of those aspects of the integrated audit and avoid duplication of effort. Incomplete or poorly executed walkthroughs, however, can lead
to inadequate risk assessments, which can impair the effectiveness of auditors'
selection and testing of controls.

17

Id.

18

See paragraph 28 of Auditing Standard No. 12.

19

See paragraphs 59-64 of Auditing Standard No. 12.
See paragraphs 26-27 of Auditing Standard No. 12.
21
See paragraph 34 of Auditing Standard No. 12.
22
See paragraphs 72-73 of Auditing Standard No. 12.
23
Paragraph 37 of Auditing Standard No. 5 provides that, in performing a walkthrough, the auditor follows a transaction from origination through the company's processes, including information
systems, until it is reflected in the company's financial records, using the same documents and information technology that company personnel use. Walkthrough procedures usually include a combination
of inquiry, observation, inspection of relevant documentation, and re-performance of controls.
24
See paragraphs 37-38 and 43 of Auditing Standard No. 5, paragraphs 20 and 37-38 of Auditing
Standard No. 12, and paragraph 20 of Auditing Standard No. 13.
20
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The general inspection report notes that, in some situations, firms' walkthrough
procedures were not adequate to verify the auditor's understanding of the risks
in the company's processes and to identify and select for testing controls sufficient to address the risk of misstatement for the relevant assertions, as they
were limited to:

•

Performing inquiry and observation to confirm that there have
been no significant changes to the processes;

•

Obtaining an understanding through controls testing and substantive procedures;

•

Reviewing walkthroughs performed by the company's internal auditor who did not provide direct assistance under the firm's supervision; or

•

Relying on the auditor's knowledge and experience obtained from
prior years' audits.

Assessing Risks of Material Misstatement in Components of
Significant Accounts and Disclosures
In assessing risks of material misstatement and selecting controls to test, it is
important for auditors to be aware that the components of a potential significant account or disclosure might be subject to significantly different risks.25
Also, different risks of material misstatement affecting the same assertion of
an account or disclosure might arise at different points within the company's
processes. If risks differ among components, the auditor might need to select
and test different controls to support a conclusion that the controls adequately
address the risks to the account or disclosure.
The following are some examples of accounts and disclosures for which individual components could have different risks:

25

•

Individual revenue categories might have different risks because
of varying types of products and services, sales terms, information systems, including revenue processes, or accounting requirements.

•

Individual investment securities or categories of securities in a
portfolio might have different risks if they vary in nature and
complexity, level of market activity, or availability of observable
market data.

•

The components of an allowance for loan losses might have different risks, for instance, if those components reflect different credit
exposures, are determined using different methods, or are subject
to different accounting requirements.

•

The components of a reserve for sales returns and allowances
might have different risks if they relate to different sales terms
or repayment terms, use different information systems, including
business processes, or are subject to different accounting requirements.

See paragraph 63 of Auditing Standard No. 12.
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Effect of Risk Assessment on the Scope of Testing in
Multi-location Engagements
Inspections staff have observed instances, such as the following, in which it
appeared that firms did not sufficiently test controls that addressed the risks
of material misstatement in multi-location engagements:

•

Testing a sample of locations and extrapolating the results of that
testing to other locations without performing procedures to evaluate whether the issuers' systems and controls were designed and
implemented consistently across all of those locations.

•

Excluding certain locations from testing without establishing
whether there was a reasonable basis for excluding those locations.

Also, inspections staff have observed instances in which it appeared that firms,
in implementing a top-down approach, placed undue emphasis on testing
management review controls and other detective controls without considering
whether the controls selected for testing, individually or in combination, adequately addressed the assessed risks of material misstatement of the significant
account or disclosure across the significant locations.
In multi-location engagements, PCAOB standards require the auditor to assess
the risks of material misstatement to the consolidated financial statements associated with the location or business unit and correlate the amount of auditing
attention devoted to the location or business unit with the degree of risk.26 Auditing Standard No. 9 lists factors that are relevant to the assessment of the risk
of material misstatement associated with a location or business unit and the
determination of the necessary audit procedures.27 Certain of the factors listed
in Auditing Standard No. 9 relate to the inherent risks of material misstatement, while others – such as the control environment, centralized processing,
and monitoring activities – relate to entity-level controls. Auditing Standard
No. 5 provides that, in lower risk locations, the auditor might first evaluate
whether entity-level controls, including controls in place to provide assurance
that appropriate controls exist throughout the organization, provide the auditor with sufficient evidence.28 Auditing Standard No. 5 also provides that the
auditor may take into account the work of others in determining the locations or
business units at which to perform tests of controls.29 Using the work of others
is discussed later in this alert.
To illustrate the application of these principles, assume that an auditor is performing an integrated audit of a company with business units in several locations. After assessing the risks associated with the individual locations, an
auditor might design an audit strategy involving:
a. Identifying and testing controls over specific risks that present a
reasonable possibility of material misstatement to the company's
consolidated financial statements;
b. To the extent not covered in item a above, identifying and testing controls at locations or business units that, individually or
in combination, present a reasonable possibility of material misstatement through one or more of the following:
26
See paragraph 11 of Auditing Standard No. 9, Audit Planning, and paragraph B10 of Auditing
Standard No. 5.
27
See paragraph 12 of Auditing Standard No. 9.
28
See paragraph B11 of Auditing Standard No. 5.
29
See paragraph B12 of Auditing Standard No. 5.
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(1) Testing entity-level controls that operate at a level of precision that would detect material misstatements in the locations or business units, individually or in combination.
(2) For locations with centralized systems and processes and
homogeneous controls, performing tests of the common
controls across the locations or business units.
(3) Using the work of others who tested controls at the locations, to the extent appropriate, as discussed later in this
release.
c. No specific testing of controls for locations or business units that
individually or in combination do not present a reasonable possibility of material misstatement of the consolidated financial statements.
In testing controls at locations or business units other than controls that address specific risks, the auditor should reassess the audit strategy if the auditor obtains information that is contrary to the premises under which the audit
strategy was developed.30 For example, the strategy should be reassessed if the
auditor obtains information indicating certain locations have risks not identified previously; certain locations have higher risk than the initial assessment;
certain locations do not have homogeneous processes, systems, controls, or operating environments as previously thought; entity-level controls do not, by
themselves, operate with the necessary level of precision; or the work of others
cannot be used to the extent planned.

Selecting Controls to Test
As discussed previously, the general inspection report notes that, in some instances, it appears that firms, in implementing a top-down approach, placed
undue emphasis on testing management review controls and other detective
controls without considering whether they adequately addressed the assessed
risks of material misstatement of the significant account or disclosure. In some
instances, inspections staff observed that firms failed to test controls for all the
relevant assertions of the significant accounts and disclosures.
In the audit of internal control, PCAOB standards require the auditor to test:31
a. Entity-level controls that are important to the auditor's conclusion about whether the company has effective internal control
over financial reporting, including evaluating the control environment and period-end financial reporting process;32 and
b. Controls that are important to the auditor's conclusion about
whether the company's controls sufficiently address the assessed
risk of misstatement to each relevant assertion (which may be
entity-level controls or other controls).33
Also, Auditing Standard No. 5 cautions that a control must be tested directly
to obtain evidence about its effectiveness; an auditor cannot merely infer that
30
See paragraph 15 of Auditing Standard No. 9 and paragraph 74 of Auditing Standard No.
12, which discuss the auditor's responsibilities for changing the audit strategy and planned audit
procedures when circumstances change or contrary information is identified.
31
Paragraph 14 of Auditing Standard No. 5 provides that the auditor also should evaluate
whether the company's controls sufficiently address identified fraud risks and controls intended to
address the risk of management override.
32
See paragraphs 22 and 26 of Auditing Standard No. 5.
33
See paragraphs 23, 39, and 41 of Auditing Standard No. 5.
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a control is effective because no misstatements were detected by substantive
procedures.34
In selecting controls over significant accounts and disclosures, an important
consideration is determining that the auditor has selected controls that, individually or in combination, are intended to address the identified risks of material misstatement, including risks for the relevant assertions and the components of the account or disclosure with differing risks. The following is a partial
list from the general inspection report of assertions or account components for
which inspections staff observed that auditors failed to identify and sufficiently
test controls that addressed the risks of material misstatement:

•

Revenue: Significant business units or significant revenue categories, significant contract provisions affecting revenue recognition, and significant inputs to percentage-of-completion calculations

•

Inventory: Pricing of significant inventory components and determination of reserves for excess and obsolete inventory

•

Fair value of financial instruments: Inputs used to value hard-tovalue financial instruments and determinations of the classification of securities within the fair value hierarchy set forth in Financial Accounting Standards Board Accounting Standards Codification Topic 820, Fair Value Measurement

•

Valuation of pension plan assets35

To illustrate the process of selecting controls to test, assume that an auditor
identifies risks of material misstatement related to reserves for excess and obsolete inventory. When selecting controls that are important to address the
risks of material misstatement, it is important to look for controls that encompass each segment of inventory for which there is a reasonable possibility of
material misstatement regarding the related reserve for excess and obsolete
inventory. Limiting the selection to controls over inventory segments that have
no reserves, for example, would not be sufficient to address the risk of material
misstatement.
The procedures performed to obtain an understanding of internal control pursuant to Auditing Standard No. 12 and to meet the objectives of paragraph 34
of Auditing Standard No. 5 can provide a basis for the auditor to determine
whether the selected controls cover the identified risks. For example, performing those procedures enables the auditor to understand the likely sources of
potential misstatement and the controls intended to prevent or detect those
misstatements.
Another important consideration in selecting controls to test is whether the
controls, individually or in combination, are capable of addressing the risks of
material misstatement to the relevant assertion.36 Some risks, especially those
related to complex processes or subjective estimates, might require a combination of controls to prevent or detect misstatements. For example, if a company
has a complex income tax calculation, the controls needed to address the risks
of material misstatement might consist of a combination of (1) a review of the
overall tax calculation by a person with the necessary authority and competence and (2) certain other types of controls over key aspects of the calculation.
As another example, an auditor might select a combination of a manual review
34
35
36

See paragraph B9 of Auditing Standard No. 5.
See the general inspection report at 5-6.
See paragraphs 23, 39, and 41 of Auditing Standard No. 5.
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control that uses system-generated data and IT controls over the completeness
and accuracy of that data, as discussed later in this alert.

Controls over Infrequent Processes and Transactions
Internal control is not limited to frequent processes and normal recurring transactions. It also applies to infrequent processes, such as an analysis of whether
long-term assets are impaired, and to nonrecurring transactions outside the
normal course of business, such as a material business combination.
When a company has infrequent processes or enters into nonrecurring transactions that present a reasonable possibility of material misstatement of the
financial statements, the auditor should test the controls over those processes
or transactions. Performing substantive audit procedures to determine whether
the accounts or transactions are accounted for properly is important for the financial statement audit but, by itself, does not provide sufficient appropriate
evidence to support a conclusion that the controls over those transactions or
analyses are designed and operating effectively. As discussed previously, Auditing Standard No. 5 cautions that a control must be tested directly to obtain
evidence about its effectiveness; an auditor cannot merely infer that a control is
effective because no misstatements were detected by substantive procedures.37
In some cases, auditors are able to design and perform procedures that test
controls over nonrecurring transactions concurrently with substantive tests
of those transactions, thereby obtaining sufficient appropriate evidence to fulfill the related objectives for the financial statement audit and the audit of
internal control. For example, when auditing the company's accounting for a
business combination, the auditor also might obtain an understanding of the
company's financial reporting process, and related controls, regarding the business combination. In that situation, the auditor could test important controls
over the accounting for business combinations when auditing the accounting
for the business combination. In that situation, the auditor's substantive testing and tests of controls should be sufficient to meet the objectives of both
tests.

Testing Management Review Controls
Auditors often select and test management review controls in audits of internal
control. Such management reviews might be performed to monitor the results
of operations, such as (1) monthly comparisons of actual results to forecasted
revenues or budgeted expenses; (2) comparisons of other metrics, such as gross
profit margins and expenses as a percentage of sales; and (3) quarterly balance
sheet reviews. These reviews typically involve comparing recorded financial
statement amounts to expected amounts and investigating significant differences from expectations.
As with other types of controls, the auditor should perform procedures to obtain
evidence about how a management review control is designed and operates
to prevent or detect misstatements.38 Verifying that a review was signed off
provides little or no evidence by itself about the control's effectiveness.

37

See paragraph B9 of Auditing Standard No. 5.
See paragraphs 42-45 of Auditing Standard No. 5, which describe the auditor's responsibilities
for testing the design and operating effectiveness of controls.
38
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Evaluating the Precision of Management Review Controls
Many management review controls are entity-level controls, so testing those
review controls can be an appropriate part of a top-down approach. Auditing
Standard No. 5 provides that entity-level controls vary in nature and precision
and that some entity-level controls might operate at a level of precision that
would adequately prevent or detect misstatements on a timely basis.39 Other
entity-level controls, by themselves, might not operate with the necessary level
of precision, but might be effective in combination with other controls in addressing the assessed risk of material misstatement.
Thus, the main consideration in assessing the level of precision is whether
the control is designed and operating to prevent or detect on a timely basis
misstatements that could cause the financial statements to be materially misstated. Factors that can affect the level of precision of an entity-level control
include the following:

•

Objective of the review. A procedure that functions to prevent or
detect misstatements generally is more precise than a procedure
that merely identifies and explains differences.

•

Level of aggregation. A control that is performed at a more granular level generally is more precise than one performed at a higher
level. For example, an analysis of revenue by location or product
line normally is more precise than an analysis of total company
revenue.

•

Consistency of performance. A control that is performed routinely
and consistently generally is more precise than one performed
sporadically.

•

Correlation to relevant assertions. A control that is indirectly related to an assertion normally is less likely to prevent or detect
misstatements in the assertion than a control that is directly related to an assertion. For example, a control designed to detect
errors in the recorded amounts of accounts receivable might not
operate with a sufficient level of precision to detect errors in the
valuation of delinquent receivables.

•

Predictability of expectations. Some entity-level controls are designed to detect misstatements by using key performance indicators or other information to develop expectations about reported
amounts ("detective controls"). The precision of those controls depends on the ability to develop sufficiently precise expectations to
highlight potentially material misstatements.

•

Criteria for investigation. For detective controls, the threshold for
investigating deviations or differences from expectations relative
to materiality is an indication of a control's precision. For example,
a control that investigates items that are near the threshold for
financial statement materiality has less precision and a greater
risk of failing to prevent or detect misstatements that could be
material than a control with a lower threshold for investigation.

Testing Design Effectiveness
Auditing Standard No. 5 provides that the auditor should test the design effectiveness of controls by determining whether the company's controls, if they
39

See paragraph 23 of Auditing Standard No. 5.
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are operated as prescribed by persons possessing the necessary authority and
competence, satisfy the company's control objectives40 and can effectively prevent or detect errors or fraud that could result in material misstatement of the
financial statements.41
Evaluating whether a management review control is capable of preventing or
detecting potential material misstatements generally involves obtaining an understanding of and evaluating the following:
a.

b.

c.
d.
e.

f.

Whether the control satisfies the corresponding control objective,
including whether it addresses the risks of material misstatement
to the relevant assertion of the significant account or disclosure;
The factors affecting the precision of the review, including the objective of the review and the appropriateness of the expectations,
level of aggregation, and criteria for investigation for identifying
potentially material misstatements;
The steps involved in identifying, investigating, and resolving significant differences from expectations;
The person(s) who performs the control, including the competence
and authority of the person(s);
The frequency of performance of the control, that is, whether the
review occurs often enough to prevent or detect misstatements
before they have a material effect on the financial statements;
and
The information used in the review, for example, whether the
review uses system-generated data or reports, as discussed later
in this alert.

The evaluation of design may be performed in conjunction with obtaining an
understanding of internal control over financial reporting and performing procedures to achieve the objectives of paragraph 34 of Auditing Standard No. 5,
which were presented in the prior table.42 For example, to assess whether a
control is effectively designed, it is important to identify the risk of material
misstatement to the relevant assertion of the significant account or disclosure
that the control is intended to address.

Testing Operating Effectiveness
Auditing Standard No. 5 provides that the auditor should test the operating
effectiveness of a control by determining whether the control is operating as
designed and whether the person performing the control has the necessary
authority and competence to perform the control effectively.43 The auditing
standard also provides that the evidence necessary to persuade the auditor
that a control is effective depends upon the risk associated with the control.44
Testing the operating effectiveness of a management review control involves
performing procedures to evaluate whether the control is working as designed

40

See paragraph A2 of Auditing Standard No. 5 for the definition of the term "control objective."
See paragraph 42 of Auditing Standard No. 5.
42
See paragraph 43 of Auditing Standard No. 5, which provides that procedures the auditor
performs to test design effectiveness include a mix of inquiry of appropriate personnel, observation
of the company's operations, and inspection of relevant documentation. Walkthroughs that include
these procedures ordinarily are sufficient to evaluate design effectiveness.
43
See paragraph 44 of Auditing Standard No. 5.
44
See paragraph 46 of Auditing Standard No. 5.
41
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to prevent or detect potentially material misstatements. Testing typically involves, for selected operations of the control, obtaining and evaluating evidence
about:45
a.
b.

The steps performed to identify and investigate significant differences; and
The conclusions reached in the reviewer's investigation, including whether potential misstatements were appropriately investigated and whether corrective actions were taken as needed.

The nature, timing, and extent of testing should be commensurate with the risk
associated with the controls. Higher risk controls warrant more testing.
The auditor also should take into account other relevant evidence obtained
in the audit when evaluating the effectiveness of a control, such as identified
misstatements that were not prevented or detected by the control.46

Example: Test of a Management Review Control
To illustrate the process of testing management review controls, assume that,
in an audit of a commercial enterprise with four similar branch locations, the
auditor selects for testing a monthly control over the existence, completeness,
and allocation assertions for certain selling, general, and administrative expenses, such as salaries and wages, utilities, facilities, and depreciation. In
the selected control, each branch controller performs an analysis comparing
the expense-related accounts in the branch's financial statements to the prior
year and forecasted financial statements for the branch and investigates differences over a predetermined threshold set by the company's chief financial
officer ("CFO"). Each branch controller discusses the results of the analysis
with the CFO to enable the CFO to understand the basis for significant differences and determine whether any financial statement adjustments or other
corrective actions are needed.
The auditor assesses a higher risk associated with the management review
control because the control applies to multiple assertions for several material
accounts with varying levels of risk of material misstatement.47
In this illustration, the auditor's procedures may include the following:48
a.

b.

Evaluating whether the control addresses the risks of material
misstatement to the relevant assertions of the selling, general,
and administrative expense accounts, as intended;
Evaluating whether the use of prior year and forecast information at the branch level is an appropriate basis for establishing
expectations to identify potential misstatements;

45
If the control uses system-generated information or reports, the auditor also should obtain
evidence about the completeness and accuracy of those reports, as discussed in the information technology considerations section of this alert. This also applies to other internally-produced information
used by the company in an important control.
46
See paragraph 71 of Auditing Standard No. 5.
47
See, e.g., paragraph 47 of Auditing Standard No. 5, which provides that two factors affecting
the risk associated with a control are (1) the nature and materiality of misstatements that the control
is intended to prevent or detect and (2) the inherent risk associated with the related account(s) and
assertion(s).
48
The procedures listed here are illustrative. The actual procedures needed for a particular
management review control will depend on, among other things, the nature of the control, the risk
associated with the control, the information used in the control, and the evidence of the control's
operation.
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c.

Evaluating whether the criteria used for identifying differences
for investigation are set at an appropriate level to enable the
branch controller to identify misstatements that could be material to the financial statements, individually or in combination
with other misstatements;
d. Evaluating the competencies of the CFO and branch controllers
based on, among other things, the auditor's knowledge of the individuals and experience with them in current and prior audits;
e. Evaluating whether the control operates often enough to prevent
or detect misstatements before they have a material effect on the
financial statements;
f. For selected operations of the control, obtaining the information used by the branch controller in the analysis, understanding the steps performed by the branch controller to investigate
significant differences, reperforming the analysis and comparing
the auditor's identification of significant differences and evaluation of results—including identified misstatements, if any—to the
branch controller's analysis; and
g. Observing or reading summaries of selected meetings in which the
results of the analyses by the branch controllers were discussed
with the CFO; inspecting the information presented to the CFO;
and evaluating the matters discussed, conclusions reached, and
corrective actions taken, if any.
The auditor also determined that the control uses financial statement and forecast information that is maintained and reported by the same IT system. The
company's IT systems are centrally managed, and the IT controls for that system were tested in conjunction with tests of IT controls for the company's other
financial statement related systems.
The preceding example illustrates an approach to testing accounts that tend
to be routine and predictable. If testing controls over accounts or assertions
that are more complex or less predictable, management review controls consisting primarily of comparisons to budgets or forecasts might not operate at
a sufficient level of precision. In those situations, it might be necessary to test
a combination of management review controls and other controls to conclude
on whether the company's controls sufficiently address the risks of material
misstatement for the relevant assertions of significant accounts.

Information Technology Considerations, Including
System-generated Data and Reports
The general inspection report notes that inspections staff have observed instances in which firms selected controls for testing but failed to sufficiently
test controls over the completeness and accuracy of system-generated data or
reports used in the operation of those controls. For example, some firms failed
to: (1) test ITGCs that are important to the effective operation of the applications that generated the data or reports, (2) test the logic of the queries (or
parameters) used to extract data from the IT applications used in the reports,
or (3) address control deficiencies that were identified with respect to the ITGCs over either the applications that process the data used in the reports or
the applications that generated the reports.49 Similarly, inspections staff have
49

See the general inspection report at 11.
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observed instances in which firms have identified that certain ITGCs were ineffective but failed to perform other procedures to test report writers and systems
used to produce spreadsheets, queries, or reports. In other instances, the firms
planned their tests of controls to include testing of ITGCs for IT-dependent
controls, but those IT-dependent controls used customized data or queries that
were not subject to the ITGCs the firms tested.
A company's use of IT can significantly affect a company's internal control.
The following are examples of IT-related matters that can affect the auditor's
evaluation of internal control:

•

Risks of material misstatement resulting from the company's IT
processes or systems;50

•

Important controls that depend on the effectiveness of IT controls
("IT-dependent controls"), for example, because they use systemgenerated data or reports; and

•

Important IT controls, such as, automated controls that address
risks of material misstatement to one or more assertions, along
with the IT controls that support the effectiveness of the automated controls.

PCAOB standards require the auditor to obtain an understanding of the company's information system relevant to financial reporting and take into account
IT considerations in assessing the risks of material misstatement. This includes
obtaining an understanding of the extent of manual controls and automated
controls used by the company, including the ITGCs that are important to the
effective operation of the automated controls.51 The auditor also should obtain
an understanding of specific risks to a company's internal control resulting
from IT.52
In an audit of internal control, if the auditor selects an IT-dependent control for
testing, the auditor should test the IT-dependent controls and the IT controls
on which the selected control relies to support a conclusion about whether those
controls address the risks of material misstatement.53 For example, if a control
selected for testing uses system-generated data or reports, the effectiveness of
the control depends in part on the controls over the accuracy and completeness of the system-generated data or reports. In those situations, supporting a
conclusion on the effectiveness of the selected control involves testing both the
selected control and the controls over the system-generated data and reports.
As discussed later in this alert, PCAOB standards require evaluation of the
severity of identified control deficiencies. This includes deficiencies in IT controls. However, the nature of IT systems, processes, and controls can affect
how deficiencies in IT controls should be evaluated. For example, an IT control
might not be intended to prevent or detect misstatements by itself, but it might
impair the effectiveness of important IT-dependent controls if it were deficient.
In those situations, evaluating the severity of a deficient IT control involves
assessing the effect of the deficiency on important IT-dependent controls and,
in turn, the likelihood and magnitude of potential misstatements that could

50
See, e.g., paragraphs 36 and 47 of Auditing Standard No. 5 and paragraphs B1-B6 and 29 of
Auditing Standard No. 12.
51
See paragraph B1 of Auditing Standard No. 12.
52
See paragraph B4 of Auditing Standard No. 12.
53
See, e.g., paragraphs 39-41 of Auditing Standard No. 5, which discuss selecting controls to test
and paragraph 47 of Auditing Standard No. 5, which cite situations in which controls rely on the
effectiveness of IT general controls.
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result, individually or in combination with other control deficiencies. Also, deficient IT controls might impair the effectiveness of multiple controls across
multiple accounts. In those situations, it may be necessary to assess the severity of those impaired controls in combination across the affected accounts and
with other control deficiencies affecting those accounts.

Roll-forward of Controls Tested at an Interim Date
The general inspection report notes that inspections staff have identified instances in which firms tested significant controls at an interim date and either
did not perform any testing, or used inquiry alone, to update the results of
their testing of higher risk controls that had been performed prior to year end.
For example, an engagement team performed tests of highly subjective controls
during the interim period, three to six months prior to year end. Yet the engagement team's procedures to update the results of its testing of these controls from
the interim date to year end were limited to general inquires as to whether the
operation of any of these controls had changed, despite higher degrees of risks
associated with these controls, including, in some cases, high inherent risks
or heightened fraud risks. In another example, the engagement team's procedures to update the results of its testing of internal control for the six-month
period from the interim date to year end were limited to inquiry, including for
higher-risk controls and controls affected by a change in management review
and approval responsibilities.54
Although the auditor expresses an opinion on internal control as of the end
of the year, auditors may decide to test some important controls at an earlier
date. When auditors test controls at an interim date, PCAOB standards require
auditors to perform "roll-forward" procedures to update the results of interim
testing to year end.55 The amount of evidence needed from the roll-forward
procedures depends on the following factors:

•

The specific control tested at an interim date, including the risks
associated with the control and the nature of the control, and the
results of those tests;

•

The sufficiency of the evidence of effectiveness obtained at an interim date;

•
•

The length of the roll-forward period; and
The possibility that there have been any significant changes in
internal control over financial reporting subsequent to the interim
date.56

Auditing Standard No. 5 provides that inquiry might be a sufficient roll-forward
procedure when evaluation of the preceding factors indicates a low risk that the
controls are no longer effective during the roll-forward period.57 For example,
inquiry might be appropriate if the risk associated with the control were low,
the auditor obtained substantially all of the evidence necessary to support the
conclusion on the control as of the interim date with no observed test exceptions, the roll-forward period was relatively short, and there were no significant
54

See the general inspection report at 10.
See paragraph 55 of Auditing Standard No. 5. If the auditor plans to rely on controls in the
financial statement audit, the auditor must obtain evidence about the controls over the entire period
of reliance, as discussed in paragraphs 16 and 29-30 of Auditing Standard No. 13.
56
See paragraph 56 of Auditing Standard No. 5.
57
Id.
55
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changes in internal control during the roll-forward period. Conversely, inquiry
is unlikely to be sufficient if the control is more complex, subjective or otherwise higher risk; the control was not tested extensively at the interim date;
exceptions were noted in the interim testing; the roll-forward period spans a
significant portion of the year; or significant changes occurred in internal control during the roll-forward period. Similarly, when inquiry is not sufficient, the
additional evidence to cover the roll-forward period cannot be inferred from the
absence of misstatements detected by substantive procedures.58

Using the Work of Others
The general inspection report notes that inspections staff have identified situations in which firms used the work of others, most often internal audit, who
performed tests of controls without establishing a sufficient basis for using that
work. For example, in some instances, the extent to which firms used the work
of internal audit in higher risk areas involving significant judgment, such as
aspects of revenue and the valuation of complex, hard-to-value investment securities, was inappropriate. Also, in some instances, firms failed to evaluate
the design of internal audit's control testing procedures, including the scoping
and the identification of important controls. For example, the engagement team
used the work of internal audit to test controls over revenue. The engagement
team did not re-perform any of the tests of controls performed by the issuer's
internal audit group. In addition, there was no documentation of the nature,
timing, and extent of the control testing performed by internal audit.59
PCAOB standards allow the auditor to use the work of others as evidence of
the effectiveness of selected controls, and Auditing Standard No. 5 requires
auditors to determine the extent to which the work of others will be used.60
PCAOB standards provide that the extent to which the work of others can be
used depends on the following factors:

•
•

The risk associated with the control being tested;61 and
The competence and objectivity of the persons whose work the
auditor plans to use.62 For example, persons who test controls are
less objective if they report to those responsible for the operation
of the controls being tested.

The risk associated with the control is the risk that a control might not be
effective and, if not effective, that a material weakness would result.63 Auditing
Standard No. 5 discusses factors that affect the risk associated with a control,
including the complexity of the control and significance of judgments that must
be made in connection with its operation and the inherent risks of the related
account or assertion.64 As the risk associated with the control increases, the
need for the auditor to perform his or her own testing of the control increases.65
In higher risk areas, such as testing complex controls, controls that address
specific fraud risks, or controls that require significant judgment to operate or
58

See paragraph B9 of Auditing Standard No. 5.
See the general inspection report at 12.
60
See paragraphs 16-17 of Auditing Standard No. 5.
61
See paragraph 19 of Auditing Standard No. 5.
62
See paragraph 18 of Auditing Standard No. 5 and paragraphs .09-.11 of AU sec. 322, The
Auditor's Consideration of the Internal Audit Function in an Audit of Financial Statements.
63
See paragraph 46 of Auditing Standard No. 5.
64
See paragraph 47 of Auditing Standard No. 5.
65
See paragraph 19 of Auditing Standard No. 5.
59
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evaluate, use of the work of others would be limited, if at all.66 Conversely,
the work of competent and objective persons could be used more extensively in
lower risk areas.
PCAOB standards provide direction on evaluating the competence and objectivity of others.67 The higher the degree of competence and objectivity, the greater
use the auditor may make of the work. The impact of the work of others on the
auditor's work also depends on the relationship between the risk associated
with the control and the competence and objectivity of those who performed
the work. As the risk decreases, the necessary level of competence and objectivity decreases.68
When the auditor uses the work of others, the auditor also should test and
evaluate that work, including evaluating the quality and effectiveness of the
others' work.69 The necessary extent of testing of that work depends on the risk
associated with the control and the competence and objectivity of the others.
More extensive testing of the others' work is needed as the risk increases or
the others' level of competence or objectivity decreases. When using the work of
others that provide direct assistance, the auditor should supervise that work,
including reviewing the work, as well as testing and evaluating it.70

Evaluating Identified Control Deficiencies
The general inspection report notes that inspections staff observed instances in
which firms failed to evaluate sufficiently the severity of the control deficiencies
that they had identified. Specifically, in some cases firms did not:

•

Sufficiently evaluate whether audit adjustments and exceptions
identified from substantive procedures were indicators of the existence of control deficiencies. For example, the firm's valuation
specialist concluded that the recorded fair values of certain of the
issuer's assets were outside a reasonable range due to the use of
unsupported assumptions. This resulted in a significant audit adjustment that the issuer recorded. The issuer's controls had failed
to identify that the valuation assumptions were not supported;
however, the engagement team failed to identify and evaluate this
control deficiency.

•

Consider all of the relevant risk factors that should have affected
the determination of whether there was a reasonable possibility
that a deficiency, or a combination of deficiencies, could result in a
material misstatement. For example, a significant deficiency was
identified over the issuer's process for valuing hard-to-value financial instruments. The engagement team failed to appropriately
evaluate the severity of the deficiency as it did not evaluate relevant risk factors, such as, the nature of the accounts affected by the
deficiency, and the subjectivity, complexity, or extent of judgment

66
See PCAOB Release 2007-005A, Auditing Standard No. 5—An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial Statements and Related Independence Rule and Conforming Amendments (June 12, 2007), at 14.
67
See paragraph 18 of Auditing Standard No. 5 and AU sec. 322.09-.11. For example, the objectivity of the others is lower when they report directly to management or to the person performing the
control they are evaluating.
68
See PCAOB Release 2007-005A at 14.
69
See paragraph 16 of Auditing Standard No. 5 and AU sec. 322.24-.27. See also PCAOB Release
2007-005A at A4-4.
70
Id.
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required to determine the valuations. In addition, the engagement
team did not consider the magnitude of audit adjustments related
to this control deficiency in determining whether the control deficiency was a material weakness rather than a significant deficiency.

•

Consider all of the relevant factors that should have affected the
determination of the magnitude of potential misstatements. For
example, an engagement team did not sufficiently evaluate the
severity of certain control deficiencies identified through tests of
controls over revenue. Specifically, as part of the issuer's evaluation of control deficiencies, management calculated the magnitude
of the potential misstatement resulting from the control deficiencies using certain significant assumptions. The engagement team
used the issuer's evaluation but did not assess the reasonableness
of the issuer's assumptions.

•

Sufficiently evaluate compensating controls, including identifying
and testing those controls and determining whether they operated
at a level of precision that would prevent or detect a misstatement
that could be material. For example, an engagement team concluded that certain compensating controls partially mitigated the
effect of the deficiencies and that the control deficiencies therefore
constituted a significant deficiency rather than a material weakness. The engagement team, however, failed to obtain sufficient
appropriate audit evidence to support its conclusion that the compensating controls operated at a level of precision that would prevent or detect a misstatement that could be material. Specifically,
the engagement team concluded that one of the compensating controls operated effectively even though the control failed to identify
an error that was in excess of the engagement team's established
materiality.71

Control deficiencies might be identified during the audit of the financial statements as well as the audit of internal control. For example, an error identified
in the financial statement audit often results from a deficiency in the design
or operation of controls, or a lack of controls, over that account or disclosure.
PCAOB standards require auditors to evaluate the effect of the findings of the
substantive procedures performed in the financial statement audit on the effectiveness of internal control.72 This includes identifying and evaluating any
specific control deficiencies related to the identified misstatements.
PCAOB standards require auditors to evaluate the severity of each control deficiency that comes to his or her attention to determine whether the deficiencies,
individually or in combination, are material weaknesses.73 Auditing Standard
No. 5 provides that the severity of a control deficiency depends on (1) whether
there is a reasonable possibility that the company's controls will fail to prevent
or detect a misstatement of an account balance or disclosure and (2) the magnitude of the potential misstatement resulting from the deficiency or deficiencies.74 The severity of a deficiency does not depend on whether a misstatement
actually has occurred but rather on whether there is a reasonable possibility
that the company's controls will fail to prevent or detect a misstatement.75
71
72
73
74
75

See the general inspection report at 13-14.
See paragraph B8 of Auditing Standard No. 5.
See, e.g., paragraph 62 and the second note to paragraph 65 of Auditing Standard No. 5.
See paragraph 63 of Auditing Standard No. 5.
See paragraph 64 of Auditing Standard No. 5.
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Auditing Standard No. 5 also provides additional direction on evaluating the
severity of control deficiencies, including risk factors that affect the evaluation
of the likelihood and potential magnitude of misstatements resulting from control deficiencies and indicators of material weaknesses.76 For example, deficiencies in controls over the key assumptions in a significant accounting estimate
could result in a reasonable possibility of misstatement because of the subjectivity, complexity, or extent of judgment required to determine the amount of
the estimate. Also, multiple control deficiencies affecting the same account can
increase the likelihood of misstatement. Similarly, the magnitude of potential
misstatements resulting from a deficiency is greater for control deficiencies affecting processes with large transaction volumes or the existence of accounts
with large recorded amounts.
In forming a conclusion about whether a control deficiency or combination of
deficiencies is a material weakness, the auditor should evaluate the effect of
compensating controls, if any. This includes testing the compensating controls
to determine whether they operate at a level of precision that would prevent or
detect a misstatement that could be material. This includes evaluating whether
the control addresses the risk of material misstatement to the relevant assertion intended to be addressed by the deficient control. If the compensating control is a management review control, the previously discussed considerations
for testing management review controls apply to the compensating control.
Evaluating whether a control deficiency, or a combination of control deficiencies,
results in a material weakness requires professional skepticism and a careful
analysis of all the evidence obtained. Auditors who perform a mechanical or
cursory evaluation of deficiencies might reach premature conclusions without
appropriately considering critical information. For example, a mechanical or
cursory evaluation may lead an auditor to

•

Assess control deficiencies in isolation, without considering the
effects of deficiencies in combination;

•

Consider only the amount of identified misstatements, without
evaluating the magnitude of potential misstatement that could
occur; or

•

Focus on a checklist of material weakness indicators without considering other relevant factors.

Conclusion
An integrated audit of financial statements and internal control benefits investors because the auditor's reports address both the audited financial statements and the effectiveness of the controls the company uses to produce its
financial statements. Appropriate application of the top-down, risk based approach pursuant to PCAOB standards can result in an effective audit of internal
control while avoiding unnecessary work.
The PCAOB has observed through its inspections a significant number of audit
deficiencies in audits of internal control over the past three years. This alert
discusses certain significant matters relating to the application of PCAOB standards to audits of internal control, in light of these inspections observations.

76
See paragraphs 64-70 of Auditing Standard No. 5, which set forth additional requirements and
direction regarding evaluating the severity of control deficiencies.
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Auditors should take note of the matters discussed in this alert in planning and
performing their audits of internal control. Because of the nature and importance of the matters covered in this alert, it is particularly important for the
engagement partner and senior engagement team members to focus on these
areas and for engagement quality reviewers to keep these matters in mind
when performing their engagement quality reviews. Auditing firms also should
consider whether additional training of their auditing personnel is needed for
the topics discussed in this alert.
Audit committees of companies for which audits of internal control are conducted might wish to discuss with their auditors the level of auditing deficiencies in this area identified in their auditors' internal inspections and PCAOB
inspections, request information from their auditors about potential root causes
of such findings and ask how they are addressing the matters discussed in this
alert. In particular, audit committees may want to inquire about the involvement and focus by senior members of the firm on these matters.
As noted in the general report, audit committees may consider inquiring of the
issuer's auditor how the controls to be tested will address the assessed risks
of material misstatement for relevant assertions of significant accounts and
disclosures. Also, audit committees may consider discussing with the auditor
his or her assessment of risks, evaluation of control deficiencies, and whether
the auditor has adjusted as necessary the nature, timing, and extent of his
or her control testing and substantive audit procedures in response to risks
related to identified control deficiencies.
The PCAOB will continue to monitor the execution of audits of internal control
as part of its ongoing oversight activities.
***
Inquiries concerning this Staff Audit Practice Alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards,
202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus.org
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.12 Staff Audit Practice Alert No. 12

Matters Related to Auditing Revenue in
an Audit of Financial Statements
September 9, 2014

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

Summary
For many companies, revenue is one of the largest accounts in the financial
statements and is an important driver of a company's operating results. In audits under Public Company Accounting Oversight Board ("PCAOB" or "Board")
standards, revenue typically is a significant account, often involving significant
risks that warrant special audit consideration.
Because of the importance of auditing revenue, it often is a significant focus area
in PCAOB inspections of registered firms. PCAOB Inspections staff continue
to observe frequently significant audit deficiencies in which auditors did not
perform sufficient auditing procedures with respect to revenue.
In light of these significant auditing practice issues observed by Inspections
staff, the Office of the Chief Auditor is issuing this practice alert. This practice
alert highlights certain requirements of PCAOB standards relating to aspects of
auditing revenue in which significant auditing deficiencies have been frequently
observed by Inspections staff.
Accordingly, this practice alert discusses the following topics, and related significant deficiencies, regarding auditing revenue:

Testing Revenue Recognition, Presentation, and Disclosure

•
•
•
•

Testing the recognition of revenue from contractual arrangements
Evaluating the presentation of revenue—gross versus net revenue
Testing whether revenue was recognized in the correct period
Evaluating whether the financial statements include the required
disclosures regarding revenue
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Other Aspects of Testing Revenue

•

Responding to risks of material misstatement due to fraud ("fraud
risks") associated with revenue

•
•
•
•

Testing and evaluating controls over revenue
Applying audit sampling procedures to test revenue
Performing substantive analytical procedures to test revenue
Testing revenue in companies with multiple locations

Auditors should take note of the matters discussed in this practice alert in planning and performing audit procedures over revenue. Audit firms should also
revisit their audit methodologies, and their implementation of those methodologies, to assure that PCAOB auditing standards are followed in the area of
auditing revenue. In addition, audit firms should consider whether additional
training of their auditing personnel or other steps are needed to assure that
PCAOB standards are followed. Because of the nature and importance of the
matters covered in this practice alert, it is particularly important for the engagement partner and senior engagement team members to take action to ensure that engagement teams appropriately implement the auditing standards
in these areas throughout the audit and for engagement quality reviewers to
focus on these matters when conducting their engagement quality reviews.
Due to the significance of revenue to many companies' financial and operating results, auditing revenue also raises matters of potential interest to audit
committees. Audit committees might wish to discuss with their auditors their
approach to auditing revenue, including the matters addressed in this alert.
On May 28, 2014, the Financial Accounting Standards Board ("FASB") and
the International Accounting Standards Board jointly adopted a converged accounting standard on revenue recognition. The new accounting standard applies to any entity that either enters into contracts with customers to transfer
goods or services or enters into contracts for the transfer of nonfinancial assets,
unless the contracts are within the scope of other standards (for example, insurance contracts or lease contracts are within the scope of other standards). The
effective date of the new accounting standard for public companies reporting
under U.S. generally accepted accounting principles ("U.S. GAAP") is annual reporting periods beginning after December 15, 2016, including interim periods
within that reporting period. The effective date of the new accounting standard
for companies reporting under International Financial Reporting Standards
("IFRS") is on or after January 1, 2017. Early adoption is permitted for companies that report under IFRS but not for public companies that report under
U.S. GAAP. The Board's staff believes that the auditing matters discussed in
this practice alert are likely to continue to have relevance to auditing revenue
under the new accounting standard.

Introduction
For many companies, revenue is one of the largest accounts in the financial
statements and is an important driver of a company's operating results. In
audits performed in accordance with PCAOB standards, revenue typically is a
significant account, often involving significant risks that warrant special audit
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consideration.1 For example, PCAOB standards require auditors to presume
that improper revenue recognition is a fraud risk, a type of significant risk.2
Historically, many fraudulent financial reporting cases have involved intentional misstatement of revenue. For example, according to a study published
by the Committee of Sponsoring Organizations of the Treadway Commission
("COSO Study"),3 which is based upon information disclosed by the U.S. Securities and Exchange Commission in accounting and auditing enforcement
releases over a ten-year period, 61 percent of the 347 companies cited in such
releases recorded revenue inappropriately, primarily by creating fictitious revenue transactions or by recording revenue prematurely.4 The study identified
improper revenue recognition as the most common method used to report fraudulent financial statement information.5 Similarly, the PCAOB has settled disciplinary orders against auditors for violating PCAOB rules and standards in
an audit, including violations involving failing to: (1) adequately address signs
of improperly recognized revenue in significant unusual transactions; (2) sufficiently audit estimates regarding revenue, including sales returns; (3) adequately address contradictory evidence when auditing revenue; and (4) evaluate or sufficiently evaluate whether revenue was properly disclosed in the
financial statements.6
It is important that auditors appropriately apply professional skepticism, including when auditing revenue.7 Professional skepticism is an attitude that
includes a questioning mind and a critical assessment of audit evidence.8 Company management has a unique ability to perpetrate fraud because it frequently
is in a position to directly or indirectly manipulate accounting records and
present fraudulent financial information.9 Company personnel who intentionally misstate the financial statements often seek to conceal the misstatement
by attempting to deceive the auditor. Because of this, applying professional
skepticism is integral to planning and performing audit procedures to address
fraud risks involved in auditing revenue. In exercising professional skepticism,
the auditor should not be satisfied with less than persuasive evidence because
of a belief that management is honest.10
1
See paragraph 68 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.
2
See id.
3
See Mark S. Beasley, Joseph V. Carcello, Dana R. Hermanson, and Terry L. Neal, Fraudulent
Financial Reporting 1998–2007: An Analysis of U.S. Public Companies, COSO (May 2010), available
at http://www.coso.org/documents/COSOFRAUDSTUDY2010_001.pdf.
4
Id. at 17.
5
Id.
6
See Order Making Findings and Imposing Sanctions In the Matter of Randall A. Stone, CPA,
Respondent, PCAOB Release No. 105-2014-007 (July 7, 2014); Order Making Findings and Imposing
Sanctions In the Matter of Ernst & Young, LLP, Jeffrey S. Anderson, CPA, Ronald Butler, Jr., CPA,
Thomas A. Christie, CPA, and Robert H. Thibault, CPA, Respondents, PCAOB Release No. 105-2012001 (February 8, 2012); Order Making Findings and Imposing Sanctions In the Matter of Ray O
Westergard, CPA, Respondent, PCAOB Release No. 105-2010-003 (February 17, 2010); and Order
Instituting Disciplinary Proceedings, Making Findings, and Imposing Sanctions In the Matter of James
L. Fazio, CPA, Respondent, PCAOB Release No. 105-2007-006 (December 10, 2007).
7
See paragraph 13 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
8
See paragraph .07 of AU sec. 230, Due Professional Care in the Performance of Work. See also,
Maintaining and Applying Professional Skepticism in Audits, PCAOB Staff Audit Practice Alert No.
10 (December 4, 2012), which reminds auditors of the requirement to exercise professional skepticism
throughout their audits and discusses factors that impair an auditor's skepticism and discusses steps
that auditors can take to enhance their application of professional skepticism. With respect to revenue,
the practice alert cites examples in which auditors failed to appropriately consider contradictory
evidence when auditing revenue.
9
See AU sec. 316.08.
10
See AU sec. 316.13.
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Because of the importance of revenue, it often is a significant focus area in
PCAOB inspections of firms. Inspections staff continue to observe frequently
significant audit deficiencies in which auditors did not perform sufficient auditing procedures with respect to revenue, including:11

•

The failure to perform sufficient procedures to test whether revenue was recognized in conformity with the applicable financial
reporting framework, including whether revenue was recognized
in the correct period;

•

The failure to evaluate, or evaluate sufficiently, whether revenue
was appropriately disclosed in the financial statements;

•
•

The failure to address fraud risks regarding revenue;

•

Unsupported reliance on company-generated data and reports
used to audit revenue because the data and reports were not tested
or not tested sufficiently;

•

Insufficient testing of revenue transactions, including failure to
appropriately apply audit sampling;

•

The failure to perform sufficient substantive analytical procedures; and

•

The failure to sufficiently test revenue in companies with multiple
locations or business units.

Unsupported reliance on controls over revenue because either controls were not tested sufficiently or identified control deficiencies
were not evaluated sufficiently;

Testing Revenue Recognition, Presentation,
and Disclosure
The auditor has a responsibility to evaluate whether the company's financial
statements are presented fairly, in all material respects, in conformity with the
applicable financial reporting framework.12 This includes evaluating whether
revenue was recognized in conformity with the requirements of the applicable financial reporting framework. The way in which revenue should be recognized can vary depending on, for example, the type of revenue and terms
of the contractual arrangement. To audit revenue effectively, auditors should
understand, among other things, the company's key products and services, and
business processes that affect revenue.13 The auditor also is required to evaluate whether the company's selection and application of accounting principles
are appropriate for its business and consistent with the applicable financial
reporting framework and accounting principles used in the company's relevant

11
The specific auditing deficiencies discussed in this practice alert were drawn from inspections
that occurred during 2010–2012, and the nature and frequency of auditing deficiencies may vary across
large and small firms—including domestic firms and international firms—and the issuers' industries.
Inspections staff continue to observe similar auditing deficiencies in subsequent years' inspections
across industries and firm sizes. Although this practice alert discusses topics related to frequently
cited inspection observations, for a given audit, other matters also might be significant to auditing
revenue, such as sales returns, rebates, allowances, credits, and collectability.
12
See paragraph 30 of Auditing Standard No. 14, Evaluating Audit Results.
13
See paragraphs 10 and 28 through 32, respectively, of Auditing Standard No. 12, which set
forth the requirements for performing risk assessment procedures in these areas.
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industry.14 For example, if a company's accounting principles for revenue recognition are more aggressive than those of its industry peers, that may indicate
a risk of material misstatement.

Testing the Recognition of Revenue from
Contractual Arrangements
Inspections staff observed instances—for example, with respect to constructiontype or production-type contracts15 and multiple-element arrangements—in
which auditors failed to perform sufficient procedures to evaluate whether a
company's recognition of revenue was in conformity with the applicable financial reporting framework. In other instances, auditors failed to perform sufficient procedures to evaluate whether the revenue under a company's contractual arrangements was recognized appropriately. For example, it appeared to
Inspections staff that the auditors did not perform sufficient procedures to review the company's contracts and as a result did not sufficiently understand
the contractual terms and conditions, such as transfer of title, risk of loss, and
delivery and acceptance. Also, in some instances, auditors identified sales contracts whose terms or conditions varied from the company's standard contract
language, yet the auditors failed to evaluate the effect of such nonstandard
contractual terms on the recognition of revenue.
As it relates to construction-type or production-type contracts, Inspections staff
identified instances in which auditors failed to perform audit procedures to: (1)
test management's estimated costs to complete projects; (2) test the progress of
the construction or production contracts; or (3) evaluate the reasonableness of
the company's approach for applying the percentage-of-completion method of
accounting.
With respect to multiple-element arrangements, Inspections staff observed instances in which auditors failed to perform procedures to evaluate the company's recognition of revenue derived from transactions involving the delivery of multiple elements in accordance with the applicable financial reporting
framework. Examples of deficiencies observed by Inspections staff included the
auditors' failures to:

•

Evaluate each of the deliverables to determine whether they represented separate units of accounting; and

•

Test the value assigned to the undelivered elements (for example, allocation of relative selling price based on vendor-specific
objective evidence, third party evidence or best estimate of selling
price).

Gaining an understanding of the company, its environment, and its internal
control over financial reporting includes gaining an understanding of the business, the different types of sales contracts, and the controls over revenue, including the company's development of accounting estimates for revenue. Such
an understanding necessarily includes knowledge of the company's key products and services and the contractual terms by which sales are made, such as
the key provisions of contractual arrangements and the extent to which contractual terms are standardized across the company.16 This understanding can
14

See paragraphs 12 and 13 of Auditing Standard No. 12.
In these situations, contractual arrangements might be oral or written.
16
Understanding such contracts also involves understanding sales to related parties or significant, unusual sales transactions, which warrant additional audit attention. See, e.g., AU sec. 334,
Related Parties, and paragraphs .66 and .67 of AU sec. 316.
15
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assist the auditor in identifying the contractual terms for standardized contracts relevant to recognizing revenue as well as to identify and evaluate the
effects of nonstandard contractual terms. Further, this understanding will assist the auditor in determining the audit procedures necessary to test whether
revenue was properly reported in the financial statements in conformity with
the applicable financial reporting framework.
Revenue recognition often involves accounting estimates, such as estimates of
future obligations under the terms of sale in the contract. If the accounting estimate is a fair value measurement, the auditor should apply the requirements
of AU sec. 328, Auditing Fair Value Measurements and Disclosures. For other
estimates, the auditor should apply the requirements of AU sec. 342, Auditing
Accounting Estimates, for example, when auditing accounting estimates used to
record revenue in transactions involving seller performance obligations. Those
standards address, among other things, the auditor's responsibilities with respect to evaluating the appropriateness of the company's methods and the reasonableness of management's assumptions used in the estimates and related
disclosures, as well as the completeness and accuracy of company data used in
the estimates. For example, in evaluating the reasonableness of an estimate,
the auditor is required to obtain an understanding of how management developed the estimate.17 Based on that understanding, the auditor should use one
or a combination of the following approaches:
1.
2.
3.

Review and test the process used by management to develop the
estimate;
Develop an independent expectation of the estimate to corroborate the reasonableness of management's estimate; or
Review subsequent events or transactions occurring prior to the
date of the auditor's report.18

Evaluating the Presentation of Revenue—Gross
Versus Net Revenue
Inspections staff observed instances in which auditors failed to perform sufficient procedures to evaluate whether a company's presentation of revenue on
a gross basis (as a principal) versus a net basis (as an agent) was in conformity
with the applicable financial reporting framework.19 More specifically, Inspections staff observed deficiencies in which auditors failed to evaluate whether
the company is a seller that has the primary obligation to the customer or the
company is a seller that is acting in the capacity of an agent, and to evaluate
the effect that determination would have on presentation of revenue.
The auditor's evaluation of audit results is required to include an evaluation
of, among other things, the presentation of the financial statements.20 This
includes the auditor's evaluation of whether revenue is presented in conformity
with the applicable financial reporting framework.

17

AU sec. 342.10.
AU sec. 342.10. See also AU sec. 328.23.
19
For example, under U.S. GAAP, a company would present revenue at a gross amount as the
amount billed to a customer if it has earned revenue (as a principal) from the sale of the goods or
service. Or the company would present revenue at the net amount retained (that is, the amount billed
to the customer less the amount paid to a supplier) if it has earned a commission or fee as an agent.
See FASB Accounting Standards Codification Subtopic 605-45, Revenue Recognition—Principal Agent
Considerations.
20
Paragraph 4 of Auditing Standard No. 14.
18
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When understanding the contractual terms of sales, as discussed in "Testing
the Recognition of Revenue from Contractual Arrangements," it is important
for the auditor to evaluate whether the company is the principal or the agent
in the transaction in order to evaluate the presentation of revenue relative to
whether gross revenue or net revenue is appropriate.

Testing Whether Revenue Was Recognized in the Correct Period
Inspections staff observed instances in which auditors failed to perform, or
sufficiently perform, procedures to test whether revenue was recognized in the
correct period ("cutoff procedures"). Examples of such instances included:

•

The failure to perform cutoff procedures to address the risk of
material misstatement;

•

The failure to obtain evidence about whether the necessary delivery of goods had occurred or service had been rendered to enable
the company to appropriately record revenue; and

•

Inappropriate reliance on untested company-generated information, such as sales invoices or inventory records, to determine
whether revenue was recorded in the appropriate period.

The risk of material misstatement involving the recognition of revenue in the
incorrect period might be a risk of error (for example, as a result of problems
with related company systems or controls) or a risk of fraud (for example, intentionally recognizing revenue prematurely), both resulting in improper revenue
recognition.
When designing and performing cutoff procedures, the auditor should plan and
perform audit procedures that address the risk of material misstatement. This
includes determining that the procedures are designed to detect the types of potential misstatements related to the risk and obtaining sufficient relevant and
reliable (that is, appropriate) evidence regarding whether revenue transactions
are recorded in the appropriate period.21 Further, if the risk of improper cutoff22
is related to overstatement or understatement of revenue, it is important for
the cutoff procedures to encompass testing of revenue recorded in the period
covered by the financial statements and revenue recorded in the subsequent
period. An example of a typical cutoff procedure is to test sales transactions by
comparing sales data for a sufficient period before and after year-end to sales
invoices, shipping documentation, or other appropriate evidence to determine
that the revenue recognition criteria were met and the sales transactions were
recorded in the proper period.23

Evaluating Whether the Financial Statements Include the
Required Disclosures Regarding Revenue
Inspections staff observed instances in which auditors did not evaluate whether
the disclosures of revenue in the financial statements were in conformity with
the applicable financial reporting framework. For example, Inspections staff
observed instances in which firms did not evaluate whether the company's disclosures regarding its revenue recognition policy regarding multiple-element
21

See paragraphs 4 through 9 of Auditing Standard No. 15, Audit Evidence.
The risk of material misstatement due to recording revenue in the wrong period may be referred
to as "the risk of improper cutoff."
23
This example assumes that the auditor tested the accuracy and completeness or tested the
controls over accuracy and completeness of company-generated information used to perform the cutoff
procedures as required by PCAOB standards. See paragraph 10 of Auditing Standard No. 15.
22
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arrangements and warranty policies were in conformity with U.S. GAAP. In
another instance, a firm failed to identify the company's omitted disclosures regarding the revenue recognition policies for the company's new line of business.
As part of obtaining an understanding of the company's selection and application of accounting principles, including related disclosures, PCAOB standards
require the auditor to evaluate whether the company's selection and application
of accounting principles are appropriate for its business and consistent with the
applicable financial reporting framework and accounting principles used in the
relevant industry. Also, to identify and assess risks of material misstatement
related to omitted, incomplete, or inaccurate disclosures, the auditor should develop expectations about the disclosures that are necessary for the company's
financial statements to be presented fairly in conformity with the applicable
financial reporting framework.24
PCAOB standards require auditors to perform procedures to identify and assess
the risks of material misstatement of the financial statements, including consideration of the risk of omitted, incomplete, or inaccurate disclosures.25 Auditors
also are required to perform procedures to address the risks of material misstatement regarding significant financial statement disclosures.26 When evaluating the financial statements, auditors are required to evaluate whether the
financial statements contain the information essential for the fair presentation
of the financial statements in conformity with the applicable financial reporting
framework.27 More specifically, the auditor is required to evaluate the disclosures, which includes, among other things:

•

Evaluating whether the financial statements, including the related notes, are informative of matters that may affect their use,
understanding, and interpretation;28 and

•

Considering the form, arrangement, and content of the financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount of detail
given, the classification of items in the statements, and the bases
of amounts set forth.29

Evaluation of disclosures also involves evaluation of the effect on the financial statements of uncorrected misstatements in disclosures, such as omitted,
incomplete, or inaccurate disclosures. Although evaluation of uncorrected misstatements requires consideration of relevant qualitative and quantitative factors,30 qualitative considerations are especially important to the evaluation of
misstatements in disclosures that are more narrative in nature. PCAOB standards describe the auditor's responsibilities for considering qualitative factors
in the context of the auditor's consideration of materiality.31

24

Paragraph 12 of Auditing Standard No. 12.
See, e.g., paragraphs 49, 52, and 67 of Auditing Standard No. 12.
26
See, e.g., paragraphs 8 and 9 and footnote 6 of Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatement. See also paragraph 59 and footnote 33 of Auditing Standard
No. 12. A disclosure is a significant disclosure if there is a reasonable possibility that it could contain a
misstatement that, individually or when aggregated with others, has a material effect on the financial
statements.
27
See paragraph 31 of Auditing Standard No. 14.
28
See Paragraph .04 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.
29
See Paragraph 31 of Auditing Standard No. 14.
30
See Paragraph 17 of Auditing Standard No. 14.
31
See, e.g., paragraph 24 and Appendix B of Auditing Standard No. 14.
25
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Other Aspects of Testing Revenue
PCAOB standards require the auditor to design and perform audit procedures
in a manner that addresses the assessed risks of material misstatement for
each relevant assertion of each significant account and disclosure, which typically includes revenue.32 In designing the audit procedures to be performed, the
auditor is required to: (1) obtain more persuasive audit evidence the higher the
auditor's assessment of risk; (2) take into account the types of potential misstatements that could result from the identified risks and the likelihood and
magnitude of potential misstatement; and (3) in a financial statement audit,
design the tests of controls over revenue to obtain sufficient evidence to support
the auditor's control risk assessments when the auditor relies on controls.33
As the assessed risk of material misstatement increases, the evidence from
substantive procedures that the auditor should obtain to test revenue also increases. The evidence provided by the auditor's substantive procedures depends
upon the mix of the nature, timing, and extent of those procedures. Further,
for an individual assertion, different combinations of the nature, timing, and
extent of testing might provide sufficient appropriate audit evidence to respond
to the assessed risk of material misstatement.34 For example, substantive procedures for testing revenue typically involve a combination of tests of revenue
transactions and substantive analytical procedures.
The following topics relate to areas where Inspections staff frequently observed
significant deficiencies in the auditing procedures applied to revenue.

Responding to Fraud Risks Associated with Revenue
As mentioned previously, the most common fraud technique highlighted in the
COSO Study involved improper revenue recognition. This underscores the importance of devoting proper audit attention to assessing and responding to fraud
risks associated with revenue.
Inspections staff observed instances in which auditors failed to sufficiently respond to fraud risks associated with revenue, including the risk of improper
revenue recognition. Examples of such deficiencies included the auditors' failures to:

•

Identify and respond to the presumed fraud risk related to improper revenue recognition or to demonstrate how the presumption was overcome under the existing circumstances;

•

Perform procedures to address an identified fraud risk related to
revenue; and

•

Sufficiently address an identified fraud risk related to side
agreements35 because the firm's planned response—confirmation
procedures—resulted in a high percentage of nonresponses, for

32

Paragraph 8 of Auditing Standard No. 13.
Paragraph 9 of Auditing Standard No. 13. Also, in an integrated audit, the auditor is required
to design the tests of controls to accomplish the objectives of both audits—the audit of financial
statements and the audit of internal control over financial reporting—simultaneously. See paragraph
7 of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
34
Paragraph 37 of Auditing Standard No. 13.
35
Side agreements are agreements with customers that modify the terms and conditions of the
company's standard sales contracts. Undisclosed side agreements can be used to inappropriately
manipulate the recognition of revenue.
33
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which the auditor's procedures were limited to management inquiries.

To effectively address fraud risks, it is important for auditors to devote attention to identifying and assessing fraud risks. With regard to auditing revenue,
PCAOB standards require the auditor to presume that there is a fraud risk involving improper revenue recognition and to evaluate which types of revenue,
revenue transactions, or assertions may give rise to such risks in the company
being audited.36
Published studies have identified a number of different fraud schemes involving material misstatement of revenue, including schemes involving fictitious
revenue transactions or recording revenue prematurely.37 Specific examples
of techniques involving improper revenue recognition described in the COSO
Study include: (1) sham sales;38 (2) recording transactions even though the sales
involved unresolved contingencies; (3) round-tripping39 or recording loans as
sales; (4) improper recording of sales from bill and hold transactions that did
not meet the criteria for revenue recognition; (5) recording revenues before all
the terms of the sales were completed; (6) improper cutoff of sales; (7) improperly accelerating the estimated percentage of completion method for projects
in process; (8) shipping goods never ordered by the customer or shipping defective products and recording revenues at full, rather than discounted, prices;
and (9) recording revenue for consignment shipments or shipments of goods for
customers to consider on a trial basis.40
When addressing fraud risks in the audit of the financial statements, PCAOB
standards require auditors to perform substantive procedures, including tests
of details, that are specifically responsive to the assessed fraud risks.41 Performing procedures that are specifically responsive involves considering the ways
that revenue could be intentionally misstated and how the fraud might be concealed42 and designing audit procedures directed toward detecting intentional
misstatements. Auditors who merely identify revenue as having a general risk
of improper revenue recognition without attempting to assess ways in which
revenue could be intentionally misstated may find it difficult to develop meaningful responses to the identified fraud risks.
When responding to fraud risks, it is important to design and perform procedures that seek reliable evidence that would be difficult for potential perpetrators to manipulate, such as evidence obtained directly from independent and
knowledgeable sources outside the company. Merely increasing the extent of
testing (for example, using larger sample sizes) without designing procedures
to obtain more reliable evidence is unlikely to adequately respond to a fraud
risk of material misstatement in the financial statements.

36

See paragraph 68 of Auditing Standard No. 12.
See, e.g., the COSO Study at 18.
38
The COSO Study describes sham sales by noting situations in which "company representatives
often falsified inventory records, shipping records, and invoices [to conceal the fraud]. In some cases,
the company recorded sales for goods merely shipped to another company location. In other cases, the
company pretended to ship goods to appear as if a sale occurred and then hid the related inventory,
which was never shipped to customers, from company auditors." Id. at 18.
39
The COSO Study describes round-tripping by noting that "[s]ome companies recorded sales by
shipping goods to alleged customers and then providing funds to the customers to pay back to the
company." Id. at 18.
40
Id. at 18.
41
Paragraph 13 of Auditing Standard No. 13.
42
See, e.g., paragraph 52 of Auditing Standard No. 12, regarding "brainstorming" among engagement team members about how fraud could be perpetrated and concealed.
37
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Incorporating an element of unpredictability in audit procedures43 also is important in responding to fraud risks. Unpredictable audit procedures are more
difficult for individuals looking to perpetrate a fraud to anticipate, which can
make an intentional misstatement more difficult to conceal. Examples of ways
to incorporate an element of unpredictability when testing revenue include:

•

Performing audit procedures related to components of revenue
or assertions that would not otherwise be tested based on their
amount or the auditor's assessment of risk;

•
•

Varying the timing of the audit procedures;

•
•

Performing audit procedures on an unannounced basis; and

Selecting items for testing that have lower amounts or are otherwise outside customary selection parameters;
In multi-location audits, varying the location or the nature, timing,
and extent of audit procedures at related locations or business
units from year to year.44

As noted previously, the application of professional skepticism is important in
assessing and responding to fraud risks. This includes, among other things,
performing procedures to obtain evidence regarding management's representations, being alert for contrary evidence, and critically evaluating the audit
evidence obtained.

Testing and Evaluating Controls over Revenue
In many audits, auditors rely on controls to reduce their substantive testing
of revenue, for example, reducing the extent of their testing through smaller
sample sizes. Auditors typically use this approach in integrated audits of financial statements and internal control over financial reporting and may use this
approach in audits of financial statements only.
Inspections staff observed instances in which auditors relied on controls over
revenue to reduce their substantive testing, but their reliance was unsupported
because:

•

The testing of controls was insufficient (for instance, auditors
failed to test controls over the entire period for which the firm
relied on controls or failed to perform sufficient procedures to test
controls over significant categories of revenue);45

•

The results of the testing identified control deficiencies indicating
that the controls were ineffective; or

•

The auditor failed to perform sufficient procedures to test the design and operating effectiveness of the company's controls over
a significant category of revenue because it failed to evaluate
whether the control addressed the relevant assertions for revenue.

Unsupported reliance on internal control can lead to inadequate substantive
testing of revenue.
PCAOB standards provide that, if the auditor plans to assess control risk for
a relevant assertion of a significant account and disclosure at less than the
43

Paragraph 5(c) of Auditing Standard No. 13.
Id.
45
For other examples of insufficient testing of controls, see Considerations for Audits of Internal
Control Over Financial Reporting, PCAOB Staff Audit Practice Alert No. 11 (October 24, 2013).
44
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maximum by relying on controls46 and the nature, timing, and extent of planned
substantive procedures are based on that lower assessment, the auditor must
obtain evidence that the controls selected for testing, and being relied upon,
are designed effectively and operated effectively during the entire period of
reliance.47 Not having evidence to support the auditor's reliance on controls
for the entire period of reliance results in insufficient audit work. Also, it is
important for the auditor to select for testing controls that address the risks
of material misstatement for the categories of revenue for which the auditor
intends to rely on controls.
PCAOB standards require the auditor to test the design and operating effectiveness of the controls selected for testing by determining whether the controls
are (1) operating as designed by persons possessing the necessary authority and
competence to perform the control effectively, and (2) satisfy the company's control objectives and can effectively prevent or detect error or fraud that could
result in material misstatements in the financial statements.48
When the auditor detects deficiencies in controls over revenue on which the
auditor plans to rely, PCAOB standards require the auditor to evaluate the
severity of the control deficiencies and the effect on the auditor's control risk
assessments. If the auditor plans to rely on controls relating to an assertion but
the controls that the auditor tests are ineffective because of control deficiencies,
the auditor is required to:
1. Perform tests of other controls related to the same assertion as
the ineffective controls; or
2. Revise the control risk assessment and modify the planned substantive procedures as necessary in light of the increased assessment of risk.49

Applying Audit Sampling Procedures to Test Revenue
Designing substantive tests of details includes determining the means of selecting items for testing from among the items included in an account. The auditor
is required to determine the means of selecting items for testing to obtain evidence that, in combination with other relevant evidence, is sufficient to meet
the objective of the audit procedure.50 The alternative means of selecting items
for testing are:

•
•
•

Applying audit sampling;
Selecting specific items; and
Selecting all items.51

Audit sampling is the application of an audit procedure to less than 100 percent
of the items within an account balance or class of transactions for the purpose
46
Reliance on controls that is supported by sufficient and appropriate audit evidence allows the
auditor to assess control risk at less than the maximum, which results in a lower assessed risk of
material misstatement. In turn, this allows the auditor to modify the nature, timing, and extent of
planned substantive procedures. See footnote 12 of Auditing Standard No. 13.
47
Paragraph 16 of Auditing Standard No. 13. See also Appendix A of Auditing Standard No. 13,
which defines "period of reliance" as the period being covered by the company's financial statements,
or the portion of that period, for which the auditor plans to rely on controls in order to modify the
nature, timing, and extent of planned substantive procedures.
48
Paragraphs 19 and 21 of Auditing Standard No. 13.
49
Paragraph 34 of Auditing Standard No. 13.
50
Paragraph 22 of Auditing Standard No. 15.
51
Id.
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of evaluating some characteristic of the balance or class.52 AU sec. 350 establishes requirements for planning and performing audit sampling procedures,
and evaluating the results of such procedures.
Inspections staff observed instances in which auditors did not appropriately design and perform sampling procedures to test revenue transactions. Instances
of such deficiencies included:

•

Using samples that were too small to provide sufficient audit evidence;

•

Failing to select a representative sample of items for testing, which
is necessary to be able to extend the auditor's conclusions to the
entire population (for example, limiting the sample selection to
certain types of revenue transactions or contracts within the population); and

•

Failing to apply audit procedures to all of the sample items selected and inappropriately evaluating the sample results as if the
untested sample items were tested without exception.

Determining Sample Sizes
Under PCAOB standards, to determine the number of items to be selected in a
sample for a particular substantive test of details, such as when testing revenue,
the auditor should take into account the following factors:

•
•

Tolerable misstatement for the population;

•

The characteristics of the population, including the expected size
and frequency of misstatements.53

The allowable risk of incorrect acceptance (based on the assessments of inherent risk, control risk, and the detection risk related
to the substantive analytical procedures or other relevant substantive tests); and

Although auditors may use statistical or nonstatistical sampling methods,
PCAOB standards provide that when circumstances are similar, the effect on
sample size of the factors discussed in the previous paragraph should be similar regardless of whether a statistical or nonstatistical approach is used. Thus,
when a nonstatistical sampling approach is applied properly, the resulting sample size ordinarily will be comparable to, or larger than, the sample size resulting from an efficient and effectively designed statistical sample.54

Choosing a Representative Sample
Auditors typically use sampling methods to be able to test a portion of a population and extend the conclusions about the sample to the entire population. To
do that, the sample of items selected for testing must be representative of the
entire population. Otherwise, the auditor's conclusion applies only to the items
tested rather than the entire population.
Under PCAOB standards, a sample is representative if all of the items in
the population have an opportunity to be selected.55 Items may be selected

52

Paragraph .01 of AU sec. 350, Audit Sampling.
AU sec. 350.23.
54
AU sec. 350.23A., which became effective for audits of fiscal years beginning on or after December 15, 2010.
55
AU sec. 350.39.
53
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randomly, systematically, or haphazardly.56 The following are examples of selection methods for testing revenue transactions that are not representative of
the entire population of revenue:

•

Testing all revenue transactions over a specified amount or with
specified characteristics;

•

Testing only the unpaid revenue transactions that compose accounts receivable;57 and

•

Limiting the sample selection to certain days, weeks, or months
during the year rather than selecting from the entire population.

Testing Sample Items
The auditor should apply the planned audit procedures to each sample item
selected.58 In some circumstances, the auditor may not be able to apply the
planned audit procedures to selected sample items because, for example, supporting documentation may be missing. The auditor's treatment of unexamined
items will depend on their effect on the evaluation of the sample. If the auditor's evaluation of the sample results would not be altered by considering those
unexamined items to be misstated, it is not necessary to examine the items.59
Instead, the untested item should be treated as a misstatement and projected
to the population along with other misstatements.
However, if considering those unexamined items to be misstated would lead to
a conclusion that revenue contains material misstatement, the auditor should
consider alternative procedures that would provide him or her with sufficient
evidence to form a conclusion. The auditor also should evaluate whether the
reasons for his or her inability to examine the items have: (1) implications in
relation to his or her risk assessments, including the assessment of fraud risk;
(2) implications regarding the integrity of management or employees; and (3)
possible effects on other aspects of the audit.60

Selecting Specific Items Not Involving Sampling
Selecting specific items refers to testing all items in a population that have
a specific characteristic.61 For example, the auditor may decide to select for
testing all of the revenue transactions that have certain size, risk, or other
characteristics ("key item testing"). In those cases, the auditor should remove
those selected items from the population and apply audit sampling or other
substantive procedures to the remaining transactions.62 This type of approach
can be particularly effective when the revenue account consists of: (1) relatively
few transactions that have large amounts or a higher risk of material misstatement, and (2) a great volume of transactions with lower amounts and lower
risks of material misstatement.
As indicated above, the application of audit procedures to selected specific items
does not constitute audit sampling, so the results of those audit procedures
56

AU sec. 350.24. Haphazard selection refers to selection without conscious bias.
In this example, the auditor might use sampling and extend his or her conclusions to the
population of accounts receivable but could not apply those conclusions to all revenue transactions
for the year (except for rare instances in which the accounts receivable and revenue populations are
identical).
58
AU sec. 350.25.
59
Id.
60
Id.
61
Paragraph 25 of Auditing Standard No. 15.
62
See paragraphs 25 and 27 of Auditing Standard No. 15 and paragraph 21 of AU sec. 350.
57
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cannot be projected to the entire population.63 Separately testing the largest
revenue transactions can lower the size of the sample population and the necessary sample size. Separately testing the higher-risk transactions—and applying audit sampling to the low-risk transactions—can reduce the assurance
needed from the sampling procedure and the necessary sample size.64 However,
auditors cannot limit their substantive procedures solely to key item testing if
the remaining portion of the account has a risk of material misstatement, that
is, if there is a reasonable possibility that the remaining portion could have
a misstatement that, individually or in combination, would result in material
misstatement of the financial statements.65 In those situations, the auditor
should design and perform audit procedures to address the assessed risks of
material misstatement in that remaining untested portion of the account.66
Furthermore, the auditor cannot obtain sufficient appropriate audit evidence
about one group of items in a population by examining dissimilar items in the
population.67

Performing Substantive Analytical Procedures to Test Revenue
Analytical procedures are an important part of the audit process when they are
properly designed and performed.68 Analytical procedures consist of evaluations of financial information made by a study of plausible relationships among
both financial and nonfinancial data.69 Analytical procedures range from simple comparisons to the use of complex models involving many relationships and
elements of data. A basic premise underlying the application of analytical procedures is that plausible relationships among data may reasonably be expected
to exist and continue in the absence of known conditions to the contrary. Particular conditions that can cause variations in these relationships include, for
example, specific unusual transactions or events, accounting changes, business
changes, random fluctuations, or misstatements.70
Analytical procedures are used as a substantive test to obtain evidential matter
about particular assertions related to account balances or classes of transactions.71 Depending on the level of assurance the auditor desires from substantive testing for a particular audit objective, the auditor decides, among other
things, which procedure or combination of procedures can provide that level of
assurance. For some assertions, analytical procedures are effective in providing the appropriate level of assurance. For other assertions, however, analytical
procedures may not be as effective or efficient as tests of details in providing
the desired level of assurance.72

63

Paragraph 27 of Auditing Standard No. 15.
Paragraph 22 of AU sec. 350 also provides that the auditor may be able to reduce the required
sample size for a particular test by separating the sample population into relatively homogenous
groups based on some characteristic related to the test objective.
65
For example, a risk of material misstatement typically exists when the remaining portion of
revenue is material.
66
See paragraphs 8 and 9 of Auditing Standard No. 13.
67
See Proposed Auditing Standards Related to the Auditor's Assessment of and Response to Risk
and Related Amendments to PCAOB Standards, PCAOB Release 2009-007 (December 17, 2009), at
A9-64.
68
See Paragraphs .02 and .10 of AU sec. 329, Substantive Analytical Procedures.
69
AU sec. 329.02.
70
Id.
71
AU sec. 329.04.
72
AU sec. 329.10.
64
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Analytical procedures performed as substantive procedures involve, among
other things, investigation of significant differences from expected amounts and
obtaining evidence regarding management's explanations of significant unexpected differences. When properly applied under appropriate conditions,73 substantive analytical procedures can identify potential material misstatement in
an account, such as revenue.
Inspections staff observed instances in which firms' performance of substantive analytical procedures for testing revenue were insufficient. For example,
Inspections staff observed instances in which auditors, when using substantive
analytical procedures that were intended to achieve a high level of assurance:

•

Failed to develop expectations that were sufficiently precise, for
example, because the expectations did not appropriately disaggregate data to identify potential material misstatements;

•

Did not determine that there was a plausible and predictable relationship among the data used in the substantive analytical procedure, which is necessary to develop suitable expectations of the
recorded amount of revenue;

•

Did not establish an amount of difference from the expectation
that could be accepted without further investigation;

•
•

Did not investigate significant differences from expectations;

•

Failed to test the completeness and accuracy of the information
obtained from the company that was used in performing analytical
procedures.

Failed to perform procedures to obtain evidence to corroborate
management's responses regarding significant unexpected differences with other evidential matter; and

Designing Substantive Analytical Procedures
It is important for auditors to design their substantive analytical procedures to
provide the necessary level of assurance regarding the assertion being tested.
The level of assurance that is needed from a substantive analytical procedure
depends on:
1. The risk of material misstatement, considering reliance on controls when appropriate, for the relevant assertion being tested;
and
2. The assurance provided by other substantive procedures directed
to the same assertion as the analytical procedure.74
As the assessed risk of material misstatement increases, the level of assurance
needed from substantive procedures also increases.75 That assurance might be
provided through a combination of substantive analytical procedures and substantive tests of details. The lower the level of assurance provided by tests of details, the greater the assurance needed from substantive analytical procedures.
73
Such conditions include having: (1) a plausible and predictable relationship between the account and the information to which it is compared and (2) reliable data available. See paragraphs
.13 through .16 in AU sec. 329. Substantive analytical procedures alone are not sufficient to respond
to significant risks, including fraud risks. Under PCAOB standards, the audit procedures to respond
to significant risks should include substantive tests of details. See paragraphs 11 and 13 of Auditing
Standard No. 13.
74
See generally Auditing Standard No. 8, Audit Risk, and Auditing Standard No. 13. See also
AU sec. 350.48, which discusses the relationship among the components of audit risk in an audit of
financial statements.
75
Paragraph 37 of Auditing Standard No. 13.
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For example, if the risk of material misstatement is high and no other substantive procedures are performed, a high level of assurance would be needed from
the substantive analytical procedures. However, under PCAOB standards, substantive analytical procedures alone are not sufficient to respond to fraud risks
or other significant risks; therefore, tests of details also are needed in those
situations.76
To achieve the necessary level of assurance from a substantive analytical procedure, the auditor should design and perform analytical procedures that appropriately take into account, among other things, the following:
1.
2.
3.
4.
5.

The nature of the assertion;
The plausibility and predictability of the relationship;
The availability and reliability of the data used to develop the
expectation;
The precision of the expectation;77 and
The threshold for investigation of differences.78

Plausibility and predictability of relationships. Analytical procedures involve
comparisons of recorded amounts, or ratios developed from recorded amounts,
to expectations developed by the auditor. The auditor develops such expectations by identifying and using plausible relationships that are reasonably expected to exist based on the auditor's understanding of the company and its
environment. Following are examples of sources of information for developing
expectations:
1.
2.
3.
4.
5.

Financial information for comparable prior period(s) giving consideration to known changes;
Anticipated results, for example, budgets, or forecasts including
extrapolations from interim or annual data;
Relationships among elements of financial information within the
period;
Information regarding the industry in which the company
operates—for example, gross margin information; and
Relationships of financial information with relevant nonfinancial
information.79

An understanding of the reasons that make relationships plausible is important
for the auditor to understand since data sometimes might appear to be related
when they are not, which could lead the auditor to erroneous conclusions.80
Such an understanding generally requires knowledge of the company and its
industry.81
As higher levels of assurance are needed from analytical procedures, more
predictable relationships are required to develop the expectation.82 Relationships typically are less predictable when there are less stable environments or
when amounts are determined from complex processes, subjective judgments,

76

See paragraphs 11 and 13 of Auditing Standard No. 13.
AU sec. 329.11.
78
AU secs. 329.20–.21.
79
AU sec. 329.05.
80
AU sec. 329.13.
81
See AU 329.03. See also Auditing Standard No. 12, which establishes requirements for understanding the company and its environment, including its industry.
82
AU sec. 329.14.
77
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or transactions subject to management discretion.83 On the other hand, relationships might be more predictable if they are based on established relationships, such as, cash flows based on contract terms (when nonpayment risk is
low) and verifiable rate-volume determinations.
Inspections staff observed instances in which auditors did not take into account
the plausibility and predictability of relationships when performing substantive
analytical procedures to audit revenue. For example:

•

The auditor failed to establish the plausibility and predictability
of relationships that would support the expectations by not considering any known changes in revenue, including unusual transactions in the prior period and planned growth; and

•

The auditor established its expectation for revenue based on a historical average of peer companies, without determining that such
an average was predictive of the company's current year revenue.

Availability and reliability of data. Before using the results obtained from substantive analytical procedures, the auditor should either test the design and
operating effectiveness of controls over financial information used in the substantive analytical procedures or perform other procedures to support the completeness and accuracy of the underlying information.84
The auditor also should assess the reliability of the data by considering the
source of the data and the conditions under which it was gathered, as well as
other knowledge the auditor may have about the data. The following factors
influence the auditor's consideration of the reliability of data for purposes of
achieving audit objectives:

•

Whether the data was obtained from independent sources outside
the entity or from sources within the entity;

•

Whether sources within the entity were independent of those who
are responsible for the amount being audited;

•

Whether the data was developed under a reliable system with
adequate controls;

•

Whether the data was subjected to audit testing in the current or
prior year; and

•

Whether the expectations were developed using data from a variety of sources.85

Furthermore, the auditor should evaluate the risk of management override of
controls. As part of this process, the auditor should evaluate whether such an
override might have allowed adjustments outside of the normal period-end financial reporting process to have been made to the financial statements. Such
adjustments might have resulted in artificial changes to the financial statement relationships being analyzed, causing the auditor to draw erroneous conclusions. For this reason, substantive analytical procedures alone are not well
suited to detecting fraud.86
Inspections staff observed instances in which auditors did not test the completeness and accuracy of internal data used in applying substantive analytical
83
84
85
86

Id.
AU sec. 329.16.
Id.
AU sec. 329.10.
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procedures to test revenue. For example, in one instance, the auditor did not test
the completeness and accuracy of company-generated data used in a substantive analytical procedure for revenue. In another instance, the auditor tested
certain information technology general controls for a system that processed revenue transactions. But the auditor did not test controls over the system queries
used to obtain the data from the system that processed the revenue for purposes
of performing substantive analytical procedures nor perform other procedures
to test the completeness and accuracy of the data applied in the substantive
analytical procedures.
Precision of the expectation. The expectation should be precise enough to provide
the desired level of assurance that differences that may be potential material
misstatements—individually or when aggregated with other misstatements—
would be identified for the auditor to investigate.87
The precision of the expectation depends on, among other things, the auditor's
identification and consideration of factors that significantly affect the amount
being audited and the level of detail of data used to develop the expectation. For
example, revenue may be affected by prices, volume, and product mix. Each of
these, in turn, may be affected by a number of factors, and offsetting factors can
obscure misstatements. More effective identification of factors that significantly
affect the relationship is generally needed as the desired level of assurance from
analytical procedures increases.88
Expectations developed at a detailed level generally have a greater chance of
detecting misstatement of a given amount than do broad comparisons. Monthly
amounts will generally be more effective than annual amounts and comparisons
by location or line of business usually will be more effective than company-wide
comparisons. The level of detail that is appropriate will be influenced by the
nature of the company, its size, and its complexity. Generally, the risk that
material misstatement could be obscured by offsetting factors increases as a
client's operations become more complex and more diversified. Disaggregation
helps reduce this risk.89
Inspections staff observed instances in which auditors did not develop expectations, or the auditors' expectations were not sufficiently precise. In some of
those instances, the substantive analytical procedures consisted only of comparing the company's total annual revenue to the prior year.
Threshold for investigation. In planning the analytical procedures as a substantive test, the auditor should consider the amount of difference from the
expectation that can be accepted without further investigation. This consideration is influenced primarily by materiality and should be consistent with the
level of assurance desired from the procedures. Determination of this amount
involves considering the possibility that a combination of misstatements in the
specific account balances, or class of transactions, or other balances or classes
could aggregate to an unacceptable amount.90
Inspections staff observed instances in which substantive analytical procedures
were aimed at achieving a high level of assurance regarding revenue, but the
auditor's threshold for evaluating differences was too high; in some cases, at
levels that significantly exceeded the auditor's established level of materiality
for the financial statements.
87
88
89
90

AU sec. 329.17.
AU sec. 329.18.
AU sec. 329.19.
AU sec. 329.20.
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Performing the Planned Substantive Analytical Procedures
Performance of substantive analytical procedures involves making the comparisons of relationships as designed, including evaluating significant unexpected
differences.91 Although evaluating significant unexpected differences might begin with inquiry of management, management's responses should ordinarily be
corroborated with other evidential matter. When an auditor cannot obtain an
explanation for the difference, the auditor is required to perform other audit
procedures about the assertion to determine whether the difference represents
a misstatement in the financial statements.92
Inspections staff observed instances in which auditors failed to perform procedures to corroborate management's explanations for significant unexpected
differences or alternatively to perform additional substantive audit procedures
in response to significant unexpected differences.

Testing Revenue in Companies with Multiple Locations
Inspections staff observed instances in which auditors did not test, or test sufficiently, revenue at individual locations that had specific risks, including fraud
risks, for which there was a reasonable possibility of material misstatement of
the financial statements. For example:

•

The auditor relied on entity-level controls to reduce the substantive testing of revenue at certain locations but failed to evaluate
the effects of identified deficiencies in those controls; and

•

The auditor planned to use the work of internal auditors with
respect to certain locations, but the auditor failed to evaluate
whether the work of internal auditors addressed certain identified risks associated with those locations.

When a company has operations in multiple locations or has business units that
generate or process revenue, the auditor is required to determine the extent to
which audit procedures should be performed at selected locations or business
units in gathering sufficient appropriate audit evidence. This includes determining locations and business units at which to perform audit procedures, as
well as the nature, timing, and extent of the procedures to be performed at
those individual locations or business units.93
The auditor is required to assess the risk of material misstatement to the consolidated financial statements that is associated with the locations or business
units. In determining the amount of audit attention the auditor should devote
to the location or business unit, the auditor is required to correlate such audit
attention with the degree of risk of material misstatement associated with that
location or business unit.94
Auditing Standard No. 9 lists the following factors that are relevant to the
assessment of the risk of material misstatement associated with a location or
business unit and the determination of the necessary audit procedures:
1. The nature and amount of assets, liabilities, and transactions executed at the location or business unit, including, for example,
significant transactions executed at the location or business unit
that are outside the normal course of business for the company
91
92
93
94

AU sec. 329.21.
See paragraphs 8 and 35 of Auditing Standard No. 14. See also AU sec. 329.21.
Paragraph 11 of Auditing Standard No. 9, Audit Planning.
Id.
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or that otherwise appear to be unusual given the auditor's understanding of the company and its environment;95
2. The materiality of the location or business unit;96
3. The specific risks associated with the location or business unit
that present a reasonable possibility of material misstatement to
the company's consolidated financial statements;
4. Whether the risks of material misstatement associated with the
location or business unit apply to other locations or business units
such that, in combination, they present a reasonable possibility
of material misstatement to the company's consolidated financial
statements;
5. The degree of centralization of records or information processing;
6. The effectiveness of the control environment, particularly with
respect to management's control over the exercise of authority
delegated to others and its ability to effectively supervise activities at the location or business unit; and
7. The frequency, timing, and scope of monitoring activities by the
company or others at the location or business unit.97
Sometimes, the auditor might rely on controls at one or more selected locations. These controls might be entity-level controls to address the risk of material misstatement of revenue at certain locations. In those cases, the auditor
should determine whether the selected control is designed and operates at a
level of precision that would prevent or detect misstatements that, individually
or in combination, would result in a material misstatement of the company's
financial statements.98
In some situations, auditors might use the work of internal auditors to obtain
evidence regarding revenue at selected locations. In those situations, the auditor should look to the requirements of AU sec. 322, The Auditor's Consideration
of the Internal Audit Function in an Audit of Financial Statements, which describes the extent to which the auditor can use the work of internal auditors
and establishes requirements for testing that work. Pursuant to AU sec. 322,
the extent to which the auditor can use the work of internal auditors depends
on, among other things, the competence and objectivity of the internal auditor
and the risk associated with the location at which the work is performed.99

Conclusion
In audits under PCAOB standards, revenue typically is a significant account,
often involving significant risks that warrant special audit consideration. For
many companies, revenue is one of the largest accounts in the financial statements and is an important driver of a company's operating results.
95
AU sec. 316.66 discusses the auditor's requirements for evaluating the company's business
rationale for significant unusual transactions.
96
Paragraph 10 of Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, describes the consideration of materiality in planning and performing audit procedures at an individual location or business unit.
97
See paragraph 12 of Auditing Standard No. 9. Also, when performing an audit of internal
control over financial reporting, refer to Appendix B, "Special Topics," of Auditing Standard No. 5 for
considerations when a company has multiple locations or business units.
98
See paragraphs 19 and 21 of Auditing Standard No. 13 and paragraph 23 of Auditing Standard
No. 5.
99
See AU secs. 322.09–.11 and .18–.22.
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Auditors should take note of the matters discussed in this practice alert in planning and performing audit procedures over revenue. Audit firms should also
revisit their audit methodologies, and their implementation of those methodologies, to assure that PCAOB auditing standards are followed in the area of
auditing revenue. In addition, audit firms should consider whether additional
training of their auditing personnel or other steps are needed to assure that
PCAOB standards are followed. Because of the nature and importance of the
matters covered in this practice alert, it is particularly important for the engagement partner and senior engagement team members to take actions to ensure that engagement teams appropriately implement the auditing standards
in these areas throughout the audit and for engagement quality reviewers to
focus on these matters when conducting their engagement quality reviews.
Due to the significance of revenues to many companies' financial and operating results, auditing revenue also raises matters of potential interest to audit
committees. Audit committees might wish to discuss with their auditors their
approach to auditing revenue, including the matters addressed in this alert.
The PCAOB will continue to monitor developments in this area. The Board,
or its staff, will determine whether additional steps regarding development of
a potentially new standard-setting project or other guidance for auditors to
enhance audit quality with the goal of protecting investors should be taken.
***

Contact Information
Inquiries concerning this staff audit practice alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards, 202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus
.org
Lillian Ceynowa, Associate Chief Auditor, 202-591-4236, ceynowal
@pcaobus.org

Other Related PCAOB Resources
Considerations for Audits of Internal Control Over Financial Reporting, PCAOB
Staff Audit Practice Alert No. 11 (October 24, 2013), available at http://pcaobus
.org/Standards/QandA/10-24-2013_SAPA_11.pdf.
Maintaining and Applying Professional Skepticism in Audits, PCAOB Staff
Audit Practice Alert No. 10 (December 4, 2012), available at http://pcaobus.org/
Standards/QandA/12-04-2012_SAPA_10.pdf.
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.13 Staff Audit Practice Alert No. 13

Matters Related to the Auditor’s
Consideration of a Company’s Ability to
Continue as a Going Concern
September 22, 2014

Staff Audit Practice Alerts highlight new, emerging, or otherwise noteworthy circumstances that may affect how auditors conduct audits under the existing requirements of the standards and rules of the PCAOB
and relevant laws. Auditors should determine whether and how to respond to these circumstances based on the specific facts presented. The
statements contained in Staff Audit Practice Alerts do not establish
rules of the Board and do not reflect any Board determination or judgment about the conduct of any particular firm, auditor, or any other
person.

This practice alert discusses the professional standards applicable to the auditor's evaluation of a company's ability to continue as a going concern in light of
recent changes to US generally accepted accounting principles ("GAAP").
AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as a
Going Concern, establishes requirements for the auditor's evaluation of a company's ability to continue as a going concern.1 Among other things, AU sec. 341
requires the auditor to modify the auditor's report by including an explanatory paragraph when substantial doubt exists about the company's ability to
continue as a going concern.2
On August 27, 2014, the Financial Accounting Standards Board issued Accounting Standards Update No. 2014-15 to communicate amendments to FASB Accounting Standards Codification Subtopic 205-40, Disclosure of Uncertainties
about an Entity's Ability to Continue as a Going Concern ("ASC amendments").
The ASC amendments establish new requirements for management to evaluate a company's ability to continue as a going concern and to provide certain
related disclosures for financial statements prepared under GAAP.3 The ASC
amendments are effective for the annual period ending after December 15,
2016, and for annual periods and interim periods thereafter. Early application
is permitted.
1

AU sec. 341 is an interim auditing standard of the PCAOB.
See AU secs. 341.12-.13. See also, Section 10A(a)(3) of the Securities Exchange Act of 1934, which
requires that audits of issuers include "an evaluation of whether there is substantial doubt about the
ability of the issuer to continue as a going concern during the ensuing fiscal year."
3
The ASC amendments require, among other things, disclosure in the financial statements when
"substantial doubt about an entity's ability to continue as a going concern" exists. Under the ASC
amendments as they apply to issuers, such substantial doubt exists "when conditions and events,
considered in the aggregate, indicate that it is probable that the entity will be unable to meet its
obligations as they become due within one year after the date that the financial statements are
issued."
2
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International Financial Reporting Standards also have requirements for management to evaluate a company's ability to continue as a going concern and
provide certain related disclosures for financial statements pursuant to International Accounting Standards No. 1, Presentation of Financial Statements
("IAS 1"). These requirements differ from the requirements in the ASC amendments.4
In evaluating whether the financial statements are presented fairly, in all material respects, in conformity with the applicable financial reporting framework,
including whether they contain the required disclosures, auditors should assess management's going concern evaluation.5 In making this assessment, the
auditor should look to the requirements of the applicable financial reporting
framework.6
In addition, auditors should continue to look to the existing requirements in
AU sec. 341 when evaluating whether substantial doubt regarding the company's ability to continue as a going concern exists for purposes of determining
whether the auditor's report should be modified to include an explanatory paragraph regarding going concern. The AU sec. 341 requirements for the auditor's
evaluation, and the auditor's reporting when substantial doubt exists, have not
changed and continue to be in effect. Under AU sec. 341, the auditor's evaluation
of whether substantial doubt exists is qualitative based on the relevant events
and conditions and other considerations set forth in AU sec. 341.7 Accordingly,
a determination that no disclosure is required under the ASC amendments or
IAS 1, as applicable, is not conclusive as to whether an explanatory paragraph is
required under AU sec. 341. Auditors should make a separate evaluation of the
need for disclosure in the auditor's report in accordance with the requirements
of AU sec. 341.
The PCAOB staff is currently reviewing AU sec. 341 and evaluating potential
revisions to that auditing standard, including consideration of accounting standards and input from the Board's advisory groups. Any proposed revisions to
AU sec. 341 would be made through the PCAOB's standard-setting process,
including the opportunity for public comment.
***

Contact Information
Inquiries concerning this staff audit practice alert may be directed to:
Martin F. Baumann, Chief Auditor and Director of Professional Standards, 202-207-9192, baumannm@pcaobus.org
Keith Wilson, Deputy Chief Auditor, 202-207-9134, wilsonk@pcaobus
.org

4
For example, among other things, IAS 1 requires disclosure of "material uncertainties related
to events or conditions that may cast significant doubt upon the entity's ability to continue as a going
concern," but does not define "material uncertainties" or "significant doubt." Also, IAS 1 states that
management, in its going concern evaluation, "takes into account all available information about the
future, which is at least, but is not limited to, twelve months from the end of the reporting period."
See paragraphs 25 and 26 of IAS 1.
5
See paragraphs 30-31 of Auditing Standard No. 14, Evaluating Audit Results.
6
See paragraph .01 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.
7
See AU secs 341.02-.03 and AU secs. 341.05-.09.
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XBRL voluntary financial reporting program on
the EDGAR system. . . . . . . . . . .100.02 Q1–Q8
ATTESTATION REPORTS
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07
AUDIT ENGAGEMENTS
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
. Auditing fair value measurements of financial
instruments . . . . . . . . . . . . . . . . . . . . . . . . . 400.02
. Audits of broker-dealers . . . . . . 100.06 Q1–Q11
. Audits of financial statements, including
integrated audits . . . . . . . . . . . . . . . . . . . . 400.04
. . Audits of internal control over financial
reporting . . . . . . . . . . . . . . . . . . . . . . . . . . 400.11
. Auditors’ responsibilities when using the work
of specialists when complex fair value
measurements are involved . . . . . . . . . . 400.02
. Completion documents . . . . . . . . . . . . . . . 400.05
. Engagement quality review . 100.10 Q, 400.05
. Option grants, effects on planned or
ongoing . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
AUDIT OF FINANCIAL STATEMENTS
. Matters related to auditing revenue . . . . 400.12
AUDITOR, INDEPENDENT
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
. Audit considerations regarding fair value
measurements, disclosures, and
other-than-temporary impairments . . . . 400.04
. Auditing fair value measurements related to
employee share options . . . . 100.04 Q1–Q22
. Involvement in registration
statements . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Matters related to timing and accounting for
option grants . . . . . . . . . . . . . . . . . . . . . . . 400.01
AUDITOR’S CONSIDERATION
. Matters related to a company’s ability to
continue as a going concern . . . . . . . . . 400.13
AUDITORS OF SEC-REGISTERED BROKERS
AND DEALERS
. Audits of Financial Statements and Audit
Procedures Performed on Supporting
Schedules . . . . . . . . . . . . . . . . . . . . . . . . . . 300.02
. Examinations of Compliance
Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.02
. Reviews of Exemption Reports . . . . . . . . 300.02
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AUDITORS OF SEC-REGISTERED BROKERS
AND DEALERS—continued
. SEC Rule 17a-5 Annual Report
Requirements . . . . . . . . . . . . . . . . . . . . . . . 300.02
AUDITORS’ REPORT
. Effects of management’s omissions
on . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.05
. Filed by issuers that have substantially all of
their operations outside the united
states . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.06
. Illustrative reports—See illustrations
. Professional skepticism . . . . . . . . . . . . . . . 400.10
. Referencing PCAOB
standards . . . . 100.01 Q2-Q3, 100.01 Q7–Q8
. Report on management’s
assertion . . . . . . . . . . . . . . . . . . . . . . . . 100.02Q8
. Report on subject matter of the
assertion. . . . . . . . . . . . . . . . . . . . . . . .100.02 Q8
. Reporting requirements . . . . . . . . . . . . 100.02 Q8

C
COMMUNICATION WITH AUDIT COMMITTEES
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07
. Communicating methods used to account for

CONTROLS
. Evalutating identified deficiencies . . . . . . 400.11
. Over infrequent processes and
transactions . . . . . . . . . . . . . . . . . . . . . . . . 400.11
. Risk assessment and audits of . . . . . . . . 400.11
. Roll-forward of controls tested at an
interim date . . . . . . . . . . . . . . . . . . . . . . . . 400.11
. Selecting to test . . . . . . . . . . . . . . . . . . . . . . 400.11
. Testing controls over compliance . . . . . . 300.02
. Testing management review controls. . .400.11
CORRELATION TO RELEVANT ASSERTIONS
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.01
CREDIT DERIVATIVES
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
CRITERIA FOR INVESTIGATION
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.01

D
DEBT OBLIGATIONS
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
DEFERRED TAX ASSETS
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
DERIVATIVES
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03

. Financial reporting . . . . . . . . . . . . . . . . . . . . 300.01
. Outside professionals . . . . . . . . . . . . . . . . . 300.01

DISCLOSURES
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07
. Fair value measurements . . . . . . . . . . . . . . 400.04
. Interim and annual financial
statements . . . . . . . . . . . . . . . . . . . . . . . . . 400.04
. Material inconsistency or misstatement of
fact . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.04
. Material matters . . . . . . . . . . . . . . . . . . . . . . 400.05
. Other-than-temporary impairments . . . . . 400.04

CONFIDENTIAL TRANSACTION
. Definition . . . . . . . . . . . . . . . . . . . . . . 100.05 Q1-Q2

DISCOUNTED OPTIONS
. Matters related to timing and accounting for
option grants . . . . . . . . . . . . . . . . . . . . . . . 400.01

significant unusual transactions . . . . . . 400.05
. Matters to be communicated for reviews of
interim financial information . . . . . . . . . . 400.04
. Matters to be communicated in an engagement
quality review . . . . . . . . . . . . . . . . . . . . . . . 400.05
COMPETENCE
. Competent evidence . . . . . . . . . . . . . . . . . . 300.01
. Control environment . . . . . . . . . . . . . . . . . . 300.01
. Documentation . . . . . . . . . . . . . . . . . . . . . . . 300.01

CONSISTENCY OF PERFORMANCE
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.01
CONSOLIDATION
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
CONTINGENCIES
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
. Matters related to timing and accounting for
option grants . . . . . . . . . . . . . . . . . . . . . . . 400.01

AUD

DOCUMENTATION
. Audit requirements. . . . . . . . . . . . . . . . . . . .300.02
. Professional skepticism . . . . . . . . . . . . . . . 400.10
. Significant engagement deficiency in an
engagement quality review . . . . . . . . 100.10 Q
. Work performed . . . . . . . . . . . . . . . . . . . . . . 300.02

E
ECONOMIC ENVIRONMENT
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
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EMERGING MARKETS
. Audit risk. . . . . . . . . . . . . . . . . . . . . . . . . . . . .400.08
. Auditor’s response to fraud risks. . . . . . .400.08
. Consideration of fraud . . . . . . . . . . . . . . . . 400.08
. Fraud risk factors. . . . . . . . . . . . . . . . . . . . . 400.08
. Illegal acts . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.08
. Internal controls . . . . . . . . . . . . . . . . . . . . . . 400.08
. Other matters . . . . . . . . . . . . . . . . . . . . . . . . 400.08
. Professional skepticism . . . . . . . . . . . . . . . 400.08
. Risk assessment procedures . . . . . . . . . . 400.08
. Risks of material misstatement . . . . . . . . 400.08
. Subsequent discovery of facts. . . . . . . . .400.08
ENGAGEMENT QUALITY REVIEW
. Documentation requirements . . . . . . . . 100.10 Q
. Engagement deficiency . . . . . . . . . . . . . 100.10 Q
. Requirements . . . . . . . . . . . . . . . . . . . . . . . . 300.02
ENTITY-LEVEL CONTROLS
. Control environment . . . . . . . . . . . . . . . . . . 300.01
. Management override . . . . . . . . . . . . . . . . . 300.01
. Risk assessment . . . . . . . . . . . . . . . . . . . . . 300.01
. Shared service environments . . . . . . . . . . 300.01
ETHICAL VALUES
. Code of conduct . . . . . . . . . . . . . . . . . . . . . . 300.01
. Whistleblower program. . . . . . . . . . . . . . . .300.01
EXAMINATION ENGAGEMENT
. Illustrative reports—See illustrations
. Objectives and procedures. . . . . . . . .100.02 Q7
. Performing and planning . . . . . . . . . . . . . . 300.02
. Relationship between the audit of the financial
Statements and audit procedures performed
on the supporting schedules . . . . . . . . . 300.02
. Report on management’s
assertion. . . . . . . . . . . . . . . . . . . . . . . .100.02 Q8
. Report on subject matter of the
assertion. . . . . . . . . . . . . . . . . . . . . . . .100.02 Q8
. Reporting requirements . . . 100.02 Q8, 300.02
. XBRL financial information furnished under the
XBRL voluntary financial reporting program on
the EDGAR system. . . . . . . . . . .100.02 Q1–Q8
EXTENSIBLE BUSINESS REPORTING
LANGUAGE—See XBRL

F
FAIR VALUE
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
. Auditing employee share
options . . . . . . . . . . . . . . . . . . . . 100.04 Q1–Q22
. Auditing fair value measurements and
estimates. . . . . . . . . . . . . . . . . . . . . . . . . . .400.09
. Auditing fair value measurements of financial
instruments . . . . . . . . . . . . . . . . 400.02, 400.03
. Classification within the fair value hierarchy
under SFAS 157 . . . . . . . . . . . . . . . . . . . . 400.02
. Company process for estimating employee
share option grants . . . . . . . . . . . . . . 100.04 Q3
. Consistent application of method for
determining measurements of . . . . . . . 400.02
. Estimating in audits of financial statements,
including integrated audits . . . . . . . . . . . 400.04

FAIR VALUE—continued
. Historical financial information used in the
development of assumptions . . . . . . . . 400.02
. Management’s assumptions in
determining. . . . . . . . . . . . . . . . . . . . . . . . .400.02
. Measurements and disclosures . . . . . . . . 400.04
. Option-pricing models for employee share
option calculation . . . . . . . . . . 100.04 Q5–Q18
. Risk factors to measurements related to
employee share options. . . . . . . . . .100.04 Q4
. Role of specialists in estimating employee
share option grants . . . . . . . 100.04 Q21–Q22
. Substantive tests of fair value
measurements . . . . . . . . . . . . . . . . . . . . . . 400.04
. Valuation of data supporting estimating
employee share option
grants . . . . . . . . . . . . . . . . . . . . 100.04 Q19–Q20
FASB ACCOUNTING STANDARDS
CODIFICATION
. Auditor considerations for auditing financial
statements of a foreign private
issuer . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.07 Q4
. Auditor responsibilities regarding the
codification. . . . . . . . . . . . . . . . . .100.07 Q2–Q3
. Status of descriptions and references
to U.S. GAAP and accounting
requirements . . . . . . . . . . . . . . . . . . . . 100.07 Q1
FINANCIAL REPORTING
. Audits of internal control over,
considerations . . . . . . . . . . . . . . . . . . . . . . 400.11
FINANCIAL REPORTING OVERSIGHT ROLE
. Audit client. . . . . . . . . . . . . . . . . . . . . . . .100.05 Q5
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . 100.05 Q5
. Other changes in employment
event . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.05 Q6
. Tax services . . . . . . . . . . . . . . . . . . . . . . 100.05 Q5
FINANCIAL STATEMENTS
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07
. Audits of audit procedures performed on
supporting schedules . . . . . . . . . . . . . . . 300.02
. Matters related to auditing revenue . . . . 400.12
FRAUD
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03,400.09
. Audit risks in emerging markets . . . . . . . 400.08
. Consideration . . . . . . . . . . . . . . . . . . . . . . . . 300.02
. Identifying fraud risks and other significant
risks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.09
. Professional skepticism . . . . . . . . . . . . . . . 400.10
. Risk factors including significant unusual
transactions . . . . . . . . . . . . . . . . . . . . . . . . 400.05

G
GOING CONCERN
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
. Matters related to the auditor’s consideration of
a company’s ability to continue. . . . . . .400.13
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GOODWILL
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03

H
HEDGE ACCOUNTING
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03

I
ILLEGAL ACTS
. Audit risks in emerging markets . . . . . . . 400.08
ILLUSTRATIONS
. Correction of error . . . . 100.03 Q5, 100.03 Q9
. Report on management’s assertion . 100.02 Q8
. Report on subject matter of the
assertion. . . . . . . . . . . . . . . . . . . . . . . .100.02 Q8
. Retrospective application of a change in
accounting . . . . . . . . . . 100.03 Q5, 100.03 Q9
IMPAIRMENT, OTHER THAN TEMPORARY
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
INDEPENDENCE
. Internal Revenue Service (IRS) . . . . . . 100.05 Q4
. SEC Rules . . . . . . . . . . . . . . . . . . . . . . . . . . . .300.02
INFORMATION TECHNOLOGY
. Access controls . . . . . . . . . . . . . . . . . . . . . . 300.01
. Application controls . . . . . . . . . . . . . . . . . . . 300.01
. Considerations for audits of internal control
over financial reporting . . . . . . . . . . . . . . 400.11
. End-user computing. . . . . . . . . . . . . . . . . . .300.01
. Off-the-shelf software . . . . . . . . . . . . . . . . . 300.01
. Transaction processing . . . . . . . . . . . . . . . 300.01
INTANGIBLE ASSETS
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03
INTEGRATED AUDIT PROCESS
. Audit of internal control . . . . . . . . . . . . . . . 300.01
. Audit of the financial statements . . . . . . . 300.01
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . 300.01
. Illustrative audit approach . . . . . . . . . . . . . 300.01
. Preliminary engagement procedures . . . 300.01
INTERIM FINANCIAL INFORMATION
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07
INTERNAL CONTROL
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . 400.03, 400.09
. Audit of internal control . . . . . . 300.01, 400.03,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 400.05, 400.11
. Audit of the financial statements . . . . . . . 300.01
. Audit risks in emerging markets . . . . . . . 400.08
. Management’s assessment . . . . . . . . . . . . 300.01
. Obtaining an understanding . . . . . . . . . . . 400.11
. Risk assessment . . . . . . . . . . . . . 300.01, 400.05

GOO

INTERNAL CONTROL—continued
. Scaling the audit . . . . . . . . . . . . . . . . . . . . . . 300.01
. Tests of controls. . . . . . . . . . . . . . . . . . . . . .300.01
INVENTORY
. Audit considerations relating to the economic
environment . . . . . . . . . . . . . . . . . . . . . . . . 400.03

J
JUDGMENT
. Fairness of overall presentation of financial
statements . . . . . . . . . . . . . . . . . . . . . . . . . 400.05
. Matters related to timing and accounting for
option grants . . . . . . . . . . . . . . . . . . . . . . . 400.01

L
LEVEL OF AGGREGATION
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.01
LOSS CONTINGENCIES
. Auditor considerations of litigation and other
contingencies arising from mortgage and
other loan activities . . . . . . . . . . . . . . . . . 400.07

M
MATERIAL WEAKNESSES
. Illustrations—See illustrations
MATERIALITY
. Consideration . . . . . . . . . . . . . . . . . . . . . . . . 300.02
. Matters related to timing and accounting for
option grants . . . . . . . . . . . . . . . . . . . . . . . 400.01

N
NON-ISSUERS
. Adherence to PCAOB interim independence
standards . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q4
. Audit in accordance with PCAOB Standard
No. 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q9
. Audit subject to concurring partner
review . . . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q10
. Audit subject to PCAOB
inspection . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q8
. Audits of financial statements performed
pursuant to PCAOB . . . . . . . . . 100.01 Q1–Q10
. Compliance with SEC and other securities laws
or rules and regulations . . . . . . . . . . 100.01 Q7
. Compliance with SEC auditor independence
requirements . . . . . . . . . . . . . . . . . . . . 100.01 Q5
. Pcaob independence requirements and
applicability . . . . . . . . . . . . . . . . . . . . . 100.01 Q6
. Public accounting firm registration
with PCAOB . . . . . . . . . . . . . . . . . . . . . 100.01 Q1
. Referencing PCAOB standards in audit
report . . . . . . 100.01 Q2–Q3, 100.01 Q7–Q8

O
OPINIONS, AUDITORS
. Option grants, effects on previously
issued . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
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OPTION GRANTS
. Applicable auditing guidance . . . . . . . 100.04 Q2
. Applicable financial accounting
standards . . . . . . . . . . . . . . 100.04 Q1, 400.01
. Auditing fair value measurements related
to . . . . . . . . . . . . . . . . . . . . . . . . . 100.04 Q1–Q22
. Auditor consideration . . . . . . . . 100.04 Q1–Q22,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Auditor involvement in registration
statements . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Company process for estimating . . . 100.04 Q3
. Contingencies . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Discounted options . . . . . . . . . . . . . . . . . . . 400.01
. Effects on planned or ongoing
audits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Effects on previously issued
opinions . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Judgment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Option-pricing models for employee share
option calculation . . . . . . . . . . 100.04 Q5–Q18
. Risk factors to measurements related
to . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.04 Q4
. Role of specialists in estimating employee
share option grants . . . . . . . 100.04 Q21–Q22
. Tax effects . . . . . . . . . . . . . . . . . . . . . . . . . . . 400.01
. Timing and accounting for . . . . . . . . . . . . . 400.01
. Valuation of data supporting estimating
employee share option
grants . . . . . . . . . . . . . . . . . . . . 100.04 Q19–Q20
. Variable plans . . . . . . . . . . . . . . . . . . . . . . . . 400.01
OPTION PRICING MODELS
. Assumptions. . . . . . . . . . . . . . . . .100.04 Q7–Q18
. Combined volatility . . . . . . . . . . . . . . . 100.04 Q17
. Expected term . . . . . . . . . . . . . . . 100.04 Q8–Q11
. Historical volatility . . . . . . . . . . 100.04 Q13–Q15
. Implied volatility . . . . . . . . . . . . . . . . . . 100.04 Q16
. Risk-free interest rate and expected
dividends . . . . . . . . . . . . . . . . . . . . . . 100.04 Q18
. Selection . . . . . . . . . . . . . . . . . . . . . 100.04 Q5–Q6
. Valuation of data . . . . . . . . . . . . 100.04 Q19–Q20
OTHER AUDITORS
. Audit risks in emerging markets . . . . . . . 400.08
. Considerations for audits of internal control
over financial reporting . . . . . . . . . . . . . . 400.11
. Language considerations. . . . . . . . . . . . . .400.06
. Using the work of and engaging assistants
from outside the firm . . . . . . . . . . . . . . . . 400.06
OTHER-THAN-TEMPORARY IMPAIRMENT
. Evaluating reasonableness . . . . . . . . . . . . 400.04
. Recognizing in audits of financial statements,
including integrated audits . . . . . . . . . . . 400.04

P
PCAOB
. Audit subject to concurring partner
review . . . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q10
. Audit subject to inspection . . . . . . . . . 100.01 Q8
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PCAOB—continued
. Auditor adherence to interim independence
standards . . . . . . . . . . . . . . . . . . . . . . . 100.01 Q4
. Auditor considerations for auditing financial
statements of a foreign private
issuer . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.07 Q4
. Audits of financial statements of non-issuers
performed pursuant to
standards . . . . . . . . . . . . . . . . . . 100.01 Q1–Q10
. Compliance with SEC and other securities laws
or rules and regulations . . . . . . . . . . 100.01 Q7
. Compliance with SEC auditor independence
requirements . . . . . . . . . . . . . . . . . . . . 100.01 Q5
. Financial statements certified by registered
firms. . . . . . . . . . . . . . . . . . . . . . . . . . . .100.06 Q1
. Independence requirements and
applicability . . . . . . . . . . . . . . . . . . . . . 100.01 Q6
. Obligations of a registered firm . . . . 100.06 Q4
. Overview of audit approach . . . . . . . . . . . 300.02
. Public accounting firm
registration. . . . . . . . . . . . . . . . . . . . . .100.01 Q1
. Referencing standards in audit
report . . . . . . . 100.01 Q2–Q3, 100.01 Q7–Q8
. Registration . . . . . . . . . . . . . . . . . 100.06 Q2–Q11,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 100.09 Q1–Q21
. Registration application . . . . . . . . . . . 100.06 Q5,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.06 Q7
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Notice: This section is not a complete presentation of the PCAOB's
Rules of the Board. Certain PCAOB rules and forms that are not
directly related to conducting an audit of financial statements have
been excluded (for example, rules concerning inspections and investigations are excluded from this section). You can access the PCAOB
website (http://pcaobus.org/Rules/Pages/default.aspx) to view those excluded rules and forms.

c 2003–2016 by the Public Company Accounting Oversight Board (PCAOB).
Copyright 
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SECTION 1

GENERAL PROVISIONS
Rule 1001. Definitions of Terms Employed in Rules
When used in the Rules, unless the context otherwise requires:
(a)(i) [Reserved]
[Effective pursuant to SEC Release No. 34-48278,
File No. PCAOB-2003-02 (August 1, 2003); and SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(a)(ii) Accountant
The term "accountant" means a natural person—
(1) who is a certified public accountant, or
(2) who holds—
(i) a college, university, or higher professional degree in accounting, or
(ii) a license or certification authorizing him or her to engage
in the business of auditing or accounting, or
(3) who—
(i) holds a college, university, or higher professional degree in
a field, other than accounting, and
(ii) participates in audits;
provided, however, that the term "accountant" does not include a person engaged only in clerical or ministerial tasks.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(a)(iii) Act
The term "Act" means the Sarbanes-Oxley Act of 2002, as amended.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); and SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(a)(iv) Associated Entity
The term "associated entity" means, with respect to a public accounting firm—
(1) any entity that directly, indirectly, or through one or more intermediaries, controls, or is controlled by, or is under common control
with, such public accounting firm; or
(2) any "associated entity," as used in Rule 2-01(f)(2) of Regulation
SX, 17 C.F.R. 210.2-01(f)(2), that would be considered part of that
firm for purposes of the Commission's auditor independence rules.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(a)(v) Audit
The term "audit" means an examination of the financial statements, reports,
documents, procedures, controls, or notices of any issuer, broker, or dealer by an
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independent public accounting firm in accordance with the rules of the Board
or the Commission, for the purpose of expressing an opinion on the financial
statements or providing an audit report.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); SEC Release No. 34-65163,
File No. PCAOB-2011-01 (August 18, 2011); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(a)(vi) Audit Report
The term "audit report" means a document, report, notice, or other record——
(1)

prepared following an audit performed for purposes of compliance
by an issuer, broker, or dealer with the requirements of the securities laws; and

(2)

in which a public accounting firm either—
(i) sets forth the opinion of that firm regarding a financial
statement, report, notice, or other document, procedures,
or controls; or
(ii) asserts that no such opinion can be expressed.

[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); SEC Release No. 34-65163,
File No. PCAOB-2011-01 (August 18, 2011); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(a)(vii) Audit Services
(1)

With respect to issuers, the term "audit services" means professional services rendered for the audit of an issuer's annual financial statements, and (if applicable) for the reviews of an issuer's
financial statements included in the issuer's quarterly reports or
services that are normally provided by the accountant in connection with statutory and regulatory filings or engagements for
those fiscal years;

(2)

With respect to brokers and dealers, the term "audit services"
means professional services rendered for the audit of a broker's
or dealer's annual financial statements, supporting schedules,
supplemental reports, and for the report on either a broker's or
dealer's compliance report or exemption report, as described in
Rule 17a- 5(g) under the Exchange Act.

[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); SEC Release No. 34-60497,
File No. PCAOB-2008-04 (August 13, 2009); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(a)(viii) Auditing and Related Professional Practice Standards.
The term "auditing and related professional practice standards" means the auditing standards, related attestation standards, quality control standards, ethical standards, and independence standards (including any rules implementing
Title II of the Act), and any other professional standards, that are established
or adopted by the Board under Section 103 of the Act.
[Effective pursuant to SEC Release No. 34-48730,
File No. PCAOB-2003-05 (October 31, 2003)]
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(a)(ix) Accounting Board Demand
The term "accounting board demand" means a command to produce documents
and/or to appear at a certain time and place to give testimony.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(a)(x) Accounting Board Request
The term "accounting board request" means a request to produce documents
and/or to appear at a certain time and place to give testimony.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(a)(xi) Appropriate State Regulatory Authority
The term "appropriate state regulatory authority" means the State agency or
other authority responsible for the licensure or other regulation of the practice
of accounting in the State or States having jurisdiction over a registered public
accounting firm or associated person thereof, with respect to the matter in
question.
[Effective pursuant to SEC Release No. 34-49787,
File No. PCAOB-2003-08 (June 1, 2004)]
(a)(xii) Auditor
The term "auditor" means both public accounting firms registered with the
Public Company Accounting Oversight Board and associated persons thereof.
[Effective pursuant to SEC Release No. 34-50331,
File No. PCAOB-2004-06 (September 8, 2004)]
(b)(i) Board
The term "Board" means the Public Company Accounting Oversight Board.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(b)(ii) Bar
The term "bar" means a permanent disciplinary sanction prohibiting a person
from being associated with a registered public accounting firm.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(b)(iii) Broker
The term "broker" means a broker (as defined in Section 3(a)(4) of the Exchange Act), that is required to file a balance sheet, income statement, or other
financial statement under Section 17(e)(1)(A) of that Act, where such balance
sheet, income statement, or financial statement is required to be certified by a
registered public accounting firm.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(b)(iv) Broker-Dealer Accounting Support Fee
The term "broker-dealer accounting support fee" means the portion of the accounting support fee established by the Board that is to be allocated among
brokers and dealers pursuant to the rules of the Board.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
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(c)(i) Commission
The term "Commission" means the Securities and Exchange Commission.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(c)(ii) Counsel
The term "counsel" means an attorney at law admitted to practice, and in good
standing, before the Supreme Court of the United States or the highest court
of any state.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(c)(iii) Common Equity
The term "common equity" means any class of common stock or an equivalent
interest, including but not limited to a unit of beneficial interest in a trust or a
limited partnership interest.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(d)(i) Disciplinary Proceeding
The term "disciplinary proceeding" means a proceeding initiated by an order
instituting proceedings, held for the purpose of determining whether or not a
registered public accounting firm, or any person associated with a registered
public accounting firm, has engaged in any act or practice, or omitted to act, in
violation of the Act, the Rules of the Board, the provisions of the securities laws
relating to the preparation and issuance of audit reports and the obligations
and liabilities of accountants with respect thereto, including the rules of the
Commission issued under the Act, or professional standards; or has failed reasonably to supervise an associated person in connection with any such violation
by that person; or has failed to cooperate with the Board in connection with an
investigation; and whether to impose a sanction pursuant to Rule 5300.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(d)(ii) Document
The term "document" is synonymous in meaning and equal in scope to its usage
in Federal Rule of Civil Procedure 34(a), including, without limitation, electronic or computerized data compilations. A draft or non-identical copy is a
separate document within the meaning of this term. In no event shall the term
"document" be construed to be limited to audit work papers.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(d)(iii) Dealer
The term "dealer" means a dealer (as defined in Section 3(a)(5) of the Exchange
Act), that is required to file a balance sheet, income statement, or other financial statement under Section 17(e)(1)(A) of that Act, where such balance
sheet, income statement, or financial statement is required to be certified by a
registered public accounting firm.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
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(e)(i) Exchange Act
The term "Exchange Act" means the Securities Exchange Act of 1934, as
amended.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(f)(i) Foreign Public Accounting Firm
The term "foreign public accounting firm" means a public accounting firm that
is organized and operates under the laws of a non-U.S. jurisdiction, government
or political subdivision thereof.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(f)(ii) Foreign Registered Public Accounting Firm
The term "foreign registered public accounting firm" means a foreign public
accounting firm that is a registered public accounting firm.
[Effective pursuant to SEC Release No. 34-50291,
File No. PCAOB-2004-04 (August 30, 2004)]
(f)(iii) Foreign Auditor Oversight Authority
The term "foreign auditor oversight authority" means any governmental body
or other entity empowered by a foreign government to conduct inspections of
public accounting firms or otherwise to administer or enforce laws related to
the regulation of public accounting firms.
[Effective pursuant to SEC Release No. 34-50291,
File No. PCAOB-2004-04 (August 30, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(h)(i) Hearing Officer
The term "hearing officer" means a person, other than a Board member or staff
of the interested division, duly authorized by the Board to preside at a hearing.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(i)(i) Issuer Market Capitalization
The terms "issuer market capitalization" and "market capitalization of an issuer" mean—
(1) Except as provided in paragraph (i)(i)(2) of this rule, the aggregate
market value of all classes of an issuer's voting and non-voting
common equity that trade in the United States; or
(2) With respect to an issuer: (i) that is registered under Section 8
of the Investment Company Act or has elected to be regulated
as a business development company pursuant to Section 54 of
the Investment Company Act, and (ii) whose securities are not
traded on a national securities exchange or whose share price is
not otherwise publicly available, the issuer's net asset value.
[Effective pursuant to SEC Release No. 34-48278,
File No. PCAOB-2003-02 (August 1, 2003); and SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(i)(ii) Investment Company Act
The term "Investment Company Act" means the Investment Company Act of
1940, as amended.
[Effective pursuant to SEC Release No. 34-48278,
File No. PCAOB-2003-02 (August 1, 2003)]
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(i)(iii) Issuer
The term "issuer" means an issuer (as defined in Section 3 of the Exchange Act),
the securities of which are registered under Section 12 of that Act, or that is
required to file reports under Section 15(d) of that Act, or that files or has filed
a registration statement that has not yet become effective under the Securities
Act of 1933, and that it has not withdrawn.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(i)(iv) Interested Division
The term "interested division" means a division or office of the Board assigned
primary responsibility by the Board to participate in a particular proceeding.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(i)(v) Issuer Accounting Support Fee
The term "issuer accounting support fee" means the portion of the accounting
support fee established by the Board that is to be allocated among issuers
pursuant to the rules of the Board.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(i)(vi) Invoice
The term "invoice" means the document sent by the Board to an issuer, broker,
or dealer, pursuant to Rule 7103, setting forth such issuer's, broker's, or dealer's
share of the accounting support fee under Section 109 of the Act and Rules 7101,
7102, and 7103.
[Effective pursuant to SEC Release No. 34-48278,
File No. PCAOB-2003-02 (August 1, 2003); and SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(n)(i) [Reserved]
[Effective pursuant to SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(n)(ii) Non-Audit Services
The term "non-audit services" means all services other than audit services,
other accounting services, and tax services.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); and SEC Release No. 34-60497,
File No. PCAOB-2008-04 (August 13, 2009)]
(n)(iii) Non-U.S. Inspection
The term "non-U.S. inspection" means an inspection of a foreign registered
public accounting firm conducted within a non-U.S. oversight system.
[Effective pursuant to SEC Release No. 34-50291,
File No. PCAOB-2004-04 (August 30, 2004)]
(o)(i) Other Accounting Services
The term "other accounting services" means assurance and related services
that are reasonably related to the performance of the audit or review of the
client's financial statements, other than audit services.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); SEC Release No. 34-60497,
File No. PCAOB-2008-04 (August 13, 2009); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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(o)(ii) Order Instituting Proceedings

The term "order instituting proceedings" means an order issued by the Board
commencing a disciplinary proceeding.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(p)(i) Person Associated With a Public Accounting Firm
(and Related Terms)
The terms "person associated with a public accounting firm" (or with a "registered public accounting firm" or "applicant") and "associated person of a public
accounting firm" (or of a "registered public accounting firm" or "applicant")
mean any individual proprietor, partner, shareholder, principal, accountant, or
professional employee of a public accounting firm, or any independent contractor or entity that, in connection with the preparation or issuance of any audit
report—
(1)

shares in the profits of, or receives compensation in any other
form from, that firm; or

(2)

participates as agent or otherwise on behalf of such accounting
firm in any activity of that firm;

provided, however, that these terms do not include a person engaged only in
clerical or ministerial tasks, or, for purposes of completing a registration application on Form 1, Part IX of an annual report on Form 2, or Part IV of a
Form 4 filed to succeed to the registration status of a predecessor, these terms
do not include a person whom the public accounting firm reasonably believes is
a person primarily associated with another registered public accounting firm.
Note: Section 2(a)(9)(C) of the Act provides that, for purposes of, among other
things, Section 105 of the Act, and the Board's rules thereunder, the terms
defined in Rule 1001(p)(i) shall include any person associated, seeking to become
associated, or formerly associated with a public accounting firm, except that:

(1) the authority to conduct an investigation of such person
under Section 105(b) of the Act shall apply only with respect to any act or practice, or omission to act, by the person while such person was associated or seeking to become
associated with a registered public accounting firm; and
(2) the authority to commence a disciplinary proceeding under
Section 105(c)(1) of the Act, or impose sanctions against
such person under Section 105(c)(4) of the Act, shall apply
only with respect to:
(i) conduct occurring while such person was associated or seeking to become associated with a registered public accounting firm; or
(ii) non-cooperation, as described in Section 105(b)(3)
of the Act, with respect to a demand in a Board
investigation for testimony, documents, or other
information relating to a period when such person
was associated or seeking to become associated
with a registered public accounting firm.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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(p)(ii) Play a Substantial Role in the Preparation or Furnishing of an
Audit Report
The phrase "play a substantial role in the preparation or furnishing of an audit
report" means—
(1)

to perform material services that a public accounting firm uses or
relies on in issuing all or part of its audit report, or

(2)

to perform the majority of the audit procedures with respect to a
subsidiary or component of any issuer, broker, or dealer, the assets
or revenues of which constitute 20% or more of the consolidated
assets or revenues of such issuer, broker, or dealer, necessary for
the principal auditor to issue an audit report.

Note 1: For purposes of paragraph (1) of this definition, the term "material
services" means services, for which the engagement hours or fees constitute
20% or more of the total engagement hours or fees, respectively, provided by
the principal auditor in connection with the issuance of all or part of its audit
report. The term does not include non-audit services provided to non-audit
clients.
Note 2: For purposes of paragraph (2) of this definition, the phrase "subsidiary or
component" is meant to include any subsidiary, division, branch, office or other
component of an issuer, broker, or dealer, regardless of its form of organization
and/or control relationship with the issuer, broker, or dealer.
Note 3: For purposes of determining "20% or more of the consolidated assets or
revenues" under paragraph (2) of this Rule, this determination should be made
at the beginning of the issuer's, broker's, or dealer's fiscal year using prior
year information and should be made only once during the issuer's, broker's, or
dealer's fiscal year.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(p)(iii) Public Accounting Firm
The term "public accounting firm" means a proprietorship, partnership, incorporated association, corporation, limited liability company, limited liability
partnership, or other legal entity that is engaged in the practice of public accounting or preparing or issuing audit reports.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(p)(iv) Person
The term "person" means any natural person or any business, legal or governmental entity or association.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(p)(v) Party
The term "party" means the interested division, any person named as a respondent in an order instituting proceedings or notice of a hearing, any applicant
named in the caption of any order, or any person seeking Board review of a
decision.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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(p)(vi) Professional Standards
The term "professional standards" means—
(A)

accounting principles that are—
(i) established by the standard setting body described in section 19(b) of the Securities Act, or prescribed by the Commission under section 19(a) of the Securities Act or section
13(b) of the Exchange Act; and
(ii) relevant to audit reports for particular issuers, brokers, or
dealers, or dealt with in the quality control system of a
particular registered public accounting firm; and

(B)

auditing standards, standards for attestation engagements, quality control policies and procedures, ethical and competency standards, and independence standards (including rules implementing Title II of the Act) that the Board or the Commission
determines—
(i) relate to the preparation or issuance of audit reports for
issuers, brokers, or dealers; and
(ii) are established or adopted by the Board under section
103(a) of the Act, or are promulgated as rules of the Commission.

[Effective pursuant to SEC Release No. 34-49787,
File No. PCAOB-2003-08 (June 1, 2004); SEC Release No. 34-65163,
File No. PCAOB-2011-01 (August 18, 2011); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(r)(i) Registered Public Accounting Firm
The term "registered public accounting firm" means a public accounting firm
registered with the Board.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(r)(ii) Rules or Rules of the Board
The terms "Rules" or "Rules of the Board" mean the bylaws and rules of the
Board (as submitted to and approved, modified, or amended by the Commission
in accordance with Section 107 of the Act) and those stated policies, practices,
and interpretations of the Board that the Commission, by rule, may deem to be
rules of the Board, as necessary or appropriate in the public interest or for the
protection of investors.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(r)(iii) Revocation
The term "revocation" means a permanent disciplinary sanction terminating a
firm's registration.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004)]
(s)(i) Securities Act
The term "Securities Act" means the Securities Act of 1933, as amended.
[Effective pursuant to SEC Release No. 34-48278,
File No. PCAOB-2003-02 (August 1, 2003)]
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(s)(ii) Securities Laws
The term "securities laws" means the provisions of the law referred to in Section
3(a)(47) of the Exchange Act, as amended by the Act, and includes the rules,
regulations, and orders issued by the Commission thereunder.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(s)(iii) State
The term "State" means any state of the United States, the District of Columbia,
Puerto Rico, the Virgin Islands, or any other territory or possession of the United
States.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(s)(iv) Suspension
The term "suspension" means a temporary disciplinary sanction, which lapses
by its own terms, prohibiting—
(1)

a registered public accounting firm from preparing or issuing, or
participating in the preparation or issuance of, any audit report;
or

(2)

a person from being associated with a registered public accounting
firm.

[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(s)(v) Self-Regulatory Organization
The term "self-regulatory organization" means any national securities exchange, registered securities association, or registered clearing agency, or
(solely for purposes of Sections 19(b), 19(c), and 23(b) of the Exchange Act)
the Municipal Securities Rulemaking Board established by Section 15B of the
Exchange Act.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
(s)(vi) Secretary
The term "Secretary" means the Secretary of the Board.
[Effective pursuant to SEC Release No. 34-49704,
File No. PCAOB-2003-07 (May 14, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
(t)(i) Tax Services
The term "tax services" means professional services rendered for tax compliance, tax advice, and tax planning.
[Effective pursuant to SEC Release No. 34-48180,
File No. PCAOB-2003-03 (July 16, 2003)]
(t)(ii) Tentative Net Capital
The term "tentative net capital" has the same meaning as such term is defined
under Rule 15c3-1(c)(15) under the Exchange Act.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]

RB §1001

General Provisions

2839

(t)(iii) Total Accounting Support Fee
The term "total accounting support fee" means the fee described in Rule 7100.
[Effective pursuant to SEC Release No. 34-65162,
File No. PCAOB-2011-02 (August 18, 2011)]
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SECTION 3

AUDITING AND RELATED PROFESSIONAL
PRACTICE STANDARDS
Part 1—General Requirements
Rule 3100. Compliance with Auditing and Related Professional
Practice Standards.
A registered public accounting firm and its associated persons shall comply
with all applicable auditing and related professional practice standards.
[Effective pursuant to SEC Release No. 34-48730,
File No. PCAOB-2003-05 (October 31, 2003)]

Rule 3101. Certain Terms Used in Auditing and Related
Professional Practice Standards.
(a)

The Board's auditing and related professional practice standards
use certain terms set forth in this rule to describe the degree of
responsibility that the standards impose on auditors.
(1) Unconditional Responsibility: The words "must,"
"shall," and "is required" indicate unconditional responsibilities. The auditor must fulfill responsibilities of this
type in all cases in which the circumstances exist to which
the requirement applies. Failure to discharge an unconditional responsibility is a violation of the relevant standard
and Rule 3100.
(2) Presumptively Mandatory Responsibility: The word
"should" indicates responsibilities that are presumptively
mandatory. The auditor must comply with requirements
of this type specified in the Board's standards unless the
auditor demonstrates that alternative actions he or she followed in the circumstances were sufficient to achieve the
objectives of the standard. Failure to discharge a presumptively mandatory responsibility is a violation of the relevant standard and Rule 3100 unless the auditor demonstrates that, in the circumstances, compliance with the
specified responsibility was not necessary to achieve the
objectives of the standard.
Note: In the rare circumstances in which the auditor believes the objectives of the standard can be met by alternative means, the auditor, as part of documenting the planning and performance of the work, must document the
information that demonstrates that the objectives were
achieved.
(3) Responsibility To Consider: The words "may," "might,"
"could," and other terms and phrases describe actions and
procedures that auditors have a responsibility to consider.
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Matters described in this fashion require the auditor's attention and understanding. How and whether the auditor implements these matters in the audit will depend on
the exercise of professional judgment in the circumstances
consistent with the objectives of the standard.
Note: If a Board standard provides that the auditor "should
consider" an action or procedure, consideration of the action or procedure is presumptively mandatory, while the
action or procedure is not.
(b) The terminology in paragraph (a) of this rule applies to the responsibilities imposed by the auditing and related professional
practice standards, including the interim standards adopted in
Rules 3200T, 3300T, 3400T, 3500T, and 3600T.
[Effective pursuant to SEC Release No. 34-50331,
File No. PCAOB-2004-06 (September 8, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with generally
accepted auditing standards, as described in the AICPA Auditing Standards
Board's Statement of Auditing Standards No. 95, as in existence on April 16,
2003 (Codification of Statements on Auditing Standards, AU § 150 (AICPA
2002)), to the extent not superseded or amended by the Board.
[Effective pursuant to SEC Release Nos 33-8233 & 34-47746
(April 25, 2003); SEC Release No. 34-49624,
File No. PCAOB-2003-11 (April 28, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA's Auditing Standards Board's Statement on Standards for Attestation Engagements No. 10
(Codification of Statements on Auditing Standards, AT § 101.01 (AICPA 2002))
and (ii) related to the preparation or issuance of audit reports, a registered public accounting firm, and its associated persons, shall comply with the AICPA
Auditing Standards Board's Statements on Standards for Attestation Engagements, and related interpretations and Statements of Position, as in existence
on April 16, 2003, to the extent not superseded or amended by the Board.
[Effective pursuant to SEC Release Nos 33-8233 & 34-47746
(April 25, 2003); SEC Release No. 34-49624,
File No. PCAOB-2003-11 (April 28, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(a) the AICPA's Auditing Standards Board's Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Professional Standards, QC §§ 20–40 (AICPA 2002)), to the extent
not superseded or amended by the Board; and
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(b)

the AICPA SEC Practice Section's Requirements of Membership
(d), (l), (m), (n)(1) and (o), as in existence on April 16, 2003 (AICPA
SEC Practice Section Manual § 1000.08(d), (j), (m), (n)(1) and (o)),
to the extent not superseded or amended by the Board.
Note: The AICPA SEC Practice Section's Requirements of Membership only apply to those registered public accounting firms
that were members of the AICPA SEC Practice Section on April
16, 2003.
[Effective pursuant to SEC Release Nos 33-8233 & 34-47746
(April 25, 2003); SEC Release No. 34-49624,
File No. PCAOB-2003-11 (April 28, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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Part 5—Ethics and Independence
Rule 3500T. Interim Ethics and Independence Standards.
(a)

In connection with the preparation or issuance of any audit report,
a registered public accounting firm, and its associated persons, shall
comply with ethics standards, as described in the AICPA's Code of Professional Conduct Rule 102, and interpretations and rulings thereunder, as in existence on April 16, 2003 (AICPA Professional Standards,
ET §§ 102 and 191 (AICPA 2002)), to the extent not superseded or
amended by the Board.
(b) In connection with the preparation or issuance of any audit report,
a registered public accounting firm, and its associated persons, shall
comply with independence standards—
(1) as described in the AICPA's Code of Professional Conduct Rule
101, and interpretations and rulings thereunder, as in existence
on April 16, 2003 (AICPA Professional Standards, ET §§ 101 and
191 (AICPA 2002)), to the extent not superseded or amended by
the Board; and
(2) Standards Nos. 2 and 3, and Interpretation 99-1 of the Independence Standards Board, to the extent not superseded or amended
by the Board.
Note: The Board's Interim Independence Standards do not supersede the Commission's auditor independence rules. See Rule 2-01
of Reg. S-X, 17 C.F.R. § 210.2-01. Therefore, to the extent that
a provision of the Commission's rule is more restrictive—or less
restrictive—than the Board's Interim Independence Standards,
a registered public accounting firm must comply with the more
restrictive rule.
[Effective pursuant to SEC Release Nos 33-8233 & 34-47746
(April 25, 2003); SEC Release No. 34-49624,
File No. PCAOB-2003-11 (April 28, 2004); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3501. Definitions of Terms Employed in Section 3,
Part 5 of the Rules.
When used in Section 3, Part 5 of the Rules, unless the context otherwise requires:
(a)(i) Affiliate of the Accounting Firm.
The term "affiliate of the accounting firm" (or "affiliate of the registered public
accounting firm" or "affiliate of the firm") includes the accounting firm's parents;
subsidiaries; pension, retirement, investment or similar plans; and any associated entities of the firm, as that term is used in Rule 2-01 of the Commission's
Regulation SX, 17 C.F.R. § 210.2-01(f)(2).
(a)(ii) Affiliate of the Audit Client.
The term "affiliate of the audit client" means—
(1)
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with the audit client, including the audit client's parents and subsidiaries;
(2)

An entity over which the audit client has significant influence,
unless the entity is not material to the audit client;

(3)

An entity that has significant influence over the audit client, unless the audit client is not material to the entity; and

(4)

Each entity in the investment company complex when the audit client is an entity that is part of an investment company
complex.

(a)(iii) Audit and Professional Engagement Period.
The term "audit and professional engagement period" includes both—
(1)

The period covered by any financial statements being audited or
reviewed (the "audit period"); and

(2)

The period of the engagement to audit or review the audit client's
financial statements or to prepare a report filed with the Commission (the "professional engagement period")—
(A) The professional engagement period begins when the registered public accounting firm either signs an initial engagement letter (or other agreement to review or audit a
client's financial statements) or begins audit, review, or
attest procedures, whichever is earlier; and
(B) The professional engagement period ends when the audit
client or the registered public accounting firm notifies the
Commission that the client is no longer that firm's audit
client.

(3)

For audits of the financial statements of foreign private issuers,
the "audit and professional engagement period" does not include
periods ended prior to the first day of the last fiscal year before the
foreign private issuer first filed, or was required to file, a registration statement or report with the Commission, provided there
has been full compliance with home country independence standards in all prior periods covered by any registration statement
or report filed with the Commission.

(a)(iv) Audit Client.
The term "audit client" means the entity whose financial statements or other
information is being audited, reviewed, or attested and any affiliates of the
audit client.
(a)(v) Audit Committee.
The term "audit committee" means a committee (or equivalent body) established by and among the board of directors of an entity for the purpose of overseeing the accounting and financial reporting processes of the entity and audits
of the financial statements of the entity; if no such committee exists with respect
to the entity, the entire board of directors of the entity. For audits of non-issuers,
if no such committee or board of directors (or equivalent body) exists with respect to the entity, "audit committee" means the person(s) who oversee(s) the
accounting and financial reporting processes of the entity and audits of the
financial statements of the entity.
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(c)(i) Confidential Transaction.
The term "confidential transaction" means—
(1)

In general. A confidential transaction is a transaction that is offered to a taxpayer under conditions of confidentiality and for
which the taxpayer has paid an advisor a fee.

(2)

Conditions of confidentiality. A transaction is considered to be
offered to a taxpayer under conditions of confidentiality if the
advisor who is paid the fee places a limitation on disclosure by the
taxpayer of the tax treatment or tax structure of the transaction
and the limitation on disclosure protects the confidentiality of that
advisor's tax strategies. A transaction is treated as confidential
even if the conditions of confidentiality are not legally binding on
the taxpayer. A claim that a transaction is proprietary or exclusive
is not treated as a limitation on disclosure if the advisor confirms
to the taxpayer that there is no limitation on disclosure of the tax
treatment or tax structure of the transaction.

(3)

Determination of fee. For purposes of this definition, a fee includes
all fees for a tax strategy or for services for advice (whether or not
tax advice) or for the implementation of a transaction. These fees
include consideration in whatever form paid, whether in cash or
in kind, for services to analyze the transaction (whether or not
related to the tax consequences of the transaction), for services
to implement the transaction, for services to document the transaction, and for services to prepare tax returns to the extent that
the fees exceed the fees customary for return preparation. For purposes of this definition, a taxpayer also is treated as paying fees to
an advisor if the taxpayer knows or should know that the amount
it pays will be paid indirectly to the advisor, such as through a
referral fee or fee-sharing arrangement. A fee does not include
amounts paid to a person, including an advisor, in that person's
capacity as a party to the transaction. For example, a fee does not
include reasonable charges for the use of capital or the sale or use
of property.

(4)

Related parties. For purposes of this definition, persons who bear
a relationship to each other as described in section 267(b) or 707(b)
of the Internal Revenue Code will be treated as the same person.

(c)(ii) Contingent Fee.
The term "contingent fee" means—
(1)

Except as stated in paragraph (2) below, any fee established for
the sale of a product or the performance of any service pursuant to
an arrangement in which no fee will be charged unless a specified
finding or result is attained, or in which the amount of the fee is
otherwise dependent upon the finding or result of such product or
service.

(2)

Solely for the purposes of this definition, a fee is not a "contingent
fee" if the amount is fixed by courts or other public authorities
and not dependent on a finding or result.

(f)(i) Financial Reporting Oversight Role.
The term "financial reporting oversight role" means a role in which a person
is in a position to or does exercise influence over the contents of the financial
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statements or anyone who prepares them, such as when the person is a member of the board of directors or similar management or governing body, chief
executive officer, president, chief financial officer, chief operating officer, general
counsel, chief accounting officer, controller, director of internal audit, director
of financial reporting, treasurer, or any equivalent position.
(i)(i) Immediate Family Member.
The term "immediate family member" means a person's spouse, spousal equivalent, and dependents.
(i)(ii) Investment Company Complex.
(1)

The term "investment company complex" includes—
(i) An investment company and its investment adviser or
sponsor;
(ii) Any entity controlled by or controlling an investment adviser or sponsor in paragraph (i) of this definition, or any
entity under common control with an investment adviser
or sponsor in paragraph (i) of this definition if the entity—
(A) Is an investment adviser or sponsor; or
(B) Is engaged in the business of providing administrative, custodian, underwriting, or transfer
agent services to any investment company, investment adviser, or sponsor; and
(iii) Any investment company or entity that would be an investment company but for the exclusions provided by section
3(c) of the Investment Company Act (15 U.S.C. § 80a-3(c))
that has an investment adviser or sponsor included in this
definition by either paragraph (i) or (ii) of this definition.

(2)

An investment adviser, for purposes of this definition, does not include a sub-adviser whose role is primarily portfolio management
and is subcontracted with or overseen by another investment adviser.

(3)

A sponsor, for purposes of this definition, is an entity that establishes a unit investment trust.

[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3502. Responsibility Not to Knowingly or Recklessly
Contribute to Violations.
A person associated with a registered public accounting firm shall not take or
omit to take an action knowing, or recklessly not knowing, that the act or omission would directly and substantially contribute to a violation by that registered
public accounting firm of the Act, the Rules of the Board, the provisions of the
securities laws relating to the preparation and issuance of audit reports and
the obligations and liabilities of accountants with respect thereto, including the
rules of the Commission issued under the Act, or professional standards.
[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006)]
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Subpart 1—Independence
Rule 3520. Auditor Independence.
A registered public accounting firm and its associated persons must be independent of the firm's audit client throughout the audit and professional engagement
period.
Note 1: Under Rule 3520, a registered public accounting firm or associated person's independence obligation with respect to an audit client encompasses not
only an obligation to satisfy the independence criteria applicable to the engagement set out in the rules and standards of the PCAOB, but also an obligation to
satisfy all other independence criteria applicable to the engagement, including
the independence criteria set out in the rules and regulations of the Commission
under the federal securities laws.
Note 2: Rule 3520 applies only to those associated persons of a registered public
accounting firm required to be independent of the firm's audit client by standards, rules or regulations of the Board or Commission or other applicable
independence criteria.

[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3521. Contingent Fees.
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period, provides any service or product to the audit client for a contingent fee or a
commission, or receives from the audit client, directly or indirectly, a contingent
fee or commission.
[Effective pursuant to SEC Release No. 34-53677;
File No. PCAOB-2006-01; April 19, 2006]

Rule 3522. Tax Transactions.
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period, provides any non-audit service to the audit client related to marketing,
planning, or opining in favor of the tax treatment of, a transaction—
(a)
(b)

RB §3520

Confidential Transactions—that is a confidential transaction;
or
Aggressive Tax Position Transactions—that was initially recommended, directly or indirectly, by the registered public accounting firm and a significant purpose of which is tax avoidance, unless
the proposed tax treatment is at least more likely than not to be
allowable under applicable tax laws.
Note 1: With respect to transactions subject to the United States
tax laws, paragraph (b) of this rule includes, but is not limited to,
any transaction that is a listed transaction within the meaning of
26 C.F.R. § 1.6011(b)(2).
Note 2: A registered public accounting firm indirectly recommends a transaction when an affiliate of the firm or another tax
advisor, with which the firm has a formal agreement or other
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arrangement related to the promotion of such transactions, recommends engaging in the transaction.
[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006)]

Rule 3523. Tax Services for Persons in Financial Reporting
Oversight Roles.
A registered public accounting firm is not independent of an issuer audit client if
the firm, or any affiliate of the firm, during the professional engagement period
provides any tax service to a person in a financial reporting oversight role at the
issuer audit client, or an immediate family member of such person, unless—
(a)

the person is in a financial reporting oversight role at the issuer
audit client only because he or she serves as a member of the
board of directors or similar management or governing body of
the audit client;

(b)

the person is in a financial reporting oversight role at the issuer
audit client only because of the person's relationship to an affiliate
of the entity being audited—
(1) whose financial statements are not material to the consolidated financial statements of the entity being audited;
or
(2) whose financial statements are audited by an auditor other
than the firm or an associated person of the firm; or

(c)

the person was not in a financial reporting oversight role at the
audit client before a hiring, promotion, or other change in employment event and the tax services are—
(1) provided pursuant to an engagement in process before the
hiring, promotion, or other change in employment event;
and
(2) completed on or before 180 days after the hiring or promotion event.
Note: In an engagement for an issuer audit client whose financial statements for the first time will be required to be audited
pursuant to the standards of the PCAOB, the provision of tax services to a person covered by Rule 3523 before the earlier of the
date that the firm: (1) signed an initial engagement letter or other
agreement to perform an audit pursuant to the standards of the
PCAOB, or (2) began procedures to do so, does not impair a registered public accounting firm's independence under Rule 3523.

[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006); SEC Release No. 34-58415,
File No. PCAOB-2008-03 (August 22, 2008); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3524. Audit Committee Pre-approval of Certain
Tax Services.
In connection with seeking audit committee pre-approval to perform for an
issuer audit client any permissible tax service, a registered public accounting

RB §3524

2850

Select Rules of the Board

firm shall—
(a)

describe, in writing, to the audit committee of the issuer—
(1) the scope of the service, the fee structure for the engagement, and any side letter or other amendment to the engagement letter, or any other agreement (whether oral,
written, or otherwise) between the firm and the audit
client, relating to the service; and
(2) any compensation arrangement or other agreement, such
as a referral agreement, a referral fee or fee-sharing arrangement, between the registered public accounting firm
(or an affiliate of the firm) and any person (other than the
audit client) with respect to the promoting, marketing, or
recommending of a transaction covered by the service;

(b)

discuss with the audit committee of the issuer the potential effects
of the services on the independence of the firm; and

(c)

document the substance of its discussion with the audit committee
of the issuer.

[Effective pursuant to SEC Release No. 34-53677,
File No. PCAOB-2006-01 (April 19, 2006); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]

Rule 3525. Audit Committee Pre-approval of Non-audit Services
Related to Internal Control Over Financial Reporting.
In connection with seeking audit committee pre-approval to perform for an
issuer audit client any permissible non-audit service related to internal control
over financial reporting, a registered public accounting firm shall—
(a)

describe, in writing, to the audit committee of the issuer the scope
of the service;

(b)

discuss with the audit committee of the issuer the potential effects
of the service on the independence of the firm; and
Note: Independence requirements provide that an auditor is not
independent of his or her audit client if the auditor is not, or a
reasonable investor with knowledge of all relevant facts and circumstances would conclude that the auditor is not, capable of
exercising objective and impartial judgment on all issues encompassed within the accountant's engagement. Several principles
guide the application of this general standard, including whether
the auditor assumes a management role or audits his or her own
work. Therefore, an auditor would not be independent if, for example, management had delegated its responsibility for internal
control over financial reporting to the auditor or if the auditor had
designed or implemented the audit client's internal control over
financial reporting.

(c)

document the substance of its discussion with the audit committee
of the issuer.

[Effective pursuant to SEC Release No. 34-56152,
File No. PCAOB-2007-02 (July 27, 2007); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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Rule 3526. Communication with Audit Committees
Concerning Independence.
A registered public accounting firm must—
(a) prior to accepting an initial engagement pursuant to the standards of the PCAOB—
(1) describe, in writing, to the audit committee of the potential
audit client, all relationships between the registered public
accounting firm or any affiliates of the firm and the potential audit client or persons in financial reporting oversight
roles at the potential audit client that, as of the date of
the communication, may reasonably be thought to bear on
independence;
(2) discuss with the audit committee of the potential audit
client the potential effects of the relationships described
in subsection (a)(1) on the independence of the registered
public accounting firm, should it be appointed the potential
audit client's auditor; and
(3) document the substance of its discussion with the audit
committee of the potential audit client.
(b) at least annually with respect to each of its audit clients—
(1) describe, in writing, to the audit committee of the audit
client, all relationships between the registered public accounting firm or any affiliates of the firm and the audit
client or persons in financial reporting oversight roles at
the audit client that, as of the date of the communication,
may reasonably be thought to bear on independence;
(2) discuss with the audit committee of the audit client the
potential effects of the relationships described in subsection (b)(1) on the independence of the registered public
accounting firm;
(3) affirm to the audit committee of the audit client, in writing,
that, as of the date of the communication, the registered
public accounting firm is independent in compliance with
Rule 3520; and
(4) document the substance of its discussion with the audit
committee of the audit client.
[Effective pursuant to SEC Release No. 34-58415,
File No. PCAOB-2008-03 (August 22, 2008); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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Part 7—Establishment of Professional Standards
Rule 3700. Advisory Groups.
(a) Formation.
To assist it in carrying out its responsibility to establish auditing and related
professional practice standards, the Board will convene one or more advisory
groups, in accordance with Section 103(a)(4) of the Act.
(b) Composition.
Advisory groups, in combination or as sub-groups designated by the Board
within one advisory group, will contain individuals with expertise in one or
more of the following areas—
(1) accounting;
(2) auditing;
(3) corporate finance;
(4) corporate governance;
(5) investing in public companies; and
(6) other areas that the Board deems to be relevant to one or more
auditing or related professional practice standards
(c) Selection of Members of Advisory Groups.
Members of advisory groups will be selected by the Board, in its sole discretion,
based upon nominations, including self-nominations, received from any person
or organization.
Note: The Board will announce, from time to time, periods during which it will
receive nominations to an advisory group. During those periods, nominations
may be submitted by any person or organization, including, but not limited to,
any investor, any accounting firm, any issuer, broker, dealer, and any institution
of higher learning.

(d) Personal Membership.
Membership in an advisory group will be personal to the individuals selected
to serve on the advisory group. A member's functions and responsibilities, including attendance at meetings, may not be delegated to others.
(e) Ethical Duties of Advisory Group Members.
Members of an advisory group shall comply with EC3, EC8(a), EC9, and, with
respect to any private publication or public statement about the Board or any
advisory group or any of the activities of the Board or any advisory group, EC10
of the Board's Ethics Code.
(f) Ad Hoc Task Forces.
The Board may, in its discretion, establish ad hoc task forces. The membership
of such task forces may include, but is not limited to, advisory group members.
To the extent not otherwise required, members of ad hoc task forces shall comply
with paragraph (e) of this Rule.
[Effective pursuant to SEC Release No. 34-48730,
File No. PCAOB-2003-05 (October 31, 2003); and SEC Release No. 34-72087,
File No. PCAOB-2013-03 (May 2, 2014)]
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The Sarbanes-Oxley Act (act) authorizes the Public Company Accounting Oversight Board (PCAOB) to establish auditing and related attestation, quality control, ethics, and independence standards to be used
by registered public accounting firms in the preparation and issuance of
audit reports for entities subject to the act or the rules of the Securities
and Exchange Commission (SEC). Accordingly, public accounting firms
registered with the PCAOB are required to adhere to all PCAOB standards in the audits of issuers, as defined by the act, and other entities
when prescribed by the rules of the SEC.
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Establishment of Interim Professional
Auditing Standards

PCAOB Release No. 2003-006
April 18, 2003

Summary:
The Public Company Accounting Oversight Board ("Board" or "PCAOB") has
established interim standards of auditing, attestation, quality control, ethics,
and independence ("Interim Professional Auditing Standards"). Section 103(a)
of the Sarbanes-Oxley Act of 2002 ("Act") provides that the Board shall, by rule,
establish auditing and related attestation, quality control, and ethics standards
to be used by registered public accounting firms in the preparation and issuance
of audit reports. Section 103(b) authorizes the Board to adopt rules relating
to auditor independence. The Board's Interim Professional Auditing Standards
were promulgated by various other bodies and pre-date the determination of the
Securities and Exchange Commission ("Commission"), under Section 101(d),
that the Board is capable of carrying out its responsibilities under the Act.
Unlike other Rules of the Board, under Section 103(a)(3)(B) of the Act, the
Board's Interim Professional Auditing Standards "shall be separately approved
by the Commission at the time of the determination, without regard to the
procedures required by Section 107" of the Act regarding rulemaking.
This release describes the standards that the Board has adopted as Interim
Professional Auditing Standards on an initial, transitional basis in order to
assure continuity and certainty in the standards that govern audits of public
companies. They will remain in effect while the Board conducts a review of standards applicable to registered public accounting firms, as discussed in PCAOB
Release No. 2003-005. Based on this review, the Board may modify, repeal, replace or adopt permanently the Interim Professional Auditing Standards, or
any part thereof, by rulemaking according to the Board's procedures for the
establishment of professional auditing standards and subject to Commission
approval.

Board Contacts:
Gordon Seymour, Acting General Counsel (202/207-9034; seymourg@pcaobus.
org), or Samantha Ross, Special Counsel to the Acting Chairman (202/207-9093;
rosss@pcaobus.org).
******
The Board has adopted Interim Professional Auditing Standards to govern the
conduct of audits of public companies (i.e., "issuers" as defined in the Act). The
Act provides that "[p]re-existing standards of designated professional groups
of accountants may be adopted during the Board's transitional period,"1 i.e.,
before the Commission's determination, under Section 101(d), that the Board
is "organized and has the capacity to carry out the requirements of Title I" of
the Act. Specifically, Section 103(a)(3)(B) and 103(a)(3)(A)(i) of the Act provide
for the Board to adopt, as initial or transitional standards, "any portion of any
1

See S. Rep. No. 107-205, at 8 (2002).
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statement of auditing standards or other professional standards" that satisfy
the requirements of Section 103(a)(1) of the Act. These interim standards are
to be "separately approved by the Commission at the time of the determination,
without regard to the procedures required by Section 107" of the Act regarding
rulemaking, which will govern the Board's permanent standards.2
Despite the need to adopt these existing standards on an initial, transitional
basis in order to assure continuity and certainty in the standards that govern
audits of public companies, the Board has not determined whether it would be
appropriate to include any of the Interim Professional Auditing Standards as
permanent Board standards. In order to make that determination, the Board
will establish a schedule and procedure for the review of all Interim Professional
Auditing Standards.3 The objective of that review will be to determine, on a
standard-by-standard basis, whether the Interim Professional Auditing Standards should become permanent standards of the Board, should be repealed,
or should be modified. As the review of each interim standard is completed, the
Board will adopt that standard as a permanent Professional Auditing Standard, with or without modifications, will repeal the standard, or will take any
other appropriate action regarding the standard.
The Interim Professional Auditing Standards consist of five rules (Rules 3200T,
3300T, 3400T, 3500T, and 3600T). Appendices 1 and 2 to this release contain,
respectively, the text of these rules and a section-by-section analysis of the
rules. Section A of this release provides an overview of the Interim Professional
Auditing Standards and of the Board's reasons for adopting these standards.
Section B of this release describes the effective date of the Interim Professional
Auditing Standards and the procedure for Commission approval of these standards..., other than as provided in section 103(a)(3)(B) with respect to initial or
transitional standards."

A. Overview of the Interim Professional
Auditing Standards
1. Interim Auditing Standards
Auditors of public companies that issue securities are required to provide audit
reports that "state whether the audit was made in accordance with generally
accepted auditing standards" ("GAAS").4 The Commission's Division of Corporation Finance will not accept an audit report on the financial statements of an
issuer unless the report states that the audit to which it relates was conducted
in accordance with GAAS in the United States.5
Before the enactment of the Act, U.S. GAAS were established by the American Institute of Certified Public Accountants ("AICPA"). General standards on
auditing, as well as standards relating to audit field work and audit reports,
were approved and adopted by the membership of the AICPA, and amended
by the AICPA's Auditing Standards Board ("ASB"). In addition, the ASB has

2
Section 103(a)(3)(B) of the Act. Section 107(b)(2) of the Act provides that "[n]o rule of the Board
shall become effective without prior approval of the Commission.
3
See PCAOB Release No. 2003-005 (April 18, 2003).
4
See Regulation S-X, § 2-02, 17 C.F.R. § 210.2-02.
5
"All financial statements filed with the SEC are required to be audited in accordance with US
GAAS, with an explicit statement of that fact in the auditor's report." See Division of Corporation
Finance Current Accounting and Disclosure Issues (August 31, 2001), http://www.sec.gov/divisions/
corpfin/acctdisc.htm.
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developed and issued 101 Statements of Auditing Standards ("SAS") through
a process that has included deliberations in public meetings, public exposure
of draft statements, and adoption of statements approved by the ASB.6 GAAS
also require an auditor to "be aware of and consider" certain AICPA interpretive
publications, such as auditing Interpretations of the SASs, auditing guidance
included in AICPA Audit and Accounting Guides, and AICPA auditing Statements of Position.7
Subject to the Commission's oversight authority, the Act gives the Board the
exclusive, statutory power to establish and amend Professional Auditing Standards to be used by registered public accounting firms in the preparation and
issuance of audit reports.8 The Board's Professional Auditing Standards supercede standards established by professional organizations, with respect to
the preparation or issuance of audit reports on the financial statements of issuers. In Release No. 2003-005, the Board announced its intention to establish
Professional Auditing Standards through an open process in which the accounting profession, the preparers of financial statements, the investor community,
and others will have the opportunity to participate. The Board also announced
in that release a plan to review existing GAAS and, when appropriate, change
or establish new GAAS.
In order to assure continuity and certainty in the standards that govern audits
of public companies during the Board's review, the Board has determined that
GAAS proposed and promulgated by the AICPA and the ASB, as they existed
on April 16, 2003, should be adopted as Interim Auditing Standards, pursuant
to Section 103(a)(3)(B). Accordingly, the Board has adopted Rule 3200T to require that registered public accounting firms comply with its Interim Auditing
Standards in the performance of audits, or interim reviews,9 of the financial
statements of issuers. The Board intends that these GAAS continue to have
the same authority they have currently unless and until the Board supercedes
them.

2. Interim Attestation Standards
Section 103(a)(1) authorizes the Board to establish "auditing and related attestation standards."10 Consistent with the Interim Auditing Standards, the
6
See SAS No. 95, Codification of Statements on Auditing Standards ("Codification"), AU § 150.03
(AICPA 2002).
7
In addition, SAS No. 95 also refers to other auditing publications, such as articles in the Journal of Accountancy and other professional journals, including publications by state CPA societies,
textbooks, and guidebooks, that have contributed to the development of GAAS. Before applying the
guidance in an "other auditing publication," an auditor "should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate." SAS No. 95, Codification
at AU § 150.08.
8
Section 3(c)(2) of the Act provides that "[n]othing in this Act or the rules of the Board shall be
construed to impair or limit . . . the authority of the Commission to set standards for accounting or
auditing practices or auditor independence, derived from other provisions of the securities laws or the
rules or regulations thereunder, for purposes of the preparation and issuance of any audit report, or
otherwise under applicable law."
9
Interim reviews of financial information are integrally related to audits. See generally SAS No.
100. For example, SAS No. 100 makes clear that the general standards on auditing discussed in SAS
No. 95 "are applicable to a review of interim financial information." See id. at ¶ 1; see also id. at ¶¶
12-13 (requiring new auditor conducting initial review of interim financial information to perform
procedures, including making inquiries and reviewing the work papers of predecessor auditor and
obtaining knowledge of entity's internal controls).
10
Section 2(a)(10) of the Act also defines Professional Standards to include "standards for attestation engagements . . . that the Board or the Commission determines . . . relate to the preparation
or issuance of audit reports for issuers."
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Board's Rule 3300T designates the Statements on Standards for Attestation
Engagements ("SSAE") and related Interpretations and Statements of Position
adopted by the ASB, as they existed on April 16, 2003, as the Board's Interim
Attestation Standards. Accordingly, registered public accounting firms must
comply with those SSAEs that are related to the preparation or issuance of an
audit report on the financial statements of an issuer.11

3. Interim Quality Control Standards
Section 103(a)(1) authorizes the Board to establish quality control standards
for registered public accounting firms. Until enactment of the Act, the ASB's
Statements on Quality Control Standards ("SQCS") were the primary source
of such standards.12 In addition, public accounting firms that are members of
the AICPA's SEC Practice Section have committed to satisfying a number of
other quality control-related requirements. Consistent with the Interim Auditing Standards and the Interim Attestation Standards, the Board's Rule 3400T
designates the Statements on Quality Control Standards adopted by the ASB,
as they existed on April 16, 2003, as the Board's Interim Quality Control Standards.
Rule 3400T also designates certain AICPA SEC Practice Section membership
requirements as additional Interim Quality Control Standards.13 It should be
noted that the Board is not adopting as interim standards the entirety of the
AICPA SEC Practice Section's membership requirements.14 Further, because
the Board intends the Interim Quality Control Standards to preserve existing
standards as they apply currently, consistent with Section 103(a)(3) of the Act,
those Interim Quality Control Standards adapted from the AICPA SEC Practice
Section requirements apply only to those firms that are members of the AICPA
SEC Practice Section.15 The requirements incorporated in Rule 3400T, which
are described in more detail in Appendix 2, related to the following matters—

•
•
11

Continuing professional education of audit firm personnel;
Concurring partner review of the audit report and the financial
statements of Commission registrants;16

Rule 3300T.
See SAS 25, Codification at AU § 161 (requiring accounting firms to have quality controls
for their audit practices). The ASB's standards define quality control as "a process to provide the
firm with reasonable assurance that its personnel comply with applicable professional standards
and the firm's standards of quality." See System of Quality Control for a CPA Firm's Accounting
and Auditing Practice, AICPA Professional Standards ("Professional Standards"), QC § 20.03 (AICPA
2002). The ASB's standards further set forth five broad elements of appropriate quality control in a
public accounting firm, which relate to maintaining independence, integrity, and objectivity; managing
personnel; establishing guidelines for accepting and continuing clients; performing engagements; and
monitoring the existing quality control policies and procedures. Professional Standards at QC § 20.07.
13
AICPA SEC Practice Section Reference Manual, § 1000.08(d), (f), (l), (m), (n)(1) and (o).
14
For example, the Board is not adopting those SECPS membership requirements that require
each member of the firm to be a member of the AICPA or that require member firms to submit to peer
reviews, to report information to the SECPS or to the AICPA's quality control inquiry committee, or
to pay dues to the SECPS. See AICPA SEC Practice Section Reference Manual, § 1000.08(a), (c), (g),
(j), (k) and (p). Nor is the Board adopting those SECPS membership requirements that have been
superceded by statute or by Commission or Board rule.
15
In the future the Board may, by rulemaking and pursuant to its standards-setting procedures,
extend the AICPA SEC Practice Section requirements to other registered public accounting firms.
16
SECPS membership requirement (f) sets forth the Practice Section's concurring review requirements, which the Board has adopted as part of its Interim Quality Control Standards. See AICPA SEC
Practice Section Reference Manual, § 1000.08(f). Requirement (f) also permitted the AICPA "peer review committee [to] authorize alternative procedures where this requirement cannot be met because
(continued)
12
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•

Communication by written statement to all professional personnel of firm policies and procedures on the recommendation and
approval of accounting principles, present and potential client relationships, and the types of services provided;

•

Notification of the Commission of resignations and dismissals
from audit engagements for Commission registrants;

•

Audit firm obligations with respect to the policies and procedures
of correspondent firms and of other members of international firms
or international associations of firms; and

•

Policies and procedures to comply with applicable independence
requirements.

4. Interim Ethics Standards
Section 103(a)(1) authorizes the Board to establish ethics standards.17 The
Board's Rule 3500T designates the provisions of the AICPA's Code of Professional Conduct on integrity and objectivity, as Interim Ethics Standards.18 Accordingly, registered public accounting firms must comply with the AICPA's
Code of Professional Conduct Rule 102, and interpretations and rulings thereunder, as in existence as of the date of this release.19 Consistent with the other
interim standards adopted by the Board, these ethical standards continue to
have the same authority they have currently unless and until the Board supercedes them.

5. Interim Independence Standards
Section 103(b) of the Act authorizes the Board to "establish such rules as
may be necessary or appropriate in the public interest or for the protection
of investors, to implement, or as authorized under, title II of this Act." 20 The
Board has adopted Interim Independence Standards, based on the provisions
of the AICPA's Code of Professional Conduct regarding independence and existing standards and interpretations of the Independence Standards Board. Rule
3600T requires registered public accounting firms to comply with these independence standards in connection with the audit of any Commission registrant.
On January 28, 2003, the Commission adopted final rules to strengthen requirements regarding auditor independence and enhance disclosure regarding
fees paid to auditors and otherwise to strengthen the Commission's existing
(footnote continued)
of the size of the member firm." The Board has not adopted this part—the second sentence—of SECPS
membership requirement (f). Under Section 103(a)(3)(A)(i), the Board "may adopt as its rules . .
any portion of any statement of auditing standards or other professional standards that the Board
determines" satisfy the Act's requirements. The Board does, however, intend to permit requests for
similar relief to be sought from the Board.
17
Section 2(a)(10)(B) of the Act also defines Professional Standards to include "ethical and competency standards . . . that the Board or the Commission determines . . . relate to the preparation or
issuance of audit reports for issuers."
18
Professional Standards at ET §§ 102 and 191.
19
Rule 3500T.
20
Title II of the Act addresses auditor independence. In addition, Section 2(a)(10) of the Act
defines "Professional Standards" to include "independence standards (including rules implementing
title II) that the Board or the Commission determines . . . relate to the preparation or issuance of
audit reports for issuers."
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auditor independence rules.21 These rules were designed to implement provisions of the Act. All registered public accounting firms are required to comply
with Commission rules, and the Board's Interim Independence Standards do
not supplant the Commission's independence rules. To the extent that the Commission's rules are more restrictive—or less restrictive—than the Board's Interim Independence Standards, registered public accounting firms must comply
with the more restrictive requirements. The note to Rule 3600T clarifies this
point.

B. Effective Date for the Interim Professional Auditing
Standards and Procedure for Commission Approval
Under Section 103(a)(3)(B) of the Act, the Board's Interim Professional Auditing
Standards "shall be separately approved by the Commission at the time of
[the] determination" of the Commission under Section 101(d) of the Act that
the Board has the capacity to carry out the requirements of Title I of the Act.
This determination is expected to be made no later than April 26, 2003.22 The
Interim Professional Auditing Standards shall be effective as of the date of the
Commission's approval of them, which, accordingly, is expected to be no later
than April 26, 2003.
******
On the 16th day of April, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ISSUED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
April 16, 2003

APPENDICES—
1.
2.

Rules Relating to Interim Professional Auditing Standards
Section-by-Section Analysis of Rules Relating to Interim Professional Auditing Standards

21
See SEC, Strengthening the Commission's Requirements Regarding Auditor Independence,
Securities Act Release No. 33-8183, 68 Fed. Reg. 6,006 (Jan. 28, 2003), as amended by Securities Act
Release No. 33-8183A, 68 Fed. Reg. 15,354 (March 26, 2003).
22
Section 101(d) of the Act requires the Board to take such actions as are necessary or appropriate
to enable the Commission to make this determination no later than 270 days after the enactment of
the Act, i.e., no later than April 26, 2003.
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Appendix 1
Rules Relating to Interim Professional
Auditing Standards
RULES OF THE BOARD
SECTION 7. PROFESSIONAL STANDARDS

RULE 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with generally
accepted auditing standards, as described in the AICPA Auditing Standards
Board's Statement of Auditing Standards No. 95, as in existence on April 16,
2003 (Codification of Statements on Auditing Standards, AU § 150 (AICPA
2002)).
Note: Under Section 102(a) of the Act, public accounting firms are not required
to be registered with the Board until 180 days after the date of the determination of the Commission under section 101(d) that the Board has the capacity
to carry out the requirements of Title I of the Act (the "mandatory registration
date"). The Board intends that, during the period preceding the mandatory
registration date, the Interim Auditing Standards apply to public accounting
firms that would be required to be registered after the mandatory registration
date and to associated persons of those firms, as if those firms were registered
public accounting firms.

[PCAOB Release No. 2003-026, Technical Amendments to Interim Standards
Rules, amends Rule 3200T. See Release No. 2003-026 for language of the
amendment.]

RULE 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA's Auditing Standards Board's Statement on Standards for Attestation Engagements No. 10
(Codification of Statements on Auditing Standards, AT § 101.01 (AICPA 2002))
and (ii) related to the preparation or issuance of audit reports for issuers, a registered public accounting firm, and its associated persons, shall comply with
the AICPA Auditing Standards Board's Statements on Standards for Attestation Engagements, and related interpretations and Statements of Position, as
in existence on April 16, 2003.
Note: The Board intends that, during the period preceding the mandatory registration date, the Interim Attestation Standards apply to public accounting
firms that would be required to be registered after the mandatory registration
date and to associated persons of those firms, as if those firms were registered
public accounting firms.

[PCAOB Release No. 2003-026, Technical Amendments to Interim Standards
Rules, amends Rule 3300T. See Release No. 2003-026 for language of the
amendment.]
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RULE 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(a)

the AICPA's Auditing Standards Board's Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Professional Standards, QC §§ 20–40 (AICPA 2002)); and

(b)

the AICPA SEC Practice Section's Requirements of Membership
(d), (f)(first sentence), (l), (m), (n)(1) and (o), as in existence on
April 16, 2003 (AICPA SEC Practice Section Manual – 1000.08(d),
(f), (j), (m), (n)(1) and (o)).
Note: The second sentence of requirement (f) of the AICPA SEC
Practice Section's Requirements of Membership provided for the
AICPA's peer review committee to "authorize alternative procedures" when the requirement for a concurring review could not be
met because of the size of the firm. This provision is not adopted
as part of the Board's Interim Quality Control Standards. After
the effective date of the Interim Quality Control Standards, requests for authorization of alternative procedures to a concurring
review may, however, be directed to the Board.
Note: The Board intends that, during the period preceding the
mandatory registration date, the Interim Quality Control Standards apply to public accounting firms that would be required to
be registered after the mandatory registration date and to associated persons of those firms, as if those firms were registered
public accounting firms.

[PCAOB Release No. 2003-026, Technical Amendments to Interim Standards
Rules, amends Rule 3400T. See Release No. 2003-026 for language of the
amendment.]

RULE 3500T. Interim Ethics Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with ethics
standards, as described in the AICPA's Code of Professional Conduct Rule 102,
and interpretations and rulings thereunder, as in existence on April 16, 2003
(AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)).
Note: The Board intends that, during the period preceding the mandatory registration date, the Interim Ethics Standards apply to public accounting firms
that would be required to be registered after the mandatory registration date
and to associated persons of those firms, as if those firms were registered public
accounting firms.

[PCAOB Release No. 2003-026, Technical Amendments to Interim Standards
Rules, amends Rule 3500T. See Release No. 2003-026 for language of the
amendment.]

RULE 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with independence standards—
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(1)

as described in the AICPA's Code of Professional Conduct Rule
101, and interpretations and rulings thereunder, as in existence
on April 16, 2003 (AICPA Professional Standards, ET §§ 101 and
191 (AICPA 2002)); and
(2) Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and
00-2, of the Independence Standards Board.
Note: The Board's Interim Independence Standards do not supercede the Commission's auditor independence rules. See Rule
2-01 of Reg. S-X, 17 C.F.R. 240.2-01. Therefore, to the extent that
a provision of the Commission's rule is more restrictive—or less
restrictive—than the Board's Interim Independence Standards,
a registered public accounting firm must comply with the more
restrictive rule.
Note: The Board intends that, during the period preceding the
mandatory registration date, the Interim Independence Standards apply to public accounting firms that would be required
to be registered after the mandatory registration date and to associated persons of those firms, as if those firms were registered
public accounting firms.
[PCAOB Release No. 2003-026, Technical Amendments to Interim Standards
Rules, amends Rule 3600T. See PCAOB Release No. 2003-026 for language of
the amendment.]
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Appendix 2
Section-by-Section Analysis of Rules Relating to
Interim Professional Auditing Standards
The rules relating to interim professional auditing standards consist of PCAOB
Rules 3200T, 3300T, 3400T, 3500T and 3600T. Each of the rules is discussed
below.

Rule 3200T—Interim Auditing Standards
Rule 3200T provides that, in connection with the preparation or issuance of
any audit report on the financial statements of an issuer, a registered public
accounting firm shall comply with generally accepted auditing standards as
described in the American Institute of Certified Public Accountants' ("AICPA")
Auditing Standards Board's ("ASB") Statement on Auditing Standards ("SAS")
No. 95, as in existence on April 16, 2003. SAS No. 95 describes the relative
authority of various sources of generally accepted auditing standards. Specifically, SAS No. 95 describes the ten general, field work and reporting standards
approved by the membership of the AICPA, and amended by the ASB, and the
Statements on Auditing Standards approved by the ASB, as standards with
which an auditor is required to comply.1 As of April 16, 2003, 101 SASs had
been issued by the ASB.
Statement of Auditing Standards No. 95 also provides that an "auditor should
be aware of and consider" certain interpretive publications, such as the ASB's
Interpretations of the SASs, auditing guidance included in AICPA Audit and
Accounting Guides, and AICPA auditing Statements of Position. While these
interpretive publications have not been accorded the same authority as the ten
GAAS or the SASs, SAS No. 95 requires that, if an auditor does not comply with
the guidance in these publications, "the auditor should be prepared to explain
how he or she complied with the SAS provisions addressed by such auditing
guidance." Finally, SAS No. 95 also recognizes that other auditing publications
"may help the auditor understand and apply the SASs." The Board's Rule 3200T
provisionally adopts this framework.
As the Note to Rule 3200T clarifies, under Section 102(a) of the Act, public
accounting firms that want to continue to audit issuers are not required to be
registered with the Board until 180 days after the date of the determination
of the Commission under section 101(d) that the Board has the capacity to
carry out the requirements of Title I of the Act (the "mandatory registration
date"). The Board intends that, during the period preceding the mandatory
registration date, the Interim Auditing Standards apply to public accounting
firms that would be required to be registered after the mandatory registration
date and to associated persons of those firms, as if those firms were registered
public accounting firms.

Rule 3300T—Interim Attestation Standards
Rule 3300T governs the conduct of engagements that (i) are described in the
ASB's Statement on Standards for Attestation Engagements No. 10 (Codification of Statements on Auditing Standards, AT § 101.01), and (ii) relate
1
SAS No. 95, Codification of Statements on Auditing Standards, AU §§ 150.02-150.03. Statement
of Auditing Standards No. 95 also provides that "[t]he auditor should be prepared to justify departures
from the SASs."
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to the preparation or issuance of audit reports for issuers. Registered public
accounting firms involved in such engagements are required to comply with
the ASB's Statements on Standards for Attestation Engagements, and related
interpretations and AICPA Statements of Position, as in existence on April 16,
2003.
As the Note to Rule 3300T clarifies, the Board intends that, during the period
preceding the mandatory registration date, the Interim Attestation Standards
apply to public accounting firms that would be required to be registered after
the mandatory registration date and to associated persons of those firms, as if
those firms were registered public accounting firms.

Rule 3400T—Interim Quality Control Standards
Rule 3400T sets forth minimum quality control standards with which registered public accounting firms must comply, in order to ensure that registered
public accounting firms, and their personnel, comply with applicable accounting and auditing (and other professional) standards. Through Rule 3400T, the
Board has provisionally designated the Statements on Quality Control Standards proposed and issued by the ASB and certain AICPA SEC Practice Section
("SECPS") membership requirements, as they existed, and as they applied to
SEC Practice Section members, on April 16, 2003, as the Board's Interim Quality Control Standards. Because the Board intends the Interim Quality Control
Standards to preserve existing standards as they applied on April 16, consistent with Section 103(a)(3) of the Act, those Interim Quality Control Standards
adapted from the AICPA SEC Practice Section requirements apply only to those
firms that are members of the AICPA SEC Practice Section.2
The ASB's Statements on Quality Control Standards are published in the
AICPA's Professional Standards, at QC Sections 20–40. The provisions of the
AICPA's SECPS membership requirements that have been incorporated into
the Board's Interim Quality Control Standards are Membership Requirements
(d), (f) (first sentence), (l), (m), (n)(1) and (o), and referenced appendices, which
are published in the AICPA's SEC Practice Section Reference Manual §1000.08.
The SECPS membership requirements that are incorporated into the Board's
Interim Quality Control Standards provide as follows:

•

Requirement (d) requires registered public accounting firms to
"ensure that all professionals in the firm residing in the United
States, including CPAs and non-CPAs, participate in at least 20
hours of qualifying continuing professional education (CPE) every
year and at least 120 hours every three years. . . . [P]rofessionals
who devote at least 25% of their time to performing audit, review
or other attest engagements (excluding compilations), or who have
the partner/manager-level responsibility for the overall supervision or review of any such engagements, must obtain at least 40%
(eight hours in any one year and 48 hours every three years) of
their required CPE in subjects relating to accounting and auditing."

•

Requirement (f) requires registered public accounting firms to "establish policies and procedures that meet the requirements set
forth in the SECPS Reference Manual, for a concurring review of
the audit report and the financial statements by a partner other

2
In the future the Board may, by rulemaking and pursuant to its standards-setting procedures,
extend the AICPA SEC Practice Section requirements to other registered public accounting firms.
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than the audit partner-in-charge of an SEC engagement before
issuance of an audit report on the financial statements of an SEC
engagement and before the re-issuance of such an audit report
where the performance of subsequent events procedures is required by professional standards." After the effective date of the
Interim Quality Control Standards, requests for authorization of
alternative procedures to a concurring review may be sought from
the Board. Any such request should be directed to the attention of
the Director of Registration and Inspection, 1666 K Street, N.W.,
Washington, D.C. 20006-2803.

•

Requirement (l) requires registered public accounting firms to
"communicate through a written statement to all professional firm
personnel the broad principles that influence the firm's quality
control and operating policies and procedures on, as a minimum,
matters related to the recommendation and approval of accounting principles, present and potential client relationships, and the
types of services provided, and inform professional firm personnel
periodically that compliance with those principles is mandatory."

•

Requirement (m) requires a registered public accounting firm that
has been the auditor of an SEC registrant and has resigned, declined to stand for reelection, or been dismissed, to report the fact
that the "relationship has ceased directly in writing to the former
SEC client, with a simultaneous copy to the Office of the Chief
Accountant of the Securities and Exchange Commission" by the
end of the fifth business day following the firm's determination
that the relationship has ended, irrespective of whether or not
the SEC registrant has reported the change in a timely-filed Form
8-K.

•

Requirement (n)(1) requires registered public accounting firms
that are "members of, correspondents with, or similarly associated
with international firms or international associations of firms," to
"seek adoption of policies and procedures by the international organization or individual foreign associated firms that are consistent with the objectives set forth in Appendix K, SECPS § 1000.45."

•

Requirement (o) requires registered public accounting firms to
ensure that they have "policies and procedures in place to comply" with applicable independence requirements. This requirement further specifically requires firms to establish independence
policies covering relationships between the firm, its benefit plans,
and its professionals, and restricted entities.

As the Note to Rule 3400T clarifies, the Board intends that, during the period
preceding the mandatory registration date, the Interim Quality Control Standards apply to public accounting firms that would be required to be registered
after the mandatory registration date and to associated persons of those firms,
as if those firms were registered public accounting firms.

Rule 3500T—Interim Ethics Standards
Rule 3500T sets forth ethics standards for registered public accounting firms
and their personnel. Through Rule 3500T, the Board has provisionally designated Rule 101 of the AICPA's Code of Professional Conduct, and interpretations and rulings thereunder, as they existed on April 16, 2003, as the Board's
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Interim Ethics Standards. Rule 101, and the AICPA's interpretations and rulings thereunder, are published in AICPA Professional Standards, ET §§ 102
and 191 (AICPA 2002).
As the Note to Rule 3500T clarifies, the Board intends that, during the period
preceding the mandatory registration date, the Interim Ethics Standards apply
to public accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms, as if those
firms were registered public accounting firms.

Rule 3600T—Interim Independence Standards
Rule 3600T sets forth independence standards for registered public accounting firms and their personnel. Through Rule 3600T, the Board has provisionally designated Rule 101 of the AICPA's Code of Professional Conduct, and
interpretations and rulings thereunder, as they existed on April 16, 2003, and
Standards Nos. 1, 2 and 3, and interpretations 99-1, 00-1, and 00-2 of the Independence Standards Board ("ISB"), as the Board's Interim Independence Standards. Rule 101, and the AICPA's interpretations and rulings thereunder, are
published in the AICPA's Professional Standards, at ET Sections 102 and 191.
The ISB Standards and interpretations, which are made effective by the SEC's
Policy Statement on the Establishment and Improvement of Standards Related
to Auditor Independence (FR No. 50A, July 17, 2001), are currently available
at www.cpaindependence.org.
The Board's Interim Independence Standards shall not be interpreted to supercede the Commission's independence requirements. Therefore, to the extent
that a provision of the Commission's rule or policy is more restrictive—or less
restrictive—than the Board's Interim Independence Standards, a registered
public accounting firm shall comply with the more restrictive requirement.
As the Note to Rule 3600T clarifies, the Board intends that, during the period
preceding the mandatory registration date, the Interim Independence Standards apply to public accounting firms that would be required to be registered
after the mandatory registration date and to associated persons of those firms,
as if those firms were registered public accounting firms.
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PCAOB Release No. 2003-009

Compliance With Auditing and Related
Professional Practice Standards—Advisory
Groups
PCAOB Release No. 2003–009
June 30, 2003
PCAOB Rulemaking
Docket Matter No. 004

Summary:
After public comment, the Public Company Accounting Oversight Board
("Board" or "PCAOB") has adopted a Rule relating to compliance with the
Board's auditing and related professional practice standards and a Rule relating to the formation of advisory groups. Specifically, the Board has adopted
Rule 3100, and a related definition that would appear in Rule 1001, and Rule
3700. Rule 3100 generally requires all registered public accounting firms to
adhere to the Board's auditing and related professional practice standards in
connection with the preparation or issuance of any audit report for an issuer
(as defined in the Sarbanes-Oxley Act of 2002 (the "Act")) and in their auditing
and related attestation practices. Rule 3700 governs the formation, composition and role of one or more advisory groups to assist the Board in formulating
new auditing and related professional practice standards for registered public accounting firms. The Board will submit these Rules to the Securities and
Exchange Commission ("Commission" or "SEC") for its approval pursuant to
Section 107 of the Act. These Rules will not take effect unless approved by the
Commission pursuant to Section 107 of the Act. This Release also provides additional guidance regarding the number, size and composition of advisory groups
and addresses certain qualifications that the Board may consider in selecting
advisory group members and the terms and conditions of membership. Further,
it provides guidance about the advisory group meetings, agendas, role of members and procedures that the Board believes is important to the functioning of
advisory groups.

Public Comment:
The Board released for public comment proposed Rules on the establishment of
auditing and other professional standards on April 18, 2003. The Board received
22 letters of comment.

Board Contacts:
Gordon Seymour, Acting General Counsel (202/207-9034; seymourg@pcaobus.
org), Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), or
Mary M. Sjoquist, Special Counsel to Board Member Gradison (202/207-9084;
sjoquistm@pcaobus.org).
******
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Section 103(a)(1) of the Act directs the Board to establish auditing and related
attestation standards, quality control standards, and ethics standards to be
used by registered public accounting firms in the preparation and issuance of
audit reports, as required by the Act or the rules of the Commission, or as may be
necessary or appropriate in the public interest or for the protection of investors.
Similarly, Section 103(b) authorizes the Board to establish such rules as may be
necessary or appropriate to implement the auditor independence requirements
in, or as authorized under, Title II of the Act. While Section 103(a)(4) directs
the Board to convene such expert advisory groups as may be appropriate to aid
in standards-setting, it nevertheless affords the Board considerable discretion
in determining the procedures by which it will develop and adopt auditing and
related professional practice standards.1
This Release announces the adoption of Rule 3100 (and a related definition) and
Rule 3700. Rule 3100 requires all registered public accounting firms to adhere
to the Board's auditing (and related attestation), quality control, and ethics
standards, and its independence standards. Rule 3700 addresses the formation,
composition, and other basic matters concerning advisory groups, which may
be convened to aid in the Board's standards-setting process. In addition, as
set forth in more detail below, the Board has determined to convene, at this
time, one standing advisory group (the "SAG") to assist it in performing its
standards-setting responsibilities.
Section A of this Release discusses the adoption of Rule 3100. Section B discusses the adoption of Rule 3700, and the establishment of the SAG and ad hoc
task forces. The text of Rule 3100 (and a related definition) and Rule 3700 and
a detailed discussion of the Rules are provided in Appendices 1 and 2 hereto,
respectively.
The Board has reviewed all of the public comments received on the Rules as
proposed in Release No. 2003-005. In response to these comments, Rule 3100
(and a related definition) and Rule 3700, as finalized, both clarify and modify
certain aspects of the proposed Rules. Most importantly, the revisions to the
original proposal are as follows—

•

Instead of using the term Professional Auditing Standards as originally proposed, the defined term in Rule 1001 has been changed
to Auditing and Related Professional Practice Standards;

•

Rule 3700(c), Selection of Members of Advisory Groups, has been
revised to clarify that the Board will accept nominations to the
SAG, including self-nominations, from any person or organization
rather than including a nonexclusive list of specific groups; and

•

Rule 3700(e), Ethical Duties of Advisory Group Members, has been
revised to make EC10 of the Board's Ethics Code applicable to
members of the SAG with respect to any private publication or
public statement about the Board or any advisory group or any of
the activities of the Board or any advisory group.2

1
The auditing and related attestation standards, quality control standards, and ethics standards
over which the Board has authority under Section 103(a) of the Act, and the independence rules the
Board is authorized to adopt under Section 103(b), are collectively referred to in this Release as
"auditing and related professional practice standards." This term is defined in Rule 1001(a)(viii). The
Board's proposed Rules and Release used the term "professional auditing standards." As discussed
in more detail in Appendix 2 to this Release, because a number of commenters found this term
confusing, the Board has decided to use the term "auditing and related professional practice standards"
(hereinafter, "Standards").
2
See PCAOB Release No. 2003-008 (June 30, 2003) which includes the entire text of the Board's
Ethics Code.
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A more detailed analysis of the Board's response to the comments on the proposed Rules is included in Appendix 2. The Board's Rules will be submitted to
the Commission for approval. Pursuant to Section 107 of the Act, Board Rules
do not take effect unless approved by the Commission.

A. Compliance With the Board’s Auditing and
Related Professional Standards
Section 103(a) of the Act directs the Board, by rule, to establish auditing and
related attestation standards, quality control standards, and ethics standards
"to be used by registered public accounting firms in the preparation and issuance of audit reports, as required by [the] Act or the rules of the Commission,
or as may be necessary or appropriate in the public interest or for the protection of investors." Section 103(b) of the Act also directs the Board to establish
independence standards to implement, or as authorized under, Title II of the
Act.3
As a corollary to the Board's exclusive, statutory authority to establish and
amend Standards, all public accounting firms that are registered with the Board
must comply with the Board's Standards. While this requirement is implicit in
the Act, the Board has codified the obligation of registered firms to comply with
the Board's Standards in Rule 3100. Any registered public accounting firm or
person associated with such a firm that fails to adhere to applicable Board Standards may be the subject of a Board disciplinary proceeding in accordance with
Section 105 of the Act.4 In general, the Board's Standards will apply to registered public accounting firms and their associated persons in connection with
their audits of (and related attestations concerning) the financial statements of
issuers, as defined in Section 2(a)(7) of the Act, and those firms' auditing and
related attestation practices. A number of commenters suggested that this Rule
was either beyond the Board's authority or would create the impression that it
applied to areas outside the Board's authority. To address these concerns, commenters suggested adding language about the scope of the Board's authority to
Rule 3100. After considering these comments, the Board has decided to adopt
the Rule as proposed.
The Board recognizes its responsibility to oversee the audits of issuers, as that
term is defined in the Act, and does not intend to suggest that registered public accounting firms and their associated persons must comply with the Board's
Standards in auditing non-issuers. Rule 3100, however, requires registered public accounting firms and their associated persons to comply with all applicable
Standards. Accordingly, if the Board's Standards do not apply to an engagement
or other activity of the firm, Rule 3100, by its own terms, does not apply to that
engagement or activity.
3
See also Report of the Committee on Banking, Housing, and Urban Affairs, U.S. Senate, on S.
2673, S. Rep. No. 107-205 (July 26, 2002) ("The Committee has concluded that the Board's plenary authority in this area is essential for the Board's effective operation, a position taken during the hearings
by a number of witnesses..."). Board Rules adopting or modifying auditing and related professional
practice standards require approval by the Commission. In addition, the Board recognizes that the
Commission may also establish professional standards applicable to accountants that practice before
it and audit reports filed with it and that the Commission has the authority to institute proceedings
to amend the Board's Rules, including those that establish auditing and related professional practice
standards. See Sections 2(a)(10), 3(c)(2), and 107(b)(5) of the Act.
4
In addition, the Act provides that any violation of the Board's Rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of 1934, 15 U.S.C. 78a et
seq., or the rules and regulations issued thereunder, and any person violating the Board's Rules "shall
be subject to the same penalties, and to the same extent, as for a violation of [the Exchange] Act or
such rules or regulations." Section 3(b)(1) of the Act.
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Authorities other than the Board may nevertheless require that accounting
firms or individual auditors comply with the Board's Standards in the conduct
of audits of (or attestations concerning) the financial statements of non-issuers.5
In that event, those authorities may enforce the Board's Standards pursuant
to their own processes.

B. Establishment of Advisory Groups
and Ad Hoc Task Forces
While the Board will, by rule, establish Standards, it recognizes that the development of such Standards should be an open, public process in which investors,
the accounting profession, the preparers of financial statements, and others
will have the opportunity to participate. To this end, as discussed in PCAOB
Release No. 2003-005 (April 18, 2003), the Board intends to provide for a public comment process on proposed standards.6 The Board's staff will, of course,
be actively involved in the standards-setting process, but the Board also encourages proposals and recommendations on its standards-setting agenda and
standards development projects from the public. Moreover, in order to obtain
the advice of a broad range of experts, the Board has determined to form an
advisory group, the SAG, which may be divided into sub-groups by the Board
if the need for specialized advice arises. Finally, the Board may also establish
one or more ad hoc task forces to assist the staff with the drafting of technical
language, among other things.

1. Authority
Section 103(a)(4) of the Act provides that the Board shall "convene, or authorize
its staff to convene, such expert advisory groups as may be appropriate... to
make recommendations concerning the content (including proposed drafts) of
auditing, quality control, ethics, independence, or other standards required to
be established under this section." The Board has decided initially that it is
likely to exercise this authority by convening the SAG to participate in the
standards-setting process. Rule 3700 addresses the formation, composition, and
other basic matters concerning advisory groups, including the SAG.

2. Role, Size and Composition
The role of the SAG will be to assist the Board in reviewing existing Standards, in evaluating proposed Standards recommended by Board staff, Boardformed technical task forces or others and recommending to the Board new or
amended Standards. The role of the SAG will not ordinarily include technical
drafting (which will be performed by the Board's staff, with the assistance of
ad hoc task forces, when necessary). Instead, the Board will look to the SAG to
provide advice and insight as to the need to formulate new Standards or change
existing Standards and opinions on the impact of proposed new or changed
Standards.
5
Cf. Section 209 of the Act (stating that "[i]n supervising nonregistered public accounting firms
and their associated persons, appropriate State regulatory authorities should make an independent
determination of the proper standards applicable...").
6
In response to PCAOB Release No. 2003-005, the Board received several comments relating to
the process by which the Board will establish standards. While this release is intended to address
only the adoption of Rules 3100 and 3700, the Board will nevertheless take these comments into
consideration in its standards-setting work.
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The Board contemplates that the SAG initially will have approximately 25
members. As noted above, the Board may, based on the circumstances of particular projects, prior to or after the formation of the SAG, form ad hoc task
forces of specially qualified persons selected by the Board to assist it with specific projects. Members of any appointed ad hoc task force may or may not be
members of the SAG.
The SAG will be composed of individuals with a variety of backgrounds, including practicing auditors, preparers of financial statements, investors (both
individual and institutional), and others.7 In order to achieve this diversity, the
Board expects that no one field of expertise will predominate among the SAG
membership. Although SAG members may be employed or otherwise affiliated
with particular organizations, the Board expects SAG members to serve in their
individual capacities and not to serve as representatives of particular interests,
groups or employers.

3. Nominations of SAG Members
In determining appointments to the SAG, the Board intends to solicit nominations, including self-nominations. Interested parties will have 45 days from the
date of the Board's Notice ("Notice") to the public to submit nominations on a
form which will be provided in the Notice. Interested parties who have submitted nominations prior to the publication of the Notice, will be sent nomination
forms for completion at the time of publication of the Notice.

4. Qualifications
In evaluating nominations for the SAG, the Board will seek individuals with
an interest in the quality of the audits of public companies. The Board may also
consider certain factors in determining SAG appointments including but not
limited to the following—
a.

b.

SAG members will be individuals of integrity, with an understanding of the responsibilities for and the nature of financial
disclosure required under the securities laws and the obligations
of accountants with respect to the preparation of and issuance of
audit reports with respect to such disclosures; and
SAG members will have a working knowledge of one or more of the
following subjects and a general understanding of the remaining
subjects—

•

generally accepted auditing standards (as developed by
previous auditing standards setting bodies and adopted
by the Board as Standards and, in the future, as set from
time to time by the Board);

•
•

generally accepted accounting principles;

•
•

public company corporate governance; and

the creation, audit or analysis of public financial statements;
other fields that the Board deems to be relevant.

7
The Board also anticipates appointing individuals from academia and state accounting regulators, among others, to the SAG.
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5. Term
Unless the appointment is revoked for cause, as determined by the Board, or
unless the SAG member voluntarily resigns from the SAG, membership on the
SAG will be for a term of two years; provided, however, that approximately 50
percent of the initial members will be appointed for a three-year term to assure
continuity. Members will not be limited in the number of terms that they may
serve.

6. Conditions of Membership
Rule 3700(d) specifically states that members of the SAG will serve in their
individual capacities and therefore may not delegate their duties, including
attendance at meetings, as SAG members. In addition, each appointee to the
SAG shall agree in writing to the following "conditions of membership" in order
to avoid potential conflicts of interest and to assure that the Board's standardssetting agenda is met—
a.
b.
c.
d.
e.

f.

g.

to serve on a voluntary basis without compensation from the
Board;8
to seek constructive resolutions to issues raised by the Board for
the SAG;
to act in the public interest in his or her individual capacity and
not as a representative of any constituency;
to attend at least 75 percent of all SAG meetings;9
to agree to spend, at an expected minimum, between 50 and 100
hours per year on SAG matters or such reasonably greater amount
of time as may be necessary to achieve the goals of the SAG and
the Board;10
to refrain from using his or her position on the SAG to influence Board members or Board staff on matters directly affecting
that SAG member or his or her employer, business partners or
clients;11
to recuse himself or herself, or otherwise withdraw from, consideration of any matter before the SAG or the Board directly affecting such SAG member, his or her employer, business partners
or clients. If recusal or withdrawal is not practical in either such
member's or the Board's opinion, such SAG member shall resign
from the SAG;12

8
SAG members shall be entitled to reimbursement for documented reasonable travel expenses
relating to participation in official SAG meetings or other SAG activities.
9
Attendance may be in person or by telephone or teleconference. SAG members who fail to
participate in the minimum number of meetings shall be subject to removal by the Board unless
excused from attendance by the Chair of the SAG for good reason.
10
During the first year of the SAG, members may expect to spend more than the minimum
number of hours on SAG matters.
11
SAG members are not precluded from appearing or practicing before the Board regarding
matters generally affecting all issuers or registered public accounting firms, including, indirectly,
the member, his or her employer, business partners or clients. Accordingly, a SAG member who is
employed by a registered public accounting firm would be permitted to be involved in preparing a
comment on a Board rule proposal that generally affects all issuers or registered public accounting
firms.
12
Matters generally affecting issuers or registered public accounting firms, even though affecting
the SAG member, his or her employer, business partners or clients, shall not require the member to
(continued)
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to be bound by EC3, EC8(a), EC9, and, with respect to any private
publication or public statement regarding the Board or the SAG or
any of the activities of the Board or the SAG, EC10 of the Board's
Ethics code;13
to annually certify his or her continuing compliance with "the
conditions of membership;" and
to agree to any such other provisions that the Board may deem
necessary to avoid even the appearance of a conflict of interest.

7. Meetings and Board Relations
The Board has determined that the first Chair of the SAG will be the Board's
Chief Auditor and Director of Professional Standards who will be a non-voting
member of the SAG. The Board will approve the agenda for all annual, semiannual or quarterly SAG meetings as set forth below. Agenda items may also be
added where the Board determines that the assistance of the SAG is required
in response to emerging issues or problems. The Chair will be responsible for
preparing the meeting agenda, organizing and overseeing meetings, conference
calls and related activities, acting as the general liaison to the Board and finalizing all submissions to the Board based on the SAG recommendations.
The SAG will hold an annual meeting to discuss the agenda presented to the
SAG on the annual standards-setting process and related matters. The SAG
will also hold a semi-annual meeting. Both the annual and the semi-annual
meetings will be open to the public. Meetings of the SAG may also be held,
at the direction of the Board or the Chair, during the intervening quarters. In
addition, at the direction of the Chair, monthly meetings of the SAG may be
held, by video or teleconference, for the Board's staff to report on new issues
raised by the Board for the SAG's consideration and to discuss the status of
pending issues. Final decisions on recommendations to the Board and related
activities will be conducted at the annual, semi-annual, or other open meeting
of the SAG.14 The meetings held in the quarters between the annual and semiannual meeting, if any, and the monthly meetings will not generally be open to
the public.
If so directed by the Chair of the SAG, the SAG may convene hearings,
roundtable discussions or other fact-finding activities designed to assist the
SAG in the development of recommendations on new or amended Standards or
other recommendations to the Board.
Decisions on whether a recommendation should be made to the Board will be
by a majority of the SAG members present in person or by video or teleconference. Recommendations from the SAG will be presented to the Board at an
(footnote continued)
recuse or withdraw him or herself from consideration of the matter or to resign from SAG. The Board
expects that most standards-setting projects will affect issuers (or categories of issuers) and registered
public accounting firms and their associated persons in a generally similar manner; however, if a
standard would have a unique or disproportionate effect on a particular issuer or firm, a SAG member
employed by that issuer or firm would be required under Rule 3700 to recuse himself or herself.
13
In PCAOB Release No. 2003-008 (June 30, 2003), the Board clarified that for purposes of
applying EC8(a) to SAG members, the SAG members shall not be considered to lack independence or
objectivity with regard to SAG matters merely because they (or their employer, business partners or
clients) are subject to the direct or indirect oversight of the Board.
14
The Board expects the SAG to make decisions in an efficient and speedy manner. To this end,
the SAG need not defer decisions on recommendations for the annual or semi-annual open meetings.
Rather, at the direction of the Chair, the SAG may make decisions on recommendations at any meeting,
so long as it is open to the public in some manner, including, at the direction of the Chair, telephonically.
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open meeting of the Board. Such recommendations will be provided in writing,
including dissenting opinions, if any, by SAG members. The Board retains the
exclusive authority to adopt, modify, or reject any SAG recommendation, in
its sole discretion, in order to protect investors by improving the fairness and
reliability of corporate disclosures as set forth in the Act.
******
On the 30th day of June, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
June 30, 2003

APPENDICES—
1.
2.
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Appendix 1
Rules Relating to Auditing and Related Professional
Practice Standards and Advisory Groups
RULES OF THE BOARD
SECTION 1. GENERAL PROVISIONS

Rule 1001. Definitions of Terms Employed in Rules.
When used in the Rules, unless the context otherwise requires:
(a)(viii) Auditing and Related Professional Practice Standards.
The term "auditing and related professional practice standards" means the auditing standards, related attestation standards, quality control standards, ethical standards, and independence standards (including any rules implementing
Title II of the Act), and any other professional standards, that are established
or adopted by the Board under Section 103 of the Act.
SECTION 7. PROFESSIONAL STANDARDS
Part 1—General Requirements

Rule 3100. Compliance With Auditing and Related Professional
Practice Standards.
A registered public accounting firm and its associated persons shall comply
with all applicable auditing and related professional practice standards.
Part 7—Establishment of Professional Standards

Rule 3700. Advisory Groups.
a. Formation.
To assist it in carrying out its responsibility to establish auditing and related
professional practice standards, the Board will convene one or more advisory
groups, in accordance with Section 103(a)(4) of the Act.

b. Composition.
Advisory groups, in combination or as sub-groups designated by the Board
within one advisory group, will contain individuals with expertise in one or
more of the following areas—
1.

accounting;

2.

auditing;

3.

corporate finance;

4.

corporate governance;

5.

investing in public companies; and

6.

other areas that the Board deems to be relevant to one or more
auditing or related professional practice standards.
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c. Selection of Members of Advisory Groups.
Members of advisory groups will be selected by the Board, in its sole discretion,
based upon nominations, including self-nominations, received from any person
or organization.
Note: The Board will announce, from time to time, periods during which it will
receive nominations to an advisory group. During those periods, nominations
may be submitted by any person or organization, including, but not limited
to, any investor, any accounting firm, any issuer, and any institution of higher
learning.

d. Personal Membership.
Membership in an advisory group will be personal to the individuals selected
to serve on the advisory group. A member's functions and responsibilities, including attendance at meetings, may not be delegated to others.

e. Ethical Duties of Advisory Group Members.
Members of an advisory group shall comply with EC3, EC8(a), EC9, and, with
respect to any private publication or public statement about the Board or any
advisory group or any of the activities of the Board or any advisory group, EC10
of the Board's Ethics Code.

f. Ad Hoc Task Forces.
The Board may, in its discretion, establish ad hoc task forces. The membership
of such task forces may include, but is not limited to, advisory group members.
To the extent not otherwise required, members of ad hoc task forces shall comply
with paragraph (e) of this Rule.

REL 2003-009

2893

Compliance With Standards---Advisory Groups

Appendix 2
Section-by-Section Analysis of Rules Relating to
Auditing and Related Professional Practice Standards
and Advisory Groups
Rules Relating to Auditing and Related Professional
Practice Standards
The Rules relating to auditing and related professional practice standards consist of Rule 3100, plus a new definition that appears in Rule 1001. Each of the
Rules, and the new definition, is discussed below.

Rule 1001—Definitions of Terms Employed in Rules.
Rule 1001 contains definitions of terms used in the Board's Rules.
Auditing and related professional practice standards
Rule 1001(a)(viii) defines "auditing and related professional practice standards"
as the auditing standards, related attestation standards, quality control standards, ethical standards, and independence standards (including any rules implementing Title II of the Act), and any other professional standards, that are
established or adopted by the Board under Section 103 of the Act.
The Board had proposed to use "professional auditing standards" as the term
defined in this provision. Several commenters expressed concern that characterizing attestation, quality control, ethical, and independence standards as
"professional auditing standards" would confuse people as to the defined term's
meaning. To address these concerns, the Board has chosen to use the term "auditing and related professional practice standards" as the defined term for the
standards established or adopted by the Board under Section 103 of the Act.
The Board has used the longer term "auditing and related professional practice
standards," rather than the shorter "professional standards," because the term
"professional standards" is defined otherwise in Section 2(a)(10) of the Act. The
term "auditing and related professional practice standards" is similar to that
portion of the definition of the term "professional standards" that appears in
Section 2(a)(10)(B) of the Act. (Hereinafter in this Section-by- Section Analysis, auditing and related professional practice standards shall be referred to as
"Standards.")
In addition, the Board's proposed definition was based on a portion of the definition of "professional standards" in Section 2(a)(10)(B) of the Act. For purposes
of clarity, the Board has modified this definition slightly to track more closely
the description of the standards the Board will set in Section 103(a)(1) of the
Act. The definition still includes any other type of standard provided for in
the definition of "professional standards" in Section 2(a)(10)(B) of the Act that
the Board establishes or adopts under Section 103 of the Act. Accordingly, the
definition, as revised, covers the same scope of standards as the Board's proposed rule.
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Rule 3100—Auditing and Related Professional Practice Standards
Applicable to Registered Public Accounting Firms.
Rule 3100 provides that a registered public accounting firm and its associated
persons must comply with all applicable Standards.1 This Rule is intended to
codify the obligation of registered public accounting firms and their associated
persons to comply with applicable Standards and to ensure that the Board's
Standards are enforceable.
A number of commenters suggested that this Rule was either beyond the Board's
authority or would create the impression that the Rule applied to areas outside the Board's authority. To address these concerns, commenters suggested
adding language about the scope of the Board's authority to Rule 3100. After considering these comments, the Board has decided to adopt the Rule as
proposed.
The Board recognizes its responsibility to oversee the audits of issuers, as that
term is defined in the Act, and does not intend to suggest that registered public accounting firms and their associated persons must comply with the Board's
Standards in auditing non-issuers. Rule 3100, however, requires registered public accounting firms and their associated persons to comply with all applicable
Standards. Accordingly, if the Board's Standards do not apply to an engagement
or other activity of the firm, Rule 3100, by its own terms, does not apply to that
engagement or activity.2
Finally, one commenter suggested that Rule 3100 also require registered public
accounting firms and their associated person to be duly licensed, registered or
permitted or otherwise to hold valid practice privileges and be in good standing
under the laws of each applicable state. Registration with the Board does not
supersede state registration or licensing requirements and the Board expects
registered public accounting firms and their associated persons to comply with
state and other applicable legal requirements. Rule 3100, however, is merely
intended to codify the obligation of registered public accounting firms and their
associated persons to comply with Board Standards and to ensure that the
Board's Standards are enforceable. Accordingly, the Board has decided not to
amend the Rule as proposed to reflect this suggestion.

1
The Board's proposed rule included a note to clarify that proposed Rule 3100 was intended to
apply to those public accounting firms that will be required to register with the Board immediately
after the applicable date in order to continue to participate in the audits of issuers after such date.
For U.S. public accounting firms the applicable date is October 22, 2003. Because of the approaching
registration deadline, and because the Board's Interim Auditing Standards, as approved by the SEC,
currently require these public accounting firms to comply with them, the Board has deleted the note
as unnecessary.
2
For example, the Board's Interim Auditing Standards provide that, "[i]n connection with the
preparation or issuance of any audit report, a registered public accounting firm, and its associated
persons, shall comply with generally accepted auditing standards, as described in the AICPA Auditing Standards Board's Statement of Auditing Standards No. 95, as in existence on April 16, 2003
(Codification of Statements on Auditing Standards, AU § 150 (AICPA 2002))." See Rule 3200T. The
term "audit report" is defined in the Act and the Board's Rules to mean the audit of an issuer. See
Rule 1001(a)(vi), adopted by the Board in PCAOB Release. No. 2003-007. Moreover, the Board notes
that it would not be a correct description of its authority to say, as one commenter suggested Rule
3100 provide, that "A registered public accounting firm and its associated persons shall comply with
all applicable professional auditing standards in performing an audit of an issuer." Particularly with
respect to the quality control standards the Board is authorized to establish, the Board may adopt
standards that, while related to registered public accounting firms' audit practices, must be complied
with other than in the course of performing an audit. Cf. Section 103(a)(2)(B) of the Act (requiring
the Board to include, among the "quality control standards that it adopts with respect to the issuance
of audit reports, requirements... relating to...hiring, professional development, and advancement of
personnel").
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Rules Relating to Advisory Groups
Rule 3700—Advisory Groups.
Rule 3700 addresses certain basic matters concerning the formation and use of
advisory groups in the Board's standards-setting process.3 The Rule provides
that the Board will convene one or more advisory groups, as contemplated in
Section 103(a)(4) of the Act. Any advisory group will consist of individuals with
expertise in certain, specified areas relevant to the Board's standards-setting
responsibilities. Members of an advisory group will be selected by the Board.
In addition, the Rule provides for the Board to establish ad hoc task forces.4
While such task forces may include advisory group members, a task force may
consist totally or partially of non-advisory group members who are persons
with specialized experience in the standard-setting project under study. To the
extent persons who serve on such task forces are not advisory group members
or professional staff of the Board, they must comply with the ethics provisions
applicable to advisory group members under Rule 3700(e).
The Rule further provides that membership on an advisory group will be personal to the individuals selected and that the functions of an advisory group
member, including attendance at meetings, may not be delegated to others.
This provision is based on a comparable provision in the Financial Accounting
Standards Board's Rules governing the members of the Financial Accounting
Standards Advisory Council.
Finally, Rule 3700 provides that members of a Board advisory group must comply with certain provisions in the Board's Ethics Code. Specifically, the Rule
makes advisory group members subject to EC3, EC8(a) and EC9, and, to the
extent applicable, EC10. These provisions of the Board's Ethics Code address,
respectively, general ethical principles applicable to service for the Board, disqualification in the case of conflicts of interest, the non-disclosure of non-public
information, and speaking for the Board when not authorized to do so by the
Board.5
Commenters suggested that it might be appropriate to establish more than
one advisory group since expertise is likely to be required in more than one
specialized area. The Board is aware that it may need advice in one or more
specialized area. However, the Board has determined to form only one standing
advisory group (the "SAG"). This group, however, may, at the Board's direction,
form specialized subgroups as needed. In addition, the Board may form ad hoc
task forces to work with Board staff in formulating Standards in specialized
areas which may then, in the Board's discretion, be added to the SAG's agenda
for discussion at SAG meetings.
In addition, Commenters recommended adding other specific groups from which
nominations could be received to the groups identified in Rule 3700(c) as proposed. After careful consideration of these comments, the Board has determined
that Rule 3700(c) should reflect the Board's intention to accept nominations
from all sources. Accordingly, Rule 3700(c) has been revised to state that the
Board will accept nominations from any person or organization, including selfnominations. A note to this part of Rule 3700 provides that the Board will

3

The Rule does not address the use of an advisory group for matters other than standards-setting.
Such task forces may be formed without regard to the procedures for the formation, composition,
and selection of advisory group members under Rule 3700(a)–(c).
5
See PCAOB Release No. 2003-008 (June 30, 2003) for the text of the Ethics Code adopted by the
Board.
4
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announce, from time to time, periods during which it will receive nominations
for an advisory group.
With respect to qualifications of the advisory group members, one commenter
suggested that all members have qualifications similar to those "requirements
set forth for audit committee members in recently issued stock exchange and
SEC" rules or proposed rules. The New York Stock Exchange ("NYSE") proposed listing requirements require that all members of audit committees of
listed companies be financially literate. In addition, at least one member of
the audit committee must meet the definition of an "audit committee financial
expert."6 The NASDAQ Stock Market ("NASDAQ") proposed rules regarding
qualifications for service on audit committees require that all audit committee
members must be able to read and understand financial statements including a
company's balance sheet, income statement, and cash flow statement and that
the audit committee have at least one member who meets the definition of an
"audit committee financial expert."7 After considering this comment, the Board
has decided to adopt the Rule as proposed by the Board. While Rule 3700 does
not specifically state the qualifications each member must have, the Rule does
set forth the types of expertise that the Board will look for in advisory group
members. In addition, as noted in Section C.4. of this Release, the Board may
also consider certain specific qualifications in selecting nominees to the SAG.
The Board believes that it will likely select members who, at a minimum, would
meet the general qualifications set forth for "all" audit committee members in
the proposed Rules of the NYSE and NASDAQ while providing the Board with
the flexibility to select members from a broad spectrum of backgrounds to assist
it in meeting the requirements of the Act. SAG members will be selected based
upon qualifications which will be elicited from them on a nomination form and
through the evaluative process.
Furthermore, commenters suggested that the composition of the SAG be flexible
because the Board may find that it is unable to attract a sufficient number of
qualified members from fields such as finance and investment. In response
to this concern, it should be noted that, the Board expects that the SAG will
be broadly representative and that no one field of expertise will predominate
among the SAG membership. Other concerns regarding composition related to
assuring that the SAG have a sufficient number of members with technical
expertise including requiring a majority of members to be practicing auditors.
Although the Board certainly intends that the SAG have practicing auditors
among its members, the Board believes that it is important that the SAG be
able to provide advice in a broad range of areas, including technical auditing
expertise, and that technical expertise in particular areas may be obtained
by forming ad hoc task forces, as needed and as appropriate for particular
standards-setting projects. Other commenters recommended that—
a.
b.
c.
d.
e.

6
7

the four largest auditing firms be represented on the SAG;
non-U.S. auditors be represented;
the number of members associated with a single firm, company
or association be limited;
membership be dispersed among those affiliated with firms, companies and associations of various sizes;
there be a balance between financial information suppliers (representatives of public companies and auditors) and financial information users (equity and debt investors).

See SEC Release No. 34-47672; File No. SR-NYSE-2002-33 (April 11, 2003).
See SEC Release No. 34-47516; File No. SR-NASD-2002-141 (March 17, 2003).
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As noted above, the Board recognizes the need to have diversity on the SAG
and in selecting members will keep diversity in mind while assuring that no
one expertise will predominate among the SAG membership.
With respect to the actual functions of the SAG, one commenter, suggested
that the SAG be involved in all standards-setting proposals while another commenter recommended that the actual drafting of the Standards fall within the
SAG's authority. In order to maintain flexibility in the rulemaking process, the
Board has determined not to revise the proposed Rule to reflect these comments. Although the SAG is likely to be involved in the Board's standardssetting process as discussed in the Release, the Board does not intend to make
SAG involvement mandatory to every standards-setting project. In addition,
the actual drafting of the Standards is likely to be done by the Board's staff
assisted by ad hoc task forces where necessary.
Another comment related to recommending that the SAG work toward "harmonizing" international standards. Neither Rule 3100 nor 3700 is intended
to address substantive standards-setting issues. Rather the Board intends to
address such issues, including cooperation with standards-setters in other jurisdictions, in the future.
Commenters also made recommendations regarding SAG procedural matters.
These commenters suggested that the Board address—
a.

the process for making recommendations on Standards for consideration by the Board;

b.

whether or not SAG meetings would be open to the public;

c.

the format and the frequency of the meetings;

d.

the process by which the Board will set the SAG's agenda;

e.

the appointment of a Chair for the SAG;

f.

whether the Board will provide all resources for drafting, editing,
monitoring comments and publishing new and amended Standards;

g.

the term of appointment to the SAG; and

h.

an avenue for minority viewpoints to be expressed in any report
or recommendation to the Board.

With the exception of the comment on resources for drafting and publishing
new Standards, the Board has addressed all of these comments in Section B.7.
of the Release. In summary, the SAG will hold an annual meeting and a semiannual meeting. Additional meetings may be held in the intervening quarters.
Monthly telephonic meetings are also expected to be held at the discretion of
the Chair. The annual and semi-annual meetings, and any meeting at which
the SAG makes a final decision on a recommendation to the Board, will be open
to the public. Agenda items for the SAG will be driven in part by the schedule to
be set by the Board for the review of the Interim Auditing Standards. Other
agenda items will be added by the Board where the Board determines that
a response to emerging issues or problems connected with audits needs to be
addressed. The Board has determined that the first Chair of the SAG will be the
Board's Chief Auditor and Director of Professional Standards. All SAG members
will be appointed for two-year terms except that approximately one-half of the
appointees initially appointed to the SAG will be appointed for a three-year
term to assure continuity. There will be no limits on the terms that a member
of the SAG may serve. The Board anticipates that drafting, editing, monitoring
comments and publishing, will be conducted by the Board and its staff. To the
extent that the SAG is specifically authorized by the Board to undertake any
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of these functions and the expenses have been preapproved by the Board or a
staff member delegated by the Board, the Board will cover the SAG's costs.
In response to the issue of whether the SAG's meetings will be open to the public
and in order to assure that the public is informed of the SAG's operations, the
Board has determined that the annual and semi-annual meetings of the SAG
will be open. In addition, decisions on making recommendations to the Board
will only be made at an open meeting of the SAG. All recommendations to the
Board by the SAG will be presented to the Board in open public meetings of the
Board and such presentations will include the presentation of minority views
of the SAG members. Finally, it should be noted that Board standards-setting
proposals will be subject to the public comment process before being adopted
by the Board.
With respect to Rule 3700(e) relating to the ethical duties of the SAG members,
one commenter recommended that the SAG members be subject to Section
EC14, the certification requirements, of the Ethics Code. In response to this
comment, the Board has added to its "conditions of membership" described in
Section C of the Release, a requirement that members of the SAG shall annually certify their continuing compliance with the "conditions of membership."
A second commenter recommended that both Rule 3700(e) and EC8(a) of the
Ethics Code be clarified to confirm that being a practicing auditor does not, in
and of itself, constitute a financial interest requiring recusal. Section EC8(a) of
the Ethics Code has been revised to add an explanatory note that clarifies this
issue.8 A third commenter recommended that members of the SAG be prohibited from "unauthorized" speaking for the Board. In response to this comment,
the Board has revised Rule 3700(e) to make EC10 of the Board's Ethics Code
applicable to any private publication or public statement by an advisory group
member with regard to the Board or the advisory group or any of the activities
of the Board or the advisory group. Finally, a fourth commenter recommended
that a member of the SAG be permitted to share SAG material with support
personnel within the member's home organization who are assigned to assist
the member in his or her duties. The Board has not added a provision to address
this concern. The Board believes that SAG members will normally be able to
perform their responsibilities without needing access to non-public Board information. To the extent that it may be appropriate, from time to time, to permit
non-public standards-setting information to be shared with individuals outside
the SAG, including to permit SAG members to consult technical experts who
are not employees or staff of the Board, the Board may require that such individuals agree to the confidentiality provisions under Section EC9 of the Ethics
Code.

8

See PCAOB Release No. 2003-008 (June 30, 2003).
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Auditing Standard No. 1, References in
Auditors’ Reports to the Standards of the
Public Company Accounting Oversight Board
PCAOB Release No. 2003-025
December 17, 2003
PCAOB Rulemaking
Docket Matter No. 010
Approved by the Securities and Exchange Commission on May 14, 2004,
and is effective for audit reports issued or reissued on or after May 24,
2004.

Summary
After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") has adopted Auditing Standard No. 1, References in Auditors' Reports to the Standards of the Public Company Accounting Oversight
Board. This standard requires registered public accounting firms to include in
their reports on engagements performed pursuant to the Board's auditing and
related professional practice standards, including audits and reviews of financial statements, a reference to the standards of the Public Company Accounting
Oversight Board (United States). The Board will submit this standard to the
Securities and Exchange Commission ("Commission" or "SEC") for approval
pursuant to Section 107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This
standard will not take effect unless approved by the Commission.

Board Contacts
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
******
Section 103 of the Act authorizes the PCAOB to establish auditing and related
professional practice standards to be used by registered public accounting firms
in connection with the preparation and issuance of audit reports as required by
the Act or the rules of the Commission, or as may be necessary or appropriate
in the public interest or for the protection of investors. Consistent with Section 103 of the Act, PCAOB Rule 3100, Compliance With Auditing and Related
Professional Practice Standards, requires auditors to comply with all applicable auditing and related professional practice standards established by the
PCAOB.
Auditing Standard No. 1, References in Auditors' Reports to the Standards of
the Public Company Accounting Oversight Board directs auditors1 to state that
1
Reference in the Board's standards to an "auditor" means a registered public accounting firm,
or an associated person of such a firm, as defined in the Act and the Board's rules, unless specifically
stated otherwise. Nothing in the Board's rules would preclude an accounting firm from conducting an
audit of a company that is not an issuer in accordance with the Board's standards and so stating in
its audit report. This is true regardless of whether or not the accounting firm performing the audit is
registered with the Board.
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the engagement was conducted in accordance with "the standards of the Public
Company Accounting Oversight Board (United States)" whenever the auditor
has performed the engagement in accordance with the Board's standards.
Section A of this release describes Auditing Standard No. 1. Section B of this
release discusses and addresses the comments received on the Board's proposed
auditing standard, which the Board released for public comment. The text of
Auditing Standard No. 1 is attached to this release as Appendix 1.

A. Description of Auditing Standard No. 1
At the time of this release, the Board's auditing and related professional practice
standards consist of the standards described in Rules 3200T through 3600T,
which the Board has adopted, on an initial, transitional basis, as interim standards. The standards (with which PCAOB Rule 3100 requires registered public
accounting firms, and persons associated with such firms, to comply) include
these interim standards and any permanent standards that the Board adopts.
Each of the standards described in Rules 3200T through 3600T was originally
adopted by the American Institute of Certified Public Accountants ("AICPA"), a
committee thereof, including the Auditing Standards Board ("ASB"), or the
Independence Standards Board. Thus the Board's rule on interim auditing
standards, Rule 3200T, incorporates "generally accepted auditing standards,
as described in the AICPA Auditing Standards Board's Statement on Auditing
Standards No. 95, Generally Accepted Auditing Standards, in existence on April
16, 2003" (the "interim standards").2 These auditing standards were adopted,
and from time to time amended, by the ASB, until the Board incorporated them
into the Board's interim standards. The interim standards require auditors to
include in their reports a reference to the standards that were followed in performing the engagement. These references include "generally accepted auditing
standards," "U.S. generally accepted auditing standards," "auditing standards
generally accepted in the United States of America," and "standards established
by the AICPA."
PCAOB Auditing Standard No. 1 supersedes these references by requiring that
auditors' reports on the financial statements of issuers that are issued or reissued, after Auditing Standard No. 1 becomes effective, include a statement that
the engagement was conducted in accordance with "the standards of the Public
Company Accounting Oversight Board (United States)."3 This auditing standard is effective for auditors' reports issued or reissued on or after the 10th day
following approval of this auditing standard by the Commission. An appendix4
to this standard provides illustrative reports on an audit of financial statements
and a review5 of interim financial information of a public company.
Once Auditing Standard No. 1 becomes effective, it will require auditors to state
that the engagement was performed in accordance with "the standards of the
Public Company Accounting Oversight Board (United States)," irrespective of
whether the engagement was conducted before or after Auditing Standard No.
2
The Board's rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).
3
See Auditing Standard No. 1 ¶ 3.
4
Appendices to the Board's standards are an integral part of the standard and carry the same
authoritative weight as the body of the standard.
5
Reviews of the interim financial information are integrally related to audits of financial statements. See generally Statement on Auditing Standards No. 100, Interim Financial Information ("SAS
No. 100"). For example, SAS No. 100 makes clear that the general standards on auditing discussed in
SAS No. 95 "are applicable to a review of interim financial information."
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1 becomes effective. Accordingly, auditors who reissue reports that were originally issued before the date that Auditing Standard No. 1 becomes effective,
or who issue reports that include comparative financial information that was
the subject of an audit or review report that was issued before that date, must
nevertheless state that the audit or review was performed in accordance with
"the standards of the Public Company Accounting Oversight Board (United
States)," if those reports are reissued after Auditing Standard No. 1 becomes
effective. The Board believes that a uniform reference to the standards of the
PCAOB—even with respect to audits and reviews completed before the PCAOB
adopted its interim standards—is appropriate because the interim standards
that the Board adopted are the "generally accepted auditing standards" with
which auditors were required to comply before the PCAOB adopted its interim
standards.
Referring to PCAOB standards in connection with a period that preceded the
date of the PCAOB's own adoption of those standards may seem somewhat
counterintuitive. The requirement is intended, however, to reflect the fact that
the standards in place before the PCAOB adopted its interim standards, without
change, became the PCAOB's standards. Indeed, the Board considered whether
to require auditors to refer to "generally accepted auditing standards" when
reissuing reports that were originally issued before Auditing Standard No. 1
becomes effective, and to refer to "standards of the PCAOB" with respect to
reports issued on or after Auditing Standard No. 1 becomes effective.
The Board believes, however, that it is appropriate to describe the "generally accepted auditing standards" that the Board adopted as "standards of the
PCAOB." This terminology will reflect the fact that the standards that auditors
were required to use before April 25, 2003—i.e., generally accepted auditing
standards as they existed on April 16, 2003—became the applicable standards
on April 25 and continue to apply to audits of public companies, as the Board
amends them. Auditing standards have continuously been amended over time,
and auditors have consistently been required to state whether their audits
complied with the then-prevailing standards. The substance of the applicable
standards for audits and reviews of public company financial statements did
not change on April 25, 2003. Rather, April 25, 2003, is significant only because
the PCAOB gained authority over such standards on that date. The Board believes it would be inappropriate to create an impression in auditors' reports that
engagements performed before Auditing Standard No. 1 becomes effective, or
even before April 25, were performed in accordance with a wholly different body
of standards, rather than the same body of standards at different points in its
evolution.
The Board expects to amend its standards from time to time, just as the ASB
amended generally accepted auditing standards from time to time. The Board
believes that using a consistent description of standards prevailing at the time
an audit or review report is issued—and holding auditors to compliance with
those then-prevailing standards—better contributes to the creation of informative audit reports.
Upon adoption of this auditing standard, all references in the interim standards to generally accepted auditing standards, U.S. generally accepted auditing standards, auditing standards generally accepted in the United States
of America, and standards established by the AICPA, mean the corresponding
standards of the Public Company Accounting Oversight Board. The Act and the
Board's rules already require the auditor to comply with the Board's standards.
The purpose of this standard is to conform the references in the interim standards to the standards that the Act and Rule 3100 require auditors to use in
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connection with preparing and issuing audit and related reports on the financial
statements of issuers.
Under the Act, Auditing Standard No. 1 will not be effective unless it is approved
by the SEC. By its terms, Auditing Standard No. 1 will be effective for auditors'
reports issued or reissued on or after the 10th day following SEC approval of this
standard. Until the effective date of this standard, the reporting requirements
as described in the AICPA's Codification of Statements on Auditing Standards,
are still in effect as interim standards.

B. Public Comment Process and Board Responses
The Board released a proposed auditing standard, References in Auditors' Reports to the Standards of the Public Company Accounting Oversight Board,
for public comment, on November 12, 2003. The Board received eight written
comment letters.6 In response to these comments, the Board's final rules both
clarify and modify certain aspects of the proposal, as explained below.

1. Transitional Issues
The Board received several comments related to transitional issues, including,
how the proposed standard would affect—

•

reissuance of a report originally issued before the proposed standard became effective;

•

issuance of a report on comparative financial statements when
the audits of the financial statements for periods presented for
comparative purposes were conducted before the proposed standard became effective and/or before the Board adopted its interim
standards; and

•

issuance of a dual-dated report that include dates that straddle
the effective date of this standard.

In the proposed standard, the Board had recommended the standard be effective
for auditors' reports dated on or after the later of January 1, 2004 or the 10th day
after SEC approval of the standard as adopted by the Board. In evaluating the
comments with regard to transition, the Board decided to modify the effective
date of this standard. Rather than linking the effective date of this standard to
the date of the report, this auditing standard will be effective for reports issued
or reissued on or after the 10th day following SEC approval of this auditing
standard. After this standard becomes effective, any auditor's report issued or
reissued with respect to the financial statements of a public company must
state that the engagement was performed in accordance with "the standards of
the Public Company Accounting Oversight Board (United States)."
One commenter also expressed concern that the proposed standard's requirement that a report state that an audit performed prior to the PCAOB's adoption of interim standards was performed in accordance with PCAOB standards
would, in essence, require the auditor to re-audit the prior period's financial
statements in order to bring that audit or review into conformity with current
PCAOB standards. The Board does not intend to require auditors to bring audits that were performed in accordance with then-prevailing standards into

6
The comment letters are available on the Board's Web site—www.pcaobus.org—and will be
attached to the Board's Form 19b-4, to be filed with the Commission.
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conformity with later-prevailing standards in order to reissue a previouslyissued report. When the Board adopted as interim standards the generally
accepted auditing standards established by the ASB, the Board also adopted
the effective dates of those standards. Therefore, reference in auditors' reports
to the standards of the PCAOB with respect to financial statements audited or
reviewed prior to the effective date of Auditing Standard No. 1 is equivalent
to the previously-required reference to generally accepted auditing standards.
The reference relates to those standards that were in effect when the audit or
review was completed and should not be interpreted to imply a representation
that the audit or review complied with standards that became effective after
the audit or review was completed. Thus, once Auditing Standard No. 1 becomes effective, a reference to generally accepted auditing standards in reports
issued in connection with financial statements of public companies is no longer
appropriate or necessary.

2. Applicable Standards of the PCAOB
Several commenters recommended that the Board only require auditors' reports to refer to the auditing standards of the PCAOB for audits of financial
statements and not to the standards of the PCAOB generally. The Board intends
for report references to "the standards of the Public Company Accounting Oversight Board (United States)" to mean those auditing and related professional
practice standards that are applicable to the particular engagement. For example, if an issuer does not use any outside service organization that would affect
its internal control over financial reporting, then the interim auditing standard
on service organizations—described in the Codification of Statements on Auditing Standards at AU § 324 (Service Organizations), would not be applicable.
On the other hand, the Board's independence standards apply to registered
public accounting firms, and associated persons thereof, in connection with the
preparation and issuance of audit reports for issuers.
As another example, quality control standards generally apply to a firm's system of quality control over its accounting and auditing practice and not to individual audit engagements. Thus, a breakdown in the system of quality control
does not necessarily mean that a particular audit was not conducted in accordance with the standards of the PCAOB. However, such a breakdown might
result in a deficient audit if it caused or contributed to an audit deficiency. The
determination as to whether a particular auditing or related professional practice standard is applicable in the context of a particular audit is dependent on
the nature of the standard in question and on the nature of the engagement at
issue.
Thus a reference to "auditing standards" of the PCAOB would be too narrow
and preclusive to other standards applicable to the audit. The Board believes
that reference to "the standards of the Public Company Accounting Oversight
Board (United States)" is a more descriptive reference to the standards applied
in the audit.

3. Reference to GAAS
The Board received a number of comments recommending that auditors' reports, with respect to financial statement audits, describe PCAOB standards
as generally accepted auditing standards. The notion of general acceptance
developed at a time when auditing and accounting standards were not established with the force of law by governmental or other authoritative bodies, but
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rather were established by consensus among the members of the accounting
profession.
As far as auditing and related professional practice standards are concerned,
the Board gained authority to establish such standards by the enactment of
the Act. Professional consensus is no longer sufficient to establish auditing
standards, and therefore the Board believes that it is no longer appropriate to
refer to the standards with which an auditor of the financial statements of a
public company must comply as "generally accepted." While those standards
may be generally accepted in a variety of contexts, what gives them the force
of law in the context of public company audits is adoption by the PCAOB and
approval by the SEC.
Therefore, for purposes of any engagement performed in accordance with the applicable auditing and related professional practice standards of the PCAOB, references in the interim standards to generally accepted auditing standards, U.S.
generally accepted auditing standards, auditing standards generally accepted
in the United States of America, and standards established by the AICPA, mean
the standards of the PCAOB.

4. References to Country of Origin and Issuing Office
The Board also received comments recommending that the Board continue
to require auditors to state in their reports that the standards according to
which they performed their engagements were those standards applicable in
the United States. Adopting this recommendation will make it easier for readers
of audit reports that are used in cross-border offerings and listings of securities
to quickly identify the jurisdiction in which the standards were promulgated.
As such, the Board has required in Auditing Standard No. 1 that auditors' reports describe the PCAOB's standards as "the standards of the Public Company
Accounting Oversight Board (United States)."
Another commenter recommended that auditors identify in their reports the
city and state (or country) of the registered firms issuing the reports. The SEC's
rules require disclosure in the auditor's report of the city and state of the accounting firm's office issuing the report.7 The Board also concurs with this
recommendation and, accordingly, has modified the auditing standard and the
illustrative reports in the appendix to Auditing Standard No. 1.

5. Other Auditors
The Board was asked to clarify the applicability of this standard, and the
Board's standards generally, to circumstances where more than one auditing
firm contributes to an audit of a consolidated entity. For example, a firm other
than the firm engaged to report on the company's consolidated financial statements may be hired to audit the financial statements of a subsidiary company.
In such circumstances, the auditor that conducts the majority of the audit is
referred to as the principal auditor and the auditor of the subsidiary company
is referred to as the other auditor.8 Depending on the significance of the portion
of the financial statements audited by the other auditor, the principal auditor
may divide responsibility with the other auditor by making reference to the
audit of the other auditor in his or her report, or the principal auditor may take

7
8

17 C.F.R. § 210.2-02 (2003).
See Codification of Auditing Standards, AU § 543 (AICPA 2002).
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responsibility for the work of the other auditor by not making any reference to
the other auditor.
In either event, the entire audit must be performed in accordance with the
Board's standards. Section 103 of the Act, and the Board's Rule 3100, require
registered public accounting firms, and associated persons thereof, to comply
with all applicable auditing and related professional practice standards in connection with the preparation and issuance of audit reports on the financial
statements of issuers. Whether the other auditor is a registered public accounting firm or an associated person of a registered public accounting firm, the other
auditor must comply with the standards of the PCAOB.

6. Applicability to Non-U.S. Firms Not Yet Registered
With the Board
Another commenter asked the Board to clarify whether non-U.S. public accounting firms—who are not required to register with the PCAOB until 2004—will be
permitted, until registered with the PCAOB, to continue to reference "auditing
standards generally accepted in the United States of America" when reporting
on an issuer's financial statements. Like the Board's interim standards, with
which a public accounting firm is required to comply even before the firm's
mandatory registration date, during the period preceding the mandatory registration date, standards of the PCAOB apply to firms engaged in work that
requires their registration. Therefore, non-U.S. public accounting firms that
have not yet registered, that engage in work that would require them to be
registered as of the mandatory registration date, are nevertheless required to
reference "the standards of the Public Company Accounting Oversight Board
(United States)."

7. Application of Auditing Standard No. 1 to Audit Reports
in Connection With Initial Public Offerings
Another commenter recommended that the Board expand the proposed standard to specifically address the various scenarios that auditors will encounter
with respect to reporting in conjunction with initial public offerings. The SEC's
Rule 3-01 of Regulation S-X requires that, like other SEC filings that must comply with Regulation S-X, a registration statement filed in connection with an
initial public offering must include or otherwise incorporate "for the registrant
and its subsidiaries consolidated, audited balance sheets as of the end of each
of the two most recent fiscal years."9 In addition, Rule 3-02 of Regulation S-X
requires that there "be filed, for the registrant and its subsidiaries consolidated
and for its predecessors, audited statements of income and cash flows for each
of the three fiscal years preceding the date of the most recent audited balance
sheet."10 The Board understands these provisions to mean that an issuer desiring to register a transaction involving the sale of securities must include balance
sheets for the two years preceding the transaction, and income statements and
statements of cash flows for the three years preceding the transaction, each
audited in accordance with standards as required by the securities laws.
In Section 103 of the Act, Congress has provided the Board authority to establish auditing and related professional practice standards "to be used by registered public accounting firms in the preparation and issuance of audit reports."
9
10

17 C.F.R. § 210.3-01 (2003).
17 C.F.R. § 210.3-02 (2003).
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In addition, the PCAOB has adopted, and the SEC has approved, PCAOB Rule
3100, which requires registered public accounting firms to comply with all applicable auditing and related professional practice standards of the PCAOB in
connection with the preparation and issuance of audit reports on the financial
statements of issuers. Accordingly, audit reports on the financial statements of
issuers must now comply with—and under Auditing Standard No. 1 auditors
must state that they performed the audit in accordance with—the standards
of the PCAOB. So long as audits that were performed prior to April 25, 2003,
were performed in accordance with then-prevailing generally accepted auditing standards as required by Rule 2-02 of Regulation S-X, an auditor need
not reaudit any financial statements that relate to periods preceding April 25,
2003. Further, as discussed above, because the Board adopted the "generally
accepted auditing standards" in effect as of April 16, 2003, the Board believes
it is appropriate to require auditors who issue or reissue reports on periods
prior to the date Auditing Standard No. 1 becomes effective to state that their
audits were performed in accordance with PCAOB standards, so long as they
were performed in accordance with the "generally accepted auditing standards"
prevailing at the time the audits were performed.
******
On the 17th day of December, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
December 17, 2003

APPENDIX—
References in Auditors' Reports to the Standards of the Public Company Accounting Oversight Board
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Appendix
References in Auditors’ Reports to the Standards of
the Public Company Accounting Oversight Board
1. The Sarbanes-Oxley Act of 2002 authorized the Public Company Accounting Oversight Board ("PCAOB") to establish auditing and related professional
practice standards to be used by registered public accounting firms. PCAOB
Rule 3100, Compliance With Auditing and Related Professional Practice Standards, requires the auditor to comply with all applicable auditing and related
professional practice standards of the PCAOB.
2. The Board has adopted as interim standards, on an initial, transitional basis,
the generally accepted auditing standards, described in the American Institute
of Certified Public Accountants' ("AICPA") Auditing Standards Board's Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards,
in existence on April 16, 2003.1
3. Accordingly, in connection with any engagement performed in accordance
with the auditing and related professional practice standards of the PCAOB,
whenever the auditor is required by the interim standards to make reference
in a report to generally accepted auditing standards, U.S. generally accepted
auditing standards, auditing standards generally accepted in the United States
of America, or standards established by the AICPA, the auditor must instead
refer to "the standards of the Public Company Accounting Oversight Board
(United States)." An auditor must also include the city and state (or city and
country, in the case of non-U.S. auditors) from which the auditor's report has
been issued.
4. This auditing standard is effective for auditors' reports issued or reissued
on or after the 10th day following approval of this auditing standard by the
Securities and Exchange Commission.
5. Audit reports issued prior to the effective date of this standard were required to state that the audits that supported those reports were performed in
accordance with generally accepted auditing standards. The PCAOB adopted
those generally accepted auditing standards, including their respective effective dates, as they existed on April 16, 2003, as interim standards. Therefore,
reference to "the standards of the Public Company Accounting Oversight Board
(United States)" with respect to audits of financial statements performed prior
to the effective date of this standard is equivalent to the previously-required
reference to generally accepted auditing standards. Accordingly, upon adoption of this standard, a reference to generally accepted auditing standards in
auditors' reports is no longer appropriate or necessary.
Note: The term "auditor" in this standard is intended to include both
registered public accounting firms and associated persons thereof.

1
The Board's rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).
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Appendix—Illustrative Reports
1. The following is an illustrative report on an audit of financial statements:
Report of Independent Registered Public Accounting Firm
We have audited the accompanying balance sheets of X Company as of December 31, 20X3 and 20X2, and the related statements of operations, stockholders'
equity, and cash flows for each of the three years in the period ended December
31, 20X3. These financial statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the Company as of [at] December
31, 20X3 and 20X2, and the results of its operations and its cash flows for each
of the three years in the period ended December 31, 20X3, in conformity with
U.S. generally accepted accounting principles.
[Signature]
[City and State or Country]
[Date]
2. The following is an illustrative report on a review of interim financial information:
Report of Independent Registered Public Accounting Firm
We have reviewed the accompanying [describe the interim financial information
or statements reviewed] of X Company as of September 30, 20X3 and 20X2, and
for the three-month and nine-month periods then ended. This (these) interim
financial information (statements) is (are) the responsibility of the Company's
management.
We conducted our review in accordance with the standards of the Public Company Accounting Oversight Board (United States). A review of interim financial
information consists principally of applying analytical procedures and making inquiries of persons responsible for financial and accounting matters. It
is substantially less in scope than an audit conducted in accordance with the
standards of the Public Company Accounting Oversight Board, the objective of
which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should
be made to the accompanying interim financial (statements) for it (them) to be
in conformity with U.S. generally accepted accounting principles.
[Signature]
[City and State or Country]
[Date]

REL 2003-025

Technical Amendments to Interim Standards Rules

2909

PCAOB Release No. 2003-026

Technical Amendments to Interim
Standards Rules
PCAOB Release No. 2003-026
December 17, 2003
PCAOB Rulemaking
Docket Matter No. 011

Summary:
After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") has adopted certain technical amendments to its rules to
reflect that the Board will be superseding, or effectively amending, the existing
professional standards referred to in the Board's interim standards rules as the
Board continues to set auditing and related professional practice standards.
The Board will submit these amendments to the Securities and Exchange Commission ("Commission") for approval pursuant to Section 107 of the SarbanesOxley Act of 2002 (the "Act"). The Board's amendments will not take effect
unless approved by the Commission.

Board Contacts
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
***

A. Amendments to the Board’s Rules Relating
to Interim Standards
On April 16, 2003, the Board adopted on an initial, transitional basis five temporary rules that refer to existing professional standards of auditing, attestation,
quality control, ethics, and independence.1 The amendments approved by the
Board reflect that, when the Board adopts a new auditing and related professional practice standard that addresses a subject matter that also is addressed
in the interim standards, the affected portion of the interim standards will be
superseded or effectively amended. Accordingly, the Board has approved to add
the phrase "to the extent not superseded or amended by the Board" to each of
the interim standards rules (PCAOB Rules 3200T, 3300T, 3400T, 3500T, and
3600T). In addition, the Board is making technical amendments to Rule 3600T,
revising the numbering of the paragraphs from "(1)" and "(2)" to "(a)" and "(b)".
The text of these amendments is presented in the Appendix.

1
These rules were adopted by the Board on April 16, 2003, and approved by the Securities and
Exchange Commission on April 25, 2003. See SEC Rel. No. 33- 8222 (April 25, 2003).
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B. Public Comment Process and Board Responses
The Board proposed technical amendments to its interim standards rules and
released them for public comment, on November 12, 2003. The Board received
six written comment letters.2 Most of the commenters explicitly indicated support for the technical amendments to the interim standards rules, and none indicated opposition to the technical amendments. In addition, many commenters
requested that the Board identify how proposed, as well as final, standards affect the existing interim standards. While it may not always be practicable to
identify exactly which portions of existing standards have been superseded or
amended by new Board standards, the Board recognizes the need to provide
auditors with as much guidance and clarity as possible. As future standards
are adopted or amended, the Board intends to identify, to the greatest extent
possible, those interim standards that are amended or superseded by standards
issued by the Board.
***
On the 17th day of December, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
December 17, 2003

APPENDIX—
Amendments to Rules Relating to Interim Professional Auditing Standards

2
The comment letters are available on the Board's Web site—www.pcaobus.org—and will be
attached to the Board's Form 19b-4, to be filed with the Commission.
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Appendix
Amendments to Rules Relating to Interim Professional
Auditing Standards
The Board has amended Section 3 of its rules by inserting the phrase "to the
extent not superseded or amended by the Board" in Rules 3200T, 3300T, 3400T,
3500T, and 3600T, and by revising the numbering of the paragraphs in Rule
3600T from "(1)" and "(2)" to "(a)" and "(b)". The relevant portions of the Rules,
as amended, are set out below. Language added by these amendments is shown
in bold italics. Deleted paragraph numbers are struck through. Other text in
Section 3, including notes to the Rules, remains unchanged and is indicated
below by " * * * ".
RULES OF THE BOARD
***
SECTION 3. PROFESSIONAL STANDARDS
Part 1 — General Requirements
***

Rule 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with generally
accepted auditing standards, as described in the AICPA Auditing Standards
Board's Statement of Auditing Standards No. 95, as in existence on April 16,
2003 (Codification of Statements on Auditing Standards, AU § 150 (AICPA
2002)), to the extent not superseded or amended by the Board.
***

Rule 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA's Auditing Standards Board's Statement on Standards for Attestation Engagements No. 10
(Codification of Statements on Auditing Standards, AT § 101.01 (AICPA 2002))
and (ii) related to the preparation or issuance of audit reports for issuers, a registered public accounting firm, and its associated persons, shall comply with
the AICPA Auditing Standards Board's Statements on Standards for Attestation Engagements, and related interpretations and Statements of Position, as
in existence on April 16, 2003, to the extent not superseded or amended by
the Board.
***

Rule 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(a)

the AICPA's Auditing Standards Board's Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Professional Standards, QC §§ 20–40 (AICPA 2002)), to the extent
not superseded or amended by the Board; and
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(b)

the AICPA SEC Practice Section's Requirements of Membership
(d), (f)(first sentence), (l), (m), (n)(1) and (o), as in existence on
April 16, 2003 (AICPA SEC Practice Section Manual § 1000.08(d),
(f), (l), (m), (n)(1) and (o)), to the extent not superseded or
amended by the Board.

***

Rule 3500T. Interim Ethics Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with ethics
standards, as described in the AICPA's Code of Professional Conduct Rule 102,
and interpretations and rulings thereunder, as in existence on April 16, 2003
(AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)), to the extent not superseded or amended by the Board.
***

Rule 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with independence standards—
(1a) as described in the AICPA's Code of Professional Conduct Rule
101, and interpretations and rulings thereunder, as in existence
on April 16, 2003 (AICPA Professional Standards, ET §§ 101 and
191 (AICPA 2002)), to the extent not superseded or amended
by the Board; and
(2b) Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and
00-2, of the Independence Standards Board to the extent not
superseded or amended by the Board.
***
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Auditing Standard No. 3, Audit
Documentation
PCAOB Release No. 2004-006
June 9, 2003
PCAOB Rulemaking
Docket Matter No. 012

Summary
After public comment, the Public Company Accounting Oversight Board (the
"PCAOB" or "Board") has adopted Auditing Standard No. 3, Audit Documentation, and an amendment to AU sec. 543 of the Interim Auditing Standards.
The Board will submit this standard and amendment to the Securities and Exchange Commission ("SEC" or "Commission") for approval pursuant to Section
107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This standard will not take
effect unless approved by the Commission.

Board Contacts
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), and
Greg Fletcher, Assistant Chief Auditor (202/207-2203; fletcherg@pcaobus.org).
******
Section 103(a)(2)(A)(i) of the Act expressly directs the Board to establish auditing standards that require registered public accounting firms to prepare and
maintain, for at least seven years, audit documentation "in sufficient detail to
support the conclusions reached" in the auditor's report. Audit documentation
is one of only a few topics that the Act expressly requires the Board to adopt
standards. Accordingly, the Board made audit documentation a priority in its
standards setting responsibilities.
The Board commenced a standards-development project on audit documentation by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on audit documentation. Before that roundtable
discussion, the Board prepared and released a briefing paper on audit documentation, which posed several questions to help identify the objectives—and the
appropriate scope and form—of audit documentation.1 In addition, the Board
asked participants to address specific practice issues relating to, among other
things, changes in audit documentation after an audit report has been released;
the essential elements and the appropriate amount of detail of audit documentation; the effect on audit documentation of a principal auditor's decision to use
the work of other auditors; and retention of audit documentation.
Taking into consideration comments from participants in this roundtable discussion, advice from the Board's staff, and other input, the Board determined
1
See Briefing Paper for the Roundtable on Audit Documentation, dated September 10, 2003.
The transcript of the September 29, 2003 roundtable discussion and copies of the briefing paper are
available on the Board's Web site (www.pcaobus.org).

REL 2004-006

2914

Select PCAOB Releases

that the existing interim auditing standard on audit documentation was not
sufficient in providing direction to ensure that auditors appropriately document both the work they perform and the conclusions they reach in connection
with audits and other engagements. On November 21, 2003, the Board issued a
proposed auditing standard entitled Audit Documentation, as well as a related
amendment to an interim auditing standard (paragraph .12 of AU sec. 543,
Part of Audit Performed by Other Independent Auditors).
The Board received 38 comment letters from a variety of interested parties, including auditors, regulators, professional associations, and government agencies. Those comments led to some changes in the requirements of the standard.
The Board's standard on audit documentation will be one of the fundamental
building blocks on which both the integrity of audits and the Board's oversight
will rest. The integrity of an audit depends, in large part, on the existence of
a complete and understandable record of the work that the auditor performed,
the evidence gathered, and the conclusions reached. Meaningful review by managers and partners, or by the Board in the context of its inspections, would be
difficult, if not impossible, without adequate documentation. Clear and comprehensive audit documentation is essential for auditors to enhance the quality
of the audit and for the Board to fulfill its mandate to inspect registered public accounting firms "to assess the degree of compliance" of those firms with
applicable standards and laws.
Appendices 1 and 2 to this release contain, respectively, the text of Auditing
Standard No. 3, Audit Documentation, and the amendment to AU sec. 543.
Appendix A to Auditing Standard No. 3 includes the Board's analysis of the
comments received and the Board's responses.

A. Introduction
Auditors document the evidence supporting the conclusions reached in their
reports with a work product commonly referred to as audit documentation or
working papers. Sufficient audit documentation is an integral part of a quality
audit. That is, the auditor documents not only the nature, timing, and extent
of the work performed, but also the professional judgments made by members
of the engagement team and others.
In addition to providing the basis for the conclusions in the auditor's report,
audit documentation facilitates the planning, performance, and supervision of
the engagement and provides the basis for the review of the quality of the
work by providing the reviewer with written documentation of the evidence
supporting the auditor's significant conclusions.
First and foremost, the objectives of this audit documentation standard are
to improve audit quality and to enhance public confidence in the quality of
auditing and other engagements. Complete and thorough audit documentation improves the quality of the work performed in many ways. One important
example is that quality audit documentation is a record of the actual work performed, which provides assurance that the auditor accomplished the planned
objectives. Further, the need to document the procedures performed, the evidence obtained, and the conclusions reached demands a disciplined approach
to planning and performing the engagement. Also, audit documentation facilitates the reviews performed by supervisors, managers, partners, and PCAOB
inspectors.
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Inadequate audit documentation diminishes audit quality on many levels.
First, if audit documentation does not exist for a particular procedure or conclusion related to a significant matter, its absence casts doubt as to whether
the necessary work was done. If the work was not documented, then it becomes
difficult for members of the engagement team, and others, to know what was
done, what conclusions were reached, and how those conclusions were reached.
The more significant differences between existing requirements under the interim auditing standards and this new standard on audit documentation, along
with the related amendment, are described in the following sections.

B. Auditors Must Document Their Work
As previously mentioned, the principal objective of this standard is to improve
the quality of audits and other engagements. In so doing, this standard affirmatively requires that auditors document procedures performed, evidence
obtained, and conclusions reached. Likewise, a deficiency in documentation
is a departure from the Board's standard. The Board emphasizes that, in the
event of a deficiency in documentation, the auditor must be prepared to present
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached.
If it is questionable whether audit procedures were performed or evidence was
obtained, the auditor must determine, and if so demonstrate, that the necessary
procedures were performed, sufficient evidence was obtained, and appropriate
conclusions were reached with respect to the relevant financial statement assertions. There may be circumstances (for example, a Board inspection) in which
the auditor may be required to demonstrate with persuasive other evidence
that the procedures were actually performed, the evidence was actually obtained, and appropriate conclusions were actually reached. In this and similar
contexts, oral explanation alone does not constitute persuasive other evidence.
However, oral evidence may be used to clarify other written evidence.
The failure to prepare adequate documentation is serious. The severity of that
failure depends on the factors that determine the nature and extent of the
documentation for a particular audit area or auditing procedure. For example,
when the risk of material misstatement associated with an assertion is high, the
failure to document the procedures, evidence, and conclusions related to that
assertion is a very serious violation of PCAOB Standards. Failure to provide
adequate documentation could limit an auditor's ability to demonstrate that
the work was actually performed.

C. An Experienced Auditor Must Understand the Work
Audits and reviews of issuers' financial statements are now, under the Act,
subject to review by PCAOB inspectors. Therefore, the Board determined that
a documentation standard that enables a PCAOB inspector to understand the
work that was performed is essential. Similar to the U.S. General Accounting
Office's documentation standard for government and other audits conducted in
accordance with generally accepted government auditing standards,2 this standard requires audit documentation to contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement,

2
U.S. General Accounting Office, Government Auditing Standards, "Field Work Standards for
Financial Audits" (2003 Revision), paragraph 4.22.
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to understand the work that was performed, the name of the person(s) who
performed it, the date it was completed, and the conclusions reached.
This standard also defines an experienced auditor as one who has a reasonable
understanding of audit activities and has studied the company's industry as
well as the accounting and auditing issues relevant to the industry.

D. Two Significant Dates Defined in This Standard
To ensure quality and consistency in the preparation and retention of audit
documentation, the standard defines two important dates: (1) the report release
date and (2) the documentation completion date. The report release date is the
date the auditor grants permission to use the auditor's report in connection with
the issuance of the company's financial statements. After the report release
date, auditors will have 45 days to assemble a complete and final set of audit
documentation. The end of this 45-day period is the documentation completion
date.
Prior to the report release date, the auditor must have—

•

Completed all necessary auditing procedures, including clearing
review notes and providing support for all final conclusions, and

•

Obtained sufficient evidence to support the representations in the
auditor's report.

If the auditor obtains and documents evidence after the report release date, the
auditor should refer to the interim auditing standards, AU sec. 390, Consideration of Omitted Procedures After the Report Date and AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report for related guidance. Auditors should not discard any previously existing documentation in connection with obtaining and documenting evidence after the report release date.
If procedures are performed subsequent to the report release date, auditors
must identify and document any additions to audit documentation as a result
of those procedures. This documentation must include the nature of the change,
the date of the change, the name of the person who prepared the change, and the
reason for the change. Furthermore, audit documentation must not be deleted
or discarded after the documentation completion date.

E. Subsequent Changes to Audit Documentation
This standard requires that changes to audit documentation after the documentation completion date be documented without deleting or discarding the
original documents. Such documentation must indicate the date the information was added, who added it, and the reason for adding it. The SEC has articulated its position on working papers, as well as the importance of documenting
any subsequent changes to the working papers.
Working papers prepared or collected by auditors in the course of an audit provide the single most important support for their representation regarding compliance with generally accepted auditing standards. They serve as the repository for the competent evidential matter necessary to afford the auditors with
a reasonable basis for opining on an issuer's financial position. Transactions
or events occurring long after the balance sheet date often require reference to
prior working papers, and such working papers may have significant usefulness
in future audits. It is therefore imperative that auditors preserve their working
papers in a complete and unaltered form.
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Auditors should be encouraged to devise orderly procedures for the proper control over the contents of working papers. Moreover, the Commission recognizes
that the necessity for evidential matter to be included in the auditor's working
papers varies substantially depending on individual audits. When any alterations or additions are made to the working papers subsequent to the issuance
of the auditor's report, however, such alterations or additions should themselves
be properly documented and indicate the time and circumstances under which
they are made.3

F. Documentation Deficiencies
Documentation added to the working papers well after completion of the audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult
to reconstruct and recall specific activities related to gathering audit evidence months, and perhaps years, after the work was actually performed. The
turnover of both firm and company staff can cause difficulty in reconstructing
conversations, meetings, data, or other evidence. Also, with the passage of time
memories fade. "Research has shown that minutes, hours or days after an experience, memory preserves a relatively detailed record, allowing us to reproduce
the past with reasonable if not perfect accuracy. But with the passing of time,
the particulars fade and opportunities multiply for interference—generated by
later, similar experiences—to blur our recollections."4
The Board believes that audit evidence should be documented at the time the
procedures are performed and that oral explanation should not be the primary
source of evidence. Furthermore, any oral explanation should not contradict
the documented evidence, and appropriate consideration should be given to the
credibility of the individual providing the oral explanation.

G. Multi-Location Audits
In this standard, the Board reminds auditors that the office of the accounting
firm issuing the auditor's report is responsible for ensuring that all audit documentation sufficient to meet the requirements of this standard is prepared
and retained. Audit documentation supporting the work performed by other
auditors (including auditors associated with other offices of the firm, affiliated
firms, or non-affiliated firms), must be retained by or be accessible to the office
issuing the auditor's report. The Board believes this requirement will improve
audit quality by enhancing the probability that all audit documentation will be
prepared consistently with the same standards of audit quality.
In addition, the office issuing the auditor's report must obtain and review, prior
to the report release date, certain documentation—outlined in this standard—
related to the work performed by other auditors. Thus, the firm issuing an
audit report on consolidated financial statements of a multinational company
may not release that report without the specific documentation described in
this standard.

3
In the Matter of S.D. Leidesdorf & Co., Kenneth Larsen, Joseph Grendi (Accounting Series
Release No. 209, February 1977).
4
Dr. Daniel Schacter, "The Seven Sins of Memory: How the Mind Forgets and Remembers,"
Psychology Today (May 2001).
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H. Part of Audit Performed by Others
In reporting on a company's consolidated financial statements, an auditor may
use the work of other auditors who have audited one or more affiliates or divisions of the company. When more than one auditor is involved in an audit
engagement, one of the firms typically serves as the principal auditor. The
principal auditor then must decide whether to make reference in the auditor's
report to the audit performed by the other auditor.
If the principal auditor decides to assume responsibility for the work of other
auditors, then the principal auditor will not make reference to the work of
other auditors in the audit report. However, if the principal auditor decides
not to assume that responsibility, then the principal auditor should indicate
clearly the division of responsibility between the principal auditor and other
auditors in expressing an opinion on the consolidated financial statements.
Existing guidance in AU sec. 543, Part of Audit Performed by Other Independent
Auditors, applies when using the work of other auditors. However, this existing
guidance does not establish any specific documentation requirements.
In connection with PCAOB Auditing Standard No. 3, Audit Documentation, the
Board adopted an amendment to paragraph .12 of AU sec. 543, Part of Audit
Performed by Other Independent Auditors, addressing appropriate audit documentation when a principal auditor decides not to make reference to the work of
other auditors. In this amendment, the Board imposes the same unconditional
responsibility on the principal auditor, as with multi-location audits, to obtain
certain audit documentation from the other auditor prior to the report release
date. In addition, the amendment provides that the principal auditor should
consider performing one or more of the procedures described in the amendment, such as discussing the audit procedures and related results with the
other auditors and reviewing the audit programs of the other auditors.
The Board believes this amendment will enable the principal auditor to gain
considerably more assurance about the quality of the other auditor's work without creating an unreasonable burden.

I. Retention of Audit Documentation
This standard requires that an auditor retain audit documentation for seven
years after the report release date, which is the minimum period permitted
under Section 103(a) of the Act.
As previously discussed, auditors will have 45 days after the report release date
to assemble the complete and final set of audit documentation. If an auditor's
report is not issued on a completed engagement, as is common in a review of interim financial information of a public company, then the audit documentation
is to be retained for seven years from the date that fieldwork was substantially
completed.

J. Effective Date
On March 9, 2004, the Board issued PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements. Since documentation issues are prevalent in
PCAOB Auditing Standard No. 2 and the key objective of this standard is to
improve the quality of audits and other engagements, the Board determined
that the implementation date of this standard should coincide with that of
PCAOB Auditing Standard No. 2. Therefore, this standard will be effective for
audits of financial statements with respect to fiscal years ending on or after
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the later of November 15, 2004, or 30 days after the date of approval of this
standard by the SEC.
The effective date for quarterly reviews and other engagements, conducted pursuant to the standards of the PCAOB, would occur beginning with the first
quarter ending after the first financial statement audit covered by this standard.
******
On the 9th day of June, in the year 2004, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
June 9, 2004

APPENDICES—
1.
2.

Auditing Standard No. 3—Audit Documentation
Amendment to Interim Auditing Standards—Part of Audit Performed by Other Independent Auditors
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Appendix 1
Auditing Standard No. 3, Audit Documentation
[Supersedes SAS No. 96, Audit Documentation]

Introduction
1. This standard establishes general requirements for documentation the
auditor should prepare and retain in connection with engagements conducted
pursuant to the standards of the Public Company Accounting Oversight Board
("PCAOB"). Such engagements include an audit of financial statements, an audit of internal control over financial reporting, and a review of interim financial
information. This standard does not replace specific documentation requirements of other standards of the PCAOB.

Objectives of Audit Documentation
2. Audit documentation is the written record of the basis for the auditor's
conclusions that provides the support for the auditor's representations, whether
those representations are contained in the auditor's report or otherwise. Audit documentation also facilitates the planning, performance, and supervision
of the engagement, and is the basis for the review of the quality of the work
because it provides the reviewer with written documentation of the evidence
supporting the auditor's significant conclusions. Among other things, audit documentation includes records of the planning and performance of the work, the
procedures performed, evidence obtained, and conclusions reached by the auditor. Audit documentation also may be referred to as work papers or working
papers.
Note: An auditor's representations to a company's board of directors or audit
committee, stockholders, investors, or other interested parties are usually included in the auditor's report accompanying the financial statements of the
company. The auditor also might make oral representations to the company or
others, either on a voluntary basis or if necessary to comply with professional
standards, including in connection with an engagement for which an auditor's
report is not issued. For example, although an auditor might not issue a report
in connection with an engagement to review interim financial information, he or
she ordinarily would make oral representations about the results of the review.

3. Audit documentation is reviewed by members of the engagement team
performing the work and might be reviewed by others. Reviewers might include,
for example:
a.

Auditors who are new to an engagement and review the prior
year's documentation to understand the work performed as an
aid in planning and performing the current engagement.

b.

Supervisory personnel who review documentation prepared by
assistants on the engagement.

c.

Engagement supervisors and engagement quality reviewers who
review documentation to understand how the engagement team
reached significant conclusions and whether there is adequate
evidential support for those conclusions.

d.

A successor auditor who reviews a predecessor auditor's audit
documentation.
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f.

Internal and external inspection teams that review documentation to assess audit quality and compliance with auditing and related professional practice standards; applicable laws, rules, and
regulations; and the auditor's own quality control policies.
Others, including advisors engaged by the audit committee or
representatives of a party to an acquisition.

Audit Documentation Requirement
4. The auditor must prepare audit documentation in connection with each
engagement conducted pursuant to the standards of the PCAOB. Audit documentation should be prepared in sufficient detail to provide a clear understanding of its purpose, source, and the conclusions reached. Also, the documentation should be appropriately organized to provide a clear link to the
significant findings or issues. 1 Examples of audit documentation include memoranda, confirmations, correspondence, schedules, audit programs, and letters
of representation. Audit documentation may be in the form of paper, electronic
files, or other media.
5. Because audit documentation is the written record that provides the
support for the representations in the auditor's report, it should:
a.

Demonstrate that the engagement complied with the standards
of the PCAOB,
b. Support the basis for the auditor's conclusions concerning every
relevant financial statement assertion, and
c. Demonstrate that the underlying accounting records agreed or
reconciled with the financial statements.
6. The auditor must document the procedures performed, evidence obtained, and conclusions reached with respect to relevant financial statement
assertions. 2 Audit documentation must clearly demonstrate that the work was
in fact performed. This documentation requirement applies to the work of all
those who participate in the engagement as well as to the work of specialists
the auditor uses as evidential matter in evaluating relevant financial statement
assertions. Audit documentation must contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement:
a.

To understand the nature, timing, extent, and results of the procedures performed, evidence obtained, and conclusions reached,
and
b. To determine who performed the work and the date such work
was completed as well as the person who reviewed the work and
the date of such review.
Note: An experienced auditor has a reasonable understanding of
audit activities and has studied the company's industry as well
as the accounting and auditing issues relevant to the industry.
7. In determining the nature and extent of the documentation for a financial statement assertion, the auditor should consider the following factors:

•
•

Nature of the auditing procedure;
Risk of material misstatement associated with the assertion;

1

See paragraph 12 of this standard for a description of significant findings or issues.
Relevant financial statement assertions are described in paragraphs 68-70 of PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With
An Audit of Financial Statements.
2
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•

Extent of judgment required in performing the work and evaluating the results, for example, accounting estimates require greater
judgment and commensurately more extensive documentation;

•

Significance of the evidence obtained to the assertion being tested;
and

•

Responsibility to document a conclusion not readily determinable
from the documentation of the procedures performed or evidence
obtained.

Application of these factors determines whether the nature and extent of audit
documentation is adequate.
8. In addition to the documentation necessary to support the auditor's final conclusions, audit documentation must include information the auditor has
identified relating to significant findings or issues that is inconsistent with or
contradicts the auditor's final conclusions. The relevant records to be retained
include, but are not limited to, procedures performed in response to the information, and records documenting consultations on, or resolutions of, differences
in professional judgment among members of the engagement team or between
the engagement team and others consulted.
9. If, after the documentation completion date (defined in paragraph 15),
the auditor becomes aware, as a result of a lack of documentation or otherwise,
that audit procedures may not have been performed, evidence may not have
been obtained, or appropriate conclusions may not have been reached, the auditor must determine, and if so demonstrate, that sufficient procedures were
performed, sufficient evidence was obtained, and appropriate conclusions were
reached with respect to the relevant financial statement assertions. To accomplish this, the auditor must have persuasive other evidence. Oral explanation
alone does not constitute persuasive other evidence, but it may be used to clarify
other written evidence.

•

If the auditor determines and demonstrates that sufficient procedures were performed, sufficient evidence was obtained, and
appropriate conclusions were reached, but that documentation
thereof is not adequate, then the auditor should consider what
additional documentation is needed. In preparing additional documentation, the auditor should refer to paragraph 16.

•

If the auditor cannot determine or demonstrate that sufficient
procedures were performed, sufficient evidence was obtained, or
appropriate conclusions were reached, the auditor should comply
with the provisions of AU sec. 390, Consideration of Omitted Procedures After the Report Date.

Documentation of Specific Matters
10. Documentation of auditing procedures that involve the inspection of
documents or confirmation, including tests of details, tests of operating effectiveness of controls, and walkthroughs, should include identification of the
items inspected. Documentation of auditing procedures related to the inspection of significant contracts or agreements should include abstracts or copies of
the documents.
Note: The identification of the items inspected may be satisfied by indicating
the source from which the items were selected and the specific selection criteria,
for example:
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•

If an audit sample is selected from a population of documents,
the documentation should include identifying characteristics (for
example, the specific check numbers of the items included in the
sample).

•

If all items over a specific dollar amount are selected from a population of documents, the documentation need describe only the
scope and the identification of the population (for example, all
checks over $10,000 from the October disbursements journal).

•

If a systematic sample is selected from a population of documents, the documentation need only provide an identification of
the source of the documents and an indication of the starting point
and the sampling interval (for example, a systematic sample of
sales invoices was selected from the sales journal for the period
from October 1 to December 31, starting with invoice number 452
and selecting every 40th invoice).

11. Certain matters, such as auditor independence, staff training and proficiency and client acceptance and retention, may be documented in a central
repository for the public accounting firm ("firm") or in the particular office participating in the engagement. If such matters are documented in a central
repository, the audit documentation of the engagement should include a reference to the central repository. Documentation of matters specific to a particular
engagement should be included in the audit documentation of the pertinent
engagement.
12. The auditor must document significant findings or issues, actions taken
to address them (including additional evidence obtained), and the basis for the
conclusions reached in connection with each engagement. Significant findings
or issues are substantive matters that are important to the procedures performed, evidence obtained, or conclusions reached, and include, but are not
limited to, the following:
a.

b.

c.

d.

e.
f.

Significant matters involving the selection, application, and consistency of accounting principles, including related disclosures.
Significant matters include, but are not limited to, accounting for
complex or unusual transactions, accounting estimates, and uncertainties as well as related management assumptions.
Results of auditing procedures that indicate a need for significant modification of planned auditing procedures, the existence
of material misstatements, omissions in the financial statements,
the existence of significant deficiencies, or material weaknesses
in internal control over financial reporting.
Audit adjustments. For purposes of this standard, an audit adjustment is a correction of a misstatement of the financial statements
that was or should have been proposed by the auditor, whether
or not recorded by management, that could, either individually
or when aggregated with other misstatements, have a material
effect on the company's financial statements.
Disagreements among members of the engagement team or with
others consulted on the engagement about final conclusions
reached on significant accounting or auditing matters.
Circumstances that cause significant difficulty in applying auditing procedures.
Significant changes in the assessed level of audit risk for particular audit areas and the auditor's response to those changes.
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g.

Any matters that could result in modification of the auditor's report.

13. The auditor must identify all significant findings or issues in an engagement completion document. This document may include either all information necessary to understand the significant findings, issues or cross-references,
as appropriate, to other available supporting audit documentation. This document, along with any documents cross-referenced, should collectively be as
specific as necessary in the circumstances for a reviewer to gain a thorough
understanding of the significant findings or issues.
Note: The engagement completion document prepared in connection with the
annual audit should include documentation of significant findings or issues
identified during the review of interim financial information.

Retention of and Subsequent Changes to Audit Documentation
14. The auditor must retain audit documentation for seven years from the
date the auditor grants permission to use the auditor's report in connection with
the issuance of the company's financial statements (report release date), unless
a longer period of time is required by law. If a report is not issued in connection
with an engagement, then the audit documentation must be retained for seven
years from the date that fieldwork was substantially completed. If the auditor
was unable to complete the engagement, then the audit documentation must
be retained for seven years from the date the engagement ceased.
15. Prior to the report release date, the auditor must have completed all
necessary auditing procedures and obtained sufficient evidence to support the
representations in the auditor's report. A complete and final set of audit documentation should be assembled for retention as of a date not more than 45 days
after the report release date (documentation completion date). If a report is not
issued in connection with an engagement, then the documentation completion
date should not be more than 45 days from the date that fieldwork was substantially completed. If the auditor was unable to complete the engagement,
then the documentation completion date should not be more than 45 days from
the date the engagement ceased.
16. Circumstances may require additions to audit documentation after the
report release date. Audit documentation must not be deleted or discarded after
the documentation completion date, however, information may be added. Any
documentation added must indicate the date the information was added, the
name of the person who prepared the additional documentation, and the reason
for adding it.
17. Other standards require the auditor to perform procedures subsequent
to the report release date in certain circumstances. For example, in accordance
with AU sec. 711, Filings Under Federal Securities Statutes, auditors are required to perform certain procedures up to the effective date of a registration
statement. 3 The auditor must identify and document any additions to audit
documentation as a result of these procedures consistent with the previous
paragraph.

3
Section 11 of the Securities Act of 1933 makes specific mention of the auditor's responsibility
as an expert when the auditor's report is included in a registration statement under the 1933 Act.
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18. The office of the firm issuing the auditor's report is responsible for ensuring that all audit documentation sufficient to meet the requirements of paragraphs 4–13 of this Standard is prepared and retained. Audit documentation
supporting the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms), must be
retained by or be accessible to the office issuing the auditor's report. 4
19. In addition, the office issuing the auditor's report must obtain, and
review and retain, prior to the report release date, the following documentation
related to the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms):
a.

An engagement completion document consistent with paragraphs
12 and 13.
Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor's response, and
the results of the auditor's related procedures.

c.

Sufficient information relating to any significant findings or issues that are inconsistent with or contradict the final conclusions,
as described in paragraph 8.

d.

Any findings affecting the consolidating or combining of accounts
in the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor's
report to agree or to reconcile the financial statement amounts
audited by the other auditor to the information underlying the
consolidated financial statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

If the auditor decides to make reference in his or her report to the audit of
the other auditor, however, the auditor issuing the report need not perform the
procedures in this paragraph and, instead, should refer to AU sec. 543, Part of
Audit Performed by Other Independent Auditors.
20. The auditor also might be required to maintain documentation in
addition to that required by this standard. 5

4
Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
production of the work papers of a foreign public accounting firm on whose opinion or services the
auditor relies. Compliance with this standard does not substitute for compliance with Section 106(b)
or any other applicable law.
5
For example, the SEC requires auditors to retain, in addition to documentation required by
this standard, memoranda, correspondence, communications (for example, electronic mail), other documents, and records (in the form of paper, electronic, or other media) that are created, sent, or received
in connection with an engagement conducted in accordance with auditing and related professional
practice standards and that contain conclusions, opinions, analyses, or data related to the engagement.
(Retention of Audit and Review Records, 17 CFR §210.2-06, effective for audits or reviews completed
on or after October 31, 2003.)
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Effective Date
21. This standard is effective for audits of financial statements, which may
include an audit of internal control over financial reporting, with respect to
fiscal years ending on or after November 15, 2004. For other engagements conducted pursuant to the standards of the PCAOB, including reviews of interim
financial information, this standard takes effect beginning with the first quarter ending after the first financial statement audit covered by this standard.

REL 2004-006

Audit Documentation

2927

Appendix A
Background and Basis for Conclusions
Introduction
A1. This appendix summarizes considerations that the Public Company Accounting Oversight Board ("PCAOB" or "Board") deemed significant in developing this standard. This Appendix includes reasons for accepting certain views
and rejecting others.
A2. Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act of 2002 (the "Act") directs the Board to establish auditing standards that require registered public
accounting firms to prepare and maintain, for at least seven years, audit documentation "in sufficient detail to support the conclusions reached" in the auditor's report. Accordingly, the Board has made audit documentation a priority.

Background
A3. Auditors support the conclusions in their reports with a work product called
audit documentation, also referred to as working papers or work papers. Audit
documentation supports the basis for the conclusions in the auditor's report.
Audit documentation also facilitates the planning, performance, and supervision of the engagement and provides the basis for the review of the quality of
the work by providing the reviewer with written documentation of the evidence
supporting the auditor's significant conclusions. Examples of audit documentation include memoranda, confirmations, correspondence, schedules, audit programs, and letters of representation. Audit documentation may be in the form
of paper, electronic files, or other media.
A4. The Board's standard on audit documentation is one of the fundamental
building blocks on which both the integrity of audits and the Board's oversight
will rest. The Board believes that the quality and integrity of an audit depends, in large part, on the existence of a complete and understandable record
of the work the auditor performed, the conclusions the auditor reached, and
the evidence the auditor obtained that supports those conclusions. Meaningful reviews, whether by the Board in the context of its inspections or through
other reviews, such as internal quality control reviews, would be difficult or
impossible without adequate documentation. Clear and comprehensive audit
documentation is essential to enhance the quality of the audit and, at the same
time, to allow the Board to fulfill its mandate to inspect registered public accounting firms to assess the degree of compliance of those firms with applicable
standards and laws.
A5. The Board began a standards-development project on audit documentation by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on the subject. Participants at the roundtable included representatives from public companies, public accounting firms, investor
groups, and regulatory organizations.
A6. Prior to this roundtable discussion, the Board prepared and released a briefing paper on audit documentation that posed several questions to help identify
the objectives—and the appropriate scope and form—of audit documentation.
In addition, the Board asked participants to address specific issues in practice
relating to, among other things, changes in audit documentation after release
of the audit report, essential elements and the appropriate amount of detail of
audit documentation, the effect on audit documentation of a principal auditor's
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decision to use the work of other auditors, and retention of audit documentation. Based on comments made at the roundtable, advice from the Board's staff,
and other input the Board received, the Board determined that the pre-existing
standard on audit documentation, Statement on Auditing Standards ("SAS")
No. 96, Audit Documentation, was insufficient for the Board to discharge appropriately its standard-setting obligations under Section 103(a) of the Act. In
response, the Board developed and issued for comment, on November 17, 2003,
a proposed auditing standard titled, Audit Documentation.
A7. The Board received 38 comment letters from a variety of interested parties,
including auditors, regulators, professional associations, government agencies,
and others. Those comments led to some changes in the requirements of the
standard. Also, other changes made the requirements easier to understand.
The following sections summarize significant views expressed in those comment
letters and the Board's responses to those comments.

Objective of This Standard
A8. The objective of this standard is to improve audit quality and enhance public
confidence in the quality of auditing. Good audit documentation improves the
quality of the work performed in many ways, including, for example:

•

Providing a record of actual work performed, which provides assurance that the auditor accomplishes the planned objectives.

•

Facilitating the reviews performed by supervisors, managers, engagement partners, engagement quality reviewers,1 and PCAOB
inspectors.

•

Improving effectiveness and efficiency by reducing timeconsuming, and sometimes inaccurate, oral explanations of what
was done (or not done).

A9. The documentation requirements in this standard should result in more
effective and efficient oversight of registered public accounting firms and associated persons, thereby improving audit quality and enhancing investor confidence.
A10. Inadequate audit documentation diminishes audit quality on many levels.
First, if audit documentation does not exist for a particular procedure or conclusion related to a significant matter, it casts doubt as to whether the necessary
work was done. If the work was not documented, then it becomes difficult for
the engagement team, and others, to know what was done, what conclusions
were reached, and how those conclusions were reached. In addition, good audit
documentation is very important in an environment in which engagement staff
changes or rotates. Due to engagement staff turnover, knowledgeable staff on
an engagement may not be available for the next engagement.

Audit Programs
A11. Several commenters suggested that audit documentation should include
audit programs. Audit programs were specifically mentioned in SAS No. 96 as
a form of audit documentation.

1
The engagement quality reviewer is referred to as the concurring partner reviewer in the membership requirements of the AICPA SEC Practice Section. The Board adopted certain of these membership requirements as they existed on April 16, 2003. Some firms also may refer to this designated
reviewer as the second partner reviewer.
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A12. The Board accepted this recommendation, and paragraph 4 in the final
Standard includes audit programs as an example of documentation. Audit programs may provide evidence of audit planning as well as limited evidence of
the execution of audit procedures, but the Board believes that signed-off audit programs should generally not be used as the sole documentation that a
procedure was performed, evidence was obtained, or a conclusion was reached.
An audit program aids in the conduct and supervision of an engagement, but
completed and initialed audit program steps should be supported with proper
documentation in the working papers.

Reviewability Standard
A13. The proposed standard would have adapted a standard of reviewability
from the U.S. General Accounting Office's ("GAO") documentation standard for
government and other audits conducted in accordance with generally accepted
government auditing standards ("GAGAS"). The GAO standard provides that
"Audit documentation related to planning, conducting, and reporting on the audit should contain sufficient information to enable an experienced auditor who
has had no previous connection with the audit to ascertain from the audit documentation the evidence that supports the auditors' significant judgments and
conclusions."2 This requirement has been important in the field of government
auditing because government audits have long been reviewed by GAO auditors
who, although experienced in auditing, do not participate in the actual audits.
Moreover, the Panel on Audit Effectiveness recommended that sufficient, specific requirements for audit documentation be established to enable public accounting firms' internal inspection teams as well as others, including reviewers
outside of the firms, to assess the quality of engagement performance.3 Audits
and reviews of issuers' financial statements will now, under the Act, be subject
to review by PCAOB inspectors. Therefore, a documentation standard that enables an inspector to understand the work that was performed in an audit or
review is appropriate.
A14. Accordingly, the Board's proposed standard would have required that audit
documentation contain sufficient information to enable an experienced auditor,
having no previous connection with the engagement, to understand the work
that was performed, the name of the person(s) who performed it, the date it was
completed, and the conclusions reached. This experienced auditor also should
have been able to determine who reviewed the work and the date of such review.
A15. Some commenters suggested that the final standard more specifically describe the qualifications of an experienced auditor. These commenters took the
position that only an engagement partner with significant years of experience
would have the experience necessary to be able to understand all the work
that was performed and the conclusions that were reached. One commenter
suggested that an auditor who is reviewing audit documentation should have
experience and knowledge consistent with the experience and knowledge that
the auditor performing the audit would be required to possess, including knowledge of the current accounting, auditing, and financial reporting issues of the
company's industry. Another said that the characteristics defining an experienced auditor should be consistent with those expected of the auditor with final
responsibility for the engagement.

2
U.S. General Accounting Office, Government Auditing Standards, "Field Work Standards for
Financial Audits" (2003 Revision), paragraph 4.22.
3
Panel on Audit Effectiveness, Report and Recommendations (Stamford, Ct: Public Oversight
Board, August 31, 2000).
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A16. After considering these comments, the Board has provided additional
specificity about the meaning of the term, experienced auditor. The standard
now describes an experienced auditor as one who has a reasonable understanding of audit activities and has studied the company's industry as well as the
accounting and auditing issues relevant to the industry.
A17. Some commenters also suggested that the standard, as proposed, did not
allow for the use of professional judgment. These commenters pointed to the
omission of a statement about professional judgment found in paragraph 4.23 of
GAGAS that states, "The quantity, type, and content of audit documentation are
a matter of the auditors' professional judgment." A nearly identical statement
was found in the interim auditing standard, SAS No. 96, Audit Documentation.
A18. Auditors exercise professional judgment in nearly every aspect of planning, performing, and reporting on an audit. Auditors also exercise professional
judgment in the documentation of an audit and other engagements. An objective of this standard is to ensure that auditors give proper consideration to the
need to document procedures performed, evidence obtained, and conclusions
reached in light of time and cost considerations in completing an engagement.
A19. Nothing in the standard precludes auditors from exercising their professional judgment. Moreover, because professional judgment might relate to any
aspect of an audit, the Board does not believe that an explicit reference to professional judgment is necessary every time the use of professional judgment
may be appropriate.

Audit Documentation Must Demonstrate That the Work Was Done
A20. A guiding principle of the proposed standard was that auditors must document procedures performed, evidence obtained, and conclusions reached. This
principle is not new and was found in the interim standard, SAS No. 96, Audit Documentation, which this standard supersedes. Audit documentation also
should demonstrate compliance with the standards of the PCAOB and include
justification for any departures.
A21. The proposed standard would have adapted a provision in the California
Business and Professions Code which provides that if documentation does not
exist, then there is a rebuttable presumption that the work had not been done.
A22. The objections to this proposal fell into two general categories: the effect of the rebuttable presumption on legal proceedings and the perceived impracticality of documenting every conversation or conclusion that affected the
engagement. Discussion of these issues follows.

Rebuttable Presumption
A23. Commenters expressed concern about the effects of the proposed language
on regulatory or legal proceedings outside the context of the PCAOB's oversight.
They argued that the rebuttable presumption might be understood to establish
evidentiary rules for use in judicial and administrative proceedings in other
jurisdictions.
A24. Some commenters also had concerns that oral explanation alone would not
constitute persuasive other evidence that work was done, absent any documentation. Those commenters argued that not allowing oral explanations when
there was no documentation would essentially make the presumption "irrebuttable." Moreover, those commenters argued that it was inappropriate for a
professional standard to predetermine for a court the relative value of evidence.
A25. The Board believes that complete audit documentation is necessary for a
quality audit or other engagement. The Board intends the standard to require
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auditors to document procedures performed, evidence obtained, and conclusions reached to improve the quality of audits. The Board also intends that a
deficiency in documentation is a departure from the Board's standards. Thus,
although the Board removed the phrase rebuttable presumption, the Board continues to stress, in paragraph 9 of the Standard, that the auditor must have
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached with respect to relevant
financial statement assertions.
A26. The term should (presumptively mandatory responsibility) was changed to
must (unconditional responsibility) in paragraph 6 to establish a higher threshold for the auditor. Auditors have an unconditional requirement to document
their work. Failure to discharge an unconditional responsibility is a violation
of the standard and Rule 3100, which requires all registered public accounting
firms to adhere to the Board's auditing and related professional practice standards in connection with an audit or review of an issuer's financial statements.
A27. The Board also added two new paragraphs to the final standard to explain the importance and associated responsibility of performing the work and
adequately documenting all work that was performed. Paragraph 7 provides a
list of factors the auditor should consider in determining the nature and extent
of documentation. These factors should be considered by both the auditor in
preparing the documentation and the reviewer in evaluating the documentation.
A28. In paragraph 9 of this Standard, if, after the documentation completion
date, as a result of a lack of documentation or otherwise, it appears that audit
procedures may not have been performed, evidence may not have been obtained,
or appropriate conclusions may not have been reached, the auditor must determine, and if so demonstrate, that sufficient procedures were performed, sufficient evidence was obtained, and appropriate conclusions were reached with
respect to the relevant financial statement assertions. In those circumstances,
for example, during an inspection by the Board or during the firm's internal
quality control review, the auditor is required to demonstrate with persuasive
other evidence that the procedures were performed, the evidence was obtained,
and appropriate conclusions were reached. In this and similar contexts, oral
explanation alone does not constitute persuasive other evidence. However, oral
evidence may be used to clarify other written evidence.
A29. In addition, more reliable, objective evidence may be required depending
on the nature of the test and the objective the auditor is trying to achieve. For
example, if there is a high risk of a material misstatement with respect to a
particular assertion, then the auditor should obtain and document sufficient
procedures for the auditor to conclude on the fairness of the assertion.

Impracticality
A30. Some commenters expressed concern that the proposed standard could be
construed or interpreted to require the auditor to document every conversation
held with company management or among the engagement team members.
Some commenters also argued that they should not be required to document
every conclusion, including preliminary conclusions that were part of a thought
process that may have led them to a different conclusion, on the ground that
this would result in needless and costly work performed by the auditor. Commenters also expressed concern that an unqualified requirement to document
procedures performed, evidence obtained, and conclusions reached without allowing the use of auditor judgment would increase the volume of documentation
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but not the quality. They stated that it would be unnecessary, time-consuming,
and potentially counterproductive to require the auditor to make a written
record of everything he or she did.
A31. The Board's standard distinguishes between (1) an audit procedure that
must be documented and (2) a conversation with company management or
among the members of the engagement team. Inquiries with management
should be documented when an inquiry is important to a particular procedure.
The inquiry could take place during planning, performance, or reporting. The
auditor need not document each conversation that occurred.
A32. A final conclusion is an integral part of a working paper, unless the working
paper is only for informational purposes, such as documentation of a discussion
or a process. This standard does not require that the auditor document each
interim conclusion reached in arriving at the risk assessments or final conclusions. Conclusions reached early on during an audit may be based on incomplete
information or an incorrect understanding. Nevertheless, auditors should document a final conclusion for every audit procedure performed, if that conclusion
is not readily apparent based on documented results of the procedures.
A33. The Board also believes the reference to specialists is an important element of paragraph 6. Specialists play a vital role in audit engagements. For
example, appraisers, actuaries, and environmental consultants provide valuable data concerning asset values, calculation assumptions, and loss reserves.
When using the work of a specialist, the auditor must ensure that the specialist's work, as it relates to the audit objectives, also is adequately documented.
For example, if the auditor relies on the work of an appraiser in obtaining
the fair value of commercial property available for sale, then the auditor must
ensure the appraisal report is adequately documented. Moreover, the term specialist in this standard is intended to include any specialist the auditor relies
on in conducting the work, including those employed or retained by the auditor
or by the company.

Audit Adjustments
A34. Several commenters recommended that the definition of audit adjustments
in this proposed standard should be consistent with the definition contained in
AU sec. 380, Communication With Audit Committees.
A35. Although the Board recognizes potential benefits of having a uniform definition of the term audit adjustments, the Board does not believe that the definition in AU sec. 380 is appropriate for this documentation standard because
that definition was intended for communication with audit committees. The
Board believes that the definition should be broader so that the engagement
partner, engagement quality reviewer, and others can be aware of all proposed
corrections of misstatements, whether or not recorded by the entity, of which
the auditor is aware, that were or should have been proposed based on the audit
evidence.
A36. Adjustments that should have been proposed based on known audit evidence are material misstatements that the auditor identified but did not propose to management. Examples include situations in which (1) the auditor identifies a material error but does not propose an adjustment and (2) the auditor
proposes an adjustment in the working papers, but fails to note the adjustment
in the summary or schedule of proposed adjustments.
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Information That Is Inconsistent With or Contradicts the Auditor’s
Final Conclusions
A37. Paragraph .25 of AU sec. 326, Evidential Matter, states: "In developing his
or her opinion, the auditor should consider relevant evidential matter regardless of whether it appears to corroborate or to contradict the assertions in the
financial statements." Thus, during the conduct of an audit, the auditor should
consider all relevant evidential matter even though it might contradict or be
inconsistent with other conclusions. Audit documentation must contain information or data relating to significant findings or issues that are inconsistent
with the auditor's final conclusions on the relevant matter.
A38. Also, information that initially appears to be inconsistent or contradictory, but is found to be incorrect or based on incomplete information, need not
be included in the final audit documentation, provided that the apparent inconsistencies or contradictions were satisfactorily resolved by obtaining complete
and correct information. In addition, with respect to differences in professional
judgment, auditors need not include in audit documentation preliminary views
based on incomplete information or data.

Retention of Audit Documentation
A39. The proposed standard would have required an auditor to retain audit
documentation for seven years after completion of the engagement, which is the
minimum period permitted under Section 103(a)(2)(A)(i) of the Act. In addition,
the proposed standard would have added a new requirement that the audit
documentation must be assembled for retention within a reasonable period of
time after the auditor's report is released. Such reasonable period of time should
not exceed 45 days.
A40. In general, those commenting on this documentation retention requirement did not have concerns with the time period of 45 days to assemble the
working papers. However, some commenters suggested the Board tie this 45day requirement to the filing date of the company's financial statements with
the SEC. One commenter recommended that the standard refer to the same
trigger date for initiating both the time period during which the auditor should
complete work paper assembly and the beginning of the seven-year retention
period.
A41. For consistency and practical implications, the Board agreed that the standard should have the same date for the auditor to start assembling the audit
documentation and initiating the seven-year retention period. The Board decided that the seven-year retention period begins on the report release date,
which is defined as the date the auditor grants permission to use the auditor's
report in connection with the issuance of the company's financial statements.
In addition, auditors will have 45 days to assemble the complete and final set
of audit documentation, beginning on the report release date. The Board believes that using the report release date is preferable to using the filing date
of the company's financial statements, since the auditor has ultimate control
over granting permission to use his or her report. If an auditor's report is not
issued, then the audit documentation is to be retained for seven years from the
date that fieldwork was substantially completed. If the auditor was unable to
complete the engagement, then the seven-year period begins when the work on
the engagement ceased.

REL 2004-006

2934

Select PCAOB Releases

Section 802 of Sarbanes-Oxley and the SEC’s Implementing Rule
A42. Many commenters had concerns about the similarity in language between
the proposed standard and the SEC final rule (issued in January 2003) on
record retention, Retention of Records Relevant to Audits and Reviews.4 Some
commenters recommended that the PCAOB undertake a project to identify and
resolve all differences between the proposed standard and the SEC's final rule.
These commenters also suggested that the Board include similar language from
the SEC final rule, Rule 2-06 of Regulation S-X, which limits the requirement
to retain some items.

Differences Between Section 802 and This Standard
A43. The objective of the Board's standard is different from the objective of
the SEC's rule on record retention. The objective of the Board's standard is
to require auditors to create certain documentation to enhance the quality of
audit documentation, thereby improving the quality of audits and other related engagements. The records retention section of this standard, mandated
by Section 103 of the Act, requires registered public accounting firms to "prepare and maintain for a period of not less than 7 years, audit work papers, and
other information related to any audit report, in sufficient detail to support the
conclusions reached in such report." (emphasis added)
A44. In contrast, the focus of the SEC rule is to require auditors to retain
documents that the auditor does create, in order that those documents will
be available in the event of a regulatory investigation or other proceeding. As
stated in the release accompanying the SEC's final rule (SEC Release No. 338180):
Section 802 of the Sarbanes-Oxley Act is intended to address the destruction
or fabrication of evidence and the preservation of "financial and audit records."
We are directed under that section to promulgate rules related to the retention of records relevant to the audits and reviews of financial statements that
companies file with the Commission.

A45. The SEC release further states, "New rule 2-06...addresses the retention
of documents relevant to enforcement of the securities laws, Commission rules,
and criminal laws."
A46. Despite their different objectives, the proposed standard and SEC Rule
2-06 use similar language in describing documentation generated during an
audit or review. Paragraph 4 of the proposed Standard stated that, "Audit documentation ordinarily consists of memoranda, correspondence, schedules, and
other documents created or obtained in connection with the engagement and
may be in the form of paper, electronic files, or other media." Paragraph (a) of
SEC Rule 2-06 describes "records relevant to the audit or review" that must be
retained as, (1) "workpapers and other documents that form the basis of the audit or review and (2) memoranda, correspondence, communications, other documents, and records (including electronic records), which: [a]re created, sent or
received in connection with the audit or review and [c]ontain conclusions, opinions, analyses, or financial data related to the audit or review. ..." (numbering
and emphasis added).
A47. The SEC makes a distinction between the objectives of categories (1) and
(2). Category (1) includes audit documentation. Documentation to be retained

4
SEC Regulation S-X, 17 C.F.R. § 210.2-06 (SEC Release No. 33-8180, January 2003). (The final
rule was effective in March 2003.)
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according to the Board's Standard clearly falls within category (1). Items in category (2) include "desk files" which are more than "what traditionally has been
thought of as auditor's 'workpapers'." The SEC's rule requiring auditors to retain items in category (2) have the principal purpose of facilitating enforcement
of securities laws, SEC rules, and criminal laws. This is not an objective of the
Board's Standard. According to SEC Rule 2-06, items in category (2) are limited
to those which: (a) are created, sent or received in connection with the audit or
review, and (b) contain conclusions, opinions, analyses, or financial data related
to the audit or review. The limitations, (a) and (b), do not apply to category (1).
A48. Paragraph 4 of the final Standard deletes the reference in the proposed
standard to "other documents created or obtained in connection with the engagement." The Board decided to keep "correspondence" in the standard because correspondence can be valid audit evidence. Paragraph 20 of the Standard
reminds the auditor that he or she may be required to maintain documentation
in addition to that required by this Standard.

Significant Matters and Significant Findings or Issues
A49. Some commenters asked how the term significant matters, in Rule 2-06,
relates to the term significant findings or issues in the Board's Standard. The
SEC's release accompanying its final Rule 2-06 states that "...significant matters is intended to refer to the documentation of substantive matters that are
important to the audit or review process or to the financial statements of the issuer...." This is very similar to the term significant findings or issues contained
in paragraph 12 of the Board's Standard which requires auditors to document
significant findings or issues, actions taken to address them (including additional evidence obtained), and the basis for the conclusions reached. Examples
of significant findings or issues are provided in the Standard.
A50. Based on the explanation in the SEC's final rule and accompanying release, the Board believes that significant matters are included in the meaning of
significant findings or issues in the Board's standard. The Board is of the view
that significant findings or issues is more comprehensive and provides more
clarity than significant matters and, therefore, has not changed the wording in
the final Standard.

Changes to Audit Documentation
A51. The proposed standard would have required that any changes to the working papers after completion of the engagement be documented without deleting
or discarding the original documents. Such documentation must indicate the
date the information was added, by whom it was added, and the reason for
adding it.
A52. One commenter recommended that the Board provide examples of auditing procedures that should be performed before the report release date and procedures that may be performed after the report release date. Some commenters
also requested clarification about the treatment of changes to documentation
that occurred after the completion of the engagement but before the report release date. Many commenters recommended that the Board more specifically
describe post-issuance procedures. The Board generally agreed with these comments.
A53. The final Standard includes two important dates for the preparation of
audit documentation: (1) the report release date and (2) the documentation
completion date.

•

Prior to the report release date, the auditor must have completed
all necessary auditing procedures, including clearing review notes
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and providing support for all final conclusions. In addition, the auditor must have obtained sufficient evidence to support the representations in the auditor's reports before the report release date.

•

After the report release date and prior to the documentation completion date, the auditor has 45 calendar days in which to assemble
the documentation.

A54. During the audit, audit documentation may be superseded for various
reasons. Often, during the review process, reviewers annotate the documentation with clarifications, questions, and edits. The completion process often
involves revising the documentation electronically and generating a new copy.
The SEC's final rule on record retention, Retention of Records Relevant to Audits
and Reviews,5 explains that the SEC rule does not require that the following
documents generally need to be retained: superseded drafts of memoranda,
financial statements or regulatory filings; notes on superseded drafts of memoranda, financial statements or regulatory filings that reflect incomplete or
preliminary thinking; previous copies of workpapers that have been corrected
for typographical errors or errors due to training of new employees; and duplicates of documents. This standard also does not require auditors to retain such
documents as a general matter.
A55. Any documents, however, that reflect information that is either inconsistent with or contradictory to the conclusions contained in the final working
papers may not be discarded. Any documents added must indicate the date
they were added, the name of the person who prepared them, and the reason
for adding them.
A56. If the auditor obtains and documents evidence after the report release
date, the auditor should refer to the Interim Auditing Standards, AU sec. 390,
Consideration of Omitted Procedures After the Report Date and AU sec. 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor's Report. Auditors should not discard any previously existing documentation in connection
with obtaining and documenting evidence after the report release date.
A57. The auditor may perform certain procedures subsequent to the report
release date. For example, pursuant to AU sec. 711, Filings Under Federal Securities Statutes, auditors are required to perform certain procedures up to the
effective date of a registration statement. The auditor should identify and document any additions to audit documentation as a result of these procedures.
No audit documentation should be discarded after the documentation completion date, even if it is superseded in connection with any procedures performed,
including those performed pursuant to AU sec. 711.
A58. Additions to the working papers may take the form of memoranda that
explain the work performed, evidence obtained, and conclusions reached. Documentation added to the working papers must indicate the date the information
was added, the name of the person adding it, and the reason for adding it. All
previous working papers must remain intact and not be discarded.
A59. Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct activities months, and perhaps years, after the work was actually
performed. The turnover of both firm and company staff can cause difficulty
in reconstructing conversations, meetings, data, or other evidence. Also, with

5

See footnote 4.
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the passage of time memories fade. Oral explanation can help confirm that procedures were performed during an audit, but oral explanation alone does not
constitute persuasive other evidence. The primary source of evidence should
be documented at the time the procedures are performed, and oral explanation
should not be the primary source of evidence. Furthermore, any oral explanation should not contradict the documented evidence, and appropriate consideration should be given to the credibility of the individual providing the oral
explanation.

Multi-Location Audits and Using the Work of Other Auditors
A60. The proposed Standard would have required the principal auditor to maintain specific audit documentation when he or she decided not to make reference
to the work of another auditor.
A61. The Board also proposed an amendment to AU sec. 543 concurrently with
the proposed audit documentation standard. The proposed amendment would
have required the principal auditor to review the documentation of the other
auditor to the same extent and in the same manner that the audit work of all
those who participated in the engagement is reviewed.
A62. Commenters expressed concerns that these proposals could present conflicts with certain non-U.S. laws. Those commenters also expressed concern
about the costs associated with the requirement for the other auditor to ship
their audit documentation to the principal auditor. In addition, the commenters
also objected to the requirement that principal auditors review the work of other
auditors as if they were the principal auditor's staff.

Audit Documentation Must Be Accessible to the Office Issuing
the Auditor’s Report
A63. After considering these comments, the Board decided that it could achieve
one of the objectives of the proposed standard (that is, to require that the issuing
office have access to those working papers on which it placed reliance) without
requiring that the working papers be shipped to the issuing office. Further,
given the potential difficulties of shipping audit documentation from various
non-U.S. locations, the Board decided to modify the proposed standard to require
that audit documentation either be retained by or be accessible to the issuing
office.
A64. In addition, instead of requiring that all of the working papers be shipped
to the issuing office, the Board decided to require that the issuing office obtain, review, and retain certain summary documentation. Thus, the public accounting firm issuing an audit report on consolidated financial statements of a
multinational company may not release that report without the documentation
described in paragraph 19 of the Standard.
A65. The auditor must obtain and review and retain, prior to the report release
date, documentation described in paragraph 19 of the Standard, in connection
with work performed by other offices of the public accounting firm or other
auditors, including affiliated or non-affiliated firms, that participated in the
audit. For example, an auditor that uses the work of another of its offices or other
affiliated or non-affiliated public accounting firms to audit a subsidiary that
is material to a company's consolidated financial statements must obtain the
documentation described in paragraph 19 of the Standard, prior to the report
release date. On the other hand, an auditor that uses the work of another of its
offices or other affiliated or non-affiliated firms, to perform selected procedures,
such as observing the physical inventories of a company, may not be required to
obtain the documentation specified in paragraph 19 of the Standard. However,

REL 2004-006

2938

Select PCAOB Releases

this does not reduce the need for the auditor to obtain equivalent documentation
prepared by the other auditor when those instances described in paragraph 19
of the Standard are applicable.

Amendment to AU Sec. 543, Part of Audit Performed by Other
Independent Auditors
A66. Some commenters also objected to the proposed requirement in the amendment to AU sec. 543, Part of Audit Performed by Other Independent Auditors,
that the principal auditor review another auditor's audit documentation. They
objected because they were of the opinion such a review would impose an unnecessary cost and burden given that the other auditor will have already reviewed
the documentation in accordance with the standards established by the principal auditor. The commenters also indicated that any review by the principal
auditor would add excessive time to the SEC reporting process, causing even
more difficulties as the SEC Form 10-K reporting deadlines have become shorter
recently and will continue to shorten next year.
A67. The Board accepted the recommendation to modify the proposed amendment to AU sec. 543, Part of Audit Performed by Other Independent Auditors.
Thus, in the final amendment, the Board imposes the same unconditional responsibility on the principal auditor to obtain certain audit documentation from
the other auditor prior to the report release date. The final amendment also provides that the principal auditor should consider performing one or more of the
following procedures:

•

Visit the other auditors and discuss the audit procedures followed
and results thereof.

•

Review the audit programs of the other auditors. In some cases, it
may be appropriate to issue instructions to the other auditors as
to the scope of the audit work.

•

Review additional audit documentation of the other auditors relating to significant findings or issues in the engagement completion
document.

Effective Date
A68. The Board proposed that the Standard and related amendment would
be effective for engagements completed on or after June 15, 2004. Many commenters were concerned that the effective date was too early. They pointed
out that some audits, already begun as of the proposed effective date, would
be affected and that it could be difficult to retroactively apply the Standard.
Some commenters also recommended delaying the effective date to give auditors adequate time to develop and implement processes and provide training
with respect to several aspects of the Standard.
A69. After considering the comments, the Board has delayed the effective date.
However, the Board also believes that a delay beyond 2004 is not in the public
interest.
A70. The Board concluded that the implementation date of this Standard should
coincide with that of PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements, because of the documentation issues prevalent in PCAOB
Auditing Standard No. 2. Therefore, the Board has decided that the standard
will be effective for audits of financial statements with respect to fiscal years
ending on or after November 15, 2004. The effective date for reviews of interim financial information and other engagements, conducted pursuant to the
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Standards of the PCAOB, would occur beginning with the first quarter ending
after the first financial statement audit covered by this Standard.

Reference to Audit Documentation As the Property of the Auditor
A71. Several commenters noted that SAS No. 96, Audit Documentation, the
interim auditing standard on audit documentation, referred to audit documentation as the property of the auditor. This was not included in the proposed
Standard because the Board did not believe ascribing property rights would
have furthered this standard's purpose to enhance the quality of audit documentation.

Confidential Client Information
A72. SAS No. 96, Audit Documentation, also stated that, "the auditor has an
ethical, and in some situations a legal, obligation to maintain the confidentiality
of client information," and referenced Rule 301, Confidential Client Information, of the AICPA's Code of Professional Conduct. Again, the Board's proposed
standard on audit documentation did not include this provision. In adopting
certain interim Standards and Rules as of April 16, 2003, the Board did not
adopt Rule 301 of the AICPA's Code of Professional Conduct. In this Standard
on audit documentation, the Board seeks neither to establish confidentiality
standards nor to modify or detract from any existing applicable confidentiality
requirements.
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Addendum
Additional Documentation Requirements
of SEC Rule 2-06
This addendum is not a part of PCAOB Auditing Standard No. 3.
B1. Auditors should be aware of the additional record retention requirements
in SEC Rule 2-06 of Regulation S-X ("Rule 2-06"). The Board is providing additional information below to remind auditors of the SEC requirements. This
addendum is not an interpretation of Rule 2-06. Instead, this addendum provides excerpts from the SEC release accompanying the final rule which provides
the SEC's interpretation of the rule's requirements, particularly paragraphs (a)
and (c) of Rule 2-06.
B2. Paragraph (a) of Rule 2-06 requires that:
. . . the accountant shall retain . . . memoranda, correspondence, communications, other documents, and records (including electronic records) which:
(1)

Are created, sent or received in connection with the audit or review, and

(2)

Contain conclusions, opinions, analyses, or financial data related
to the audit or review.

B3. Paragraph (c) of Rule 2-06 states:
Memoranda, correspondence, communications, other documents, and
records (including electronic records) described in paragraph (a) of this section shall be retained whether they support the auditor's final conclusions
regarding the audit or review, or contain information or data relating to a
significant matter, that is inconsistent with the auditor's final conclusions
regarding that matter or the audit or review. Significance of a matter shall
be determined based on an objective analysis of the facts and circumstances.
Such documents and records include, but are not limited to, those documenting a consultation on or resolution of differences in professional judgment.

Other Statements by the SEC
B4. In the excerpt below, from the SEC's release accompanying its final Rule 206, the SEC discusses documents that generally are not required to be retained
under Rule 2-06.
In the Proposing Release, we stated that non-substantive materials that
are not part of the workpapers, such as administrative records, and other
documents that do not contain relevant financial data or the auditor's conclusions, opinions or analyses would not meet the second of the criteria in
Rule 2-06(a) and would not have to be retained. Commentators questioned
whether the following documents would be considered substantive and have
to be retained:

•

Superseded drafts of memoranda, financial statements or regulatory filings,

•

Notes on superseded drafts of memoranda, financial statements or
regulatory filings that reflect incomplete or preliminary thinking,

•

Previous copies of workpapers that have been corrected for typographical errors or errors due to training of new employees,
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•
•

Duplicates of documents, or
Voice-mail messages.

These records generally would not fall within the scope of new Rule 2-06 provided they do not contain information or data, relating to a significant matter
that is inconsistent with the auditor's final conclusions, opinions or analyses
on that matter or the audit or review. For example, Rule 2-06 would require
the retention of an item in this list if that item documented a consultation or
resolution of differences of professional judgment.
B5. The excerpt below, from the SEC's release accompanying its final Rule 2-06,
provides further explanation about documents to be retained under Rule 2-06:
In consideration of the comments received, we have revised paragraph (c) of the
rule. We have removed the phrase "cast doubt" to reduce the possibility that the
rule mistakenly would be interpreted to reach typographical errors, trivial or
"fleeting" matters, or errors due to "on-the-job" training. We continue to believe,
however, that records that either support or contain significant information
that is inconsistent with the auditor's final conclusions would be relevant to an
investigation of possible violations of the securities laws, Commission rules, or
criminal laws and should be retained. Paragraph (c), therefore, now provides
that the materials described in paragraph (a) shall be retained whether they
support the auditor's final conclusions or contain information or data, relating
to a significant matter that is inconsistent with the final conclusions of the
auditor on that matter or on the audit or review. Paragraph (c) also states
that the documents and records to be retained include, but are not limited to,
those documenting consultations on or resolutions of differences in professional
judgment.
The reference in paragraph (c) to "significant" matters is intended to refer to
the documentation of substantive matters that are important to the audit or
review process or to the financial statements of the issuer or registered investment company. Rule 2-06(c) requires that the documentation of such matters,
once prepared, must be retained even if it does not "support" the auditor's final
conclusions, because it may be relevant to an investigation. Similarly, the retention of records regarding a consultation about, and resolution of, differences
in professional judgment would be relevant to such an investigation and must
be retained. We intend for Rule 2-06 to be incremental to, and not to supersede
or otherwise affect, any other legal or procedural requirement related to the retention of records or potential evidence in a legal, administrative, disciplinary,
or regulatory proceeding.
Finally, we recognize that audits and reviews of financial statements are interactive processes and views within an accounting firm on accounting, auditing
or disclosure issues may evolve as new information or data comes to light during the audit or review. We do not view "differences in professional judgment"
within subparagraph (c) to include such changes in preliminary views when
those preliminary views are based on what is recognized to be incomplete information or data.
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Appendix 2
Amendment to Interim Auditing Standards—Part of
Audit Performed by Other Independent Auditors
AU sec. 543.12 is amended as follows:
When the principal auditor decides not to make reference to the audit of the
other auditor, in addition to satisfying himself as to the matters described in
AU sec. 543.10, the principal auditor must obtain, and review and retain, the
following information from the other auditor:
a.

An engagement completion document consistent with paragraphs
12 and 13 of PCAOB Auditing Standard No. 3.
Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor's response, and
the results of the auditor's related procedures.

c.

Sufficient information relating to significant findings or issues
that are inconsistent with or contradict the auditor's final conclusions, as described in paragraph 8 of PCAOB Auditing Standard
No. 3.

d.

Any findings affecting the consolidating or combining of accounts
in the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor's report to agree or reconcile the financial statement amounts audited
by the other firm to the information underlying the consolidated
financial statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

The principal auditor must obtain, and review and retain, such documents prior
to the report release date.1 In addition, the principal auditor should consider
performing one or more of the following procedures:

•

Visit the other auditor and discuss the audit procedures followed
and results thereof.

1
As it relates to the direction in paragraph .19 of AU sec. 324, for the auditor to "give consideration
to the guidance in section 543.12," the auditor need not, in this circumstance, obtain the previously
enumerated documents.
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•

Review the audit programs of the other auditor. In some cases, it
may be appropriate to issue instructions to the other auditor as to
the scope of the audit work.

•

Review additional audit documentation of the other auditor relating to significant findings or issues in the engagement completion
document.
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Rule Regarding Certain Terms Used in
Auditing and Related Professional Practice
Standards
PCAOB Release No. 2004-007
June 9, 2004
PCAOB Rulemaking
Docket Matter No. 009

Summary:
After public comment, the Public Company Accounting Oversight Board (the
"PCAOB" or "Board") has adopted Rule 3101, Certain Terms Used in Auditing
and Related Professional Practice Standards. The Board will submit this rule to
the Securities and Exchange Commission ("SEC" or "Commission") for approval
pursuant to Section 107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This rule
will not take effect unless approved by the Commission.

Board Contacts:
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), and
Bella Rivshin, Assistant Chief Auditor (202/207-9180; rivshinb@pcaobus.org).
***
Section 103 of the Act directs the Board to establish auditing and related professional practice standards, including auditing, attestation, quality control,
ethics, and independence standards, applicable to registered public accounting firms in the preparation and issuance of audit and other reports for public
companies. To date, the Board has adopted rules that require registered public
accounting firms and their associated persons to "comply with all applicable auditing and related professional practice standards," (Rule 3100) and designate
as interim standards of the Board certain standards that existed as of April 16,
2003 (Rules 3200T—3600T).
On October 7, 2003, the Board proposed Rule 3101 to set forth the terminology
the Board will use to describe the degree of responsibility that the auditing
and related professional practice standards impose on registered auditors. As
proposed, this terminology also would apply to the Board's interim standards.
The Board believes that the use of clear, concise, consistent, and definitive
imperatives will improve audit quality.
The Board received 12 comment letters from a variety of interested parties,
including auditors, professional associations, and government agencies. In response to the comments received, several changes were made to the requirements of the rule, which are described in detail in Appendix 2.
Appendices 1 and 2 to this release contain, respectively, the text of Rule 3101,
Certain Terms Used in Auditing and Related Professional Practice Standards,
and the Section-by-Section Analysis.
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A. Introduction
Until now, the accounting profession has not expressly defined imperatives used
to describe different degrees of the auditor's responsibility when conducting engagements in accordance with professional standards. Because of its concerns
regarding the clarity in and consistency of existing standards, the Public Oversight Board's Panel on Audit Effectiveness recommended that the various levels
of imperatives in auditing standards be clarified.1 The Board agrees that defining these levels of imperatives will assist auditors with their work and further
enhance the quality of audits.
Rule 3101 defines terminology the Board will use to describe the degrees of
responsibility that the standards impose on the auditors as follows—
1. Unconditional Responsibility. The words "must," "shall," and "is
required" indicate unconditional responsibilities. The auditor
must fulfill responsibilities of this type in all cases in which the
circumstances exist to which the requirement applies.
2. Presumptively Mandatory Responsibility. The word "should" indicates responsibilities that are presumptively mandatory. The
auditor must comply with requirements of this type specified in
the Board's standards unless the auditor demonstrates that alternative actions he or she followed in the circumstances were
sufficient to achieve the objectives of the standard.
3. Responsibility To Consider. The words "may," "might," "could,"
and other terms and phrases describe actions and procedures that
auditors have a responsibility to consider. Matters described in
this fashion require the auditor's attention and understanding.
How and whether the auditor implements these matters in the
audit will depend on the exercise of professional judgment in the
circumstances consistent with the objectives of the standard.

B. Applicability to Interim Standards
Although the auditing and related professional practice standards did not previously expressly define the degree of responsibility attached to these terms,
the Board determined that the terminology defined in Rule 3101 is consistent
with the existing interpretation of the interim standards. The Board believes
that applying Rule 3101 to all auditing and related professional practice standards, including the interim standards, will create a common understanding
among auditors of performance expectations when conducting engagements in
accordance with the PCAOB Standards. Therefore, the Board concluded that it
is appropriate to apply the definitions of these particular terms to the interim
standards.

C. Documentation Requirement for Presumptively
Mandatory Responsibility
The integrity of the audit depends, in large part, on the existence of a complete
and understandable record of the work performed, the conclusions reached, and
the evidence obtained to support those conclusions. Clear, complete, and comprehensive audit documentation enhances the quality of the audit. Audit documentation should demonstrate compliance with professional standards and
1

Panel on Audit Effectiveness, Report and Recommendations §2.228 (August 31, 2000).
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provide an explanation to justify the reasons for any variations in procedures
performed.
The PCAOB Standards require that the auditor document the procedures performed, evidence obtained, and conclusions reached during an engagement. To
further enhance the quality of the audit, Rule 3101(a)(2) adds a specific documentation requirement to achieve complete and comprehensive audit documentation for situations in which the auditor does not perform a presumptively
mandatory activity. In those instances, auditors must document the reasons
they chose not to perform the presumptively mandatory activity and how the
alternative procedure performed sufficiently achieved the objectives of the specific standard.
During an internal or external review of the engagement, other evidence, including oral explanation, may help substantiate the procedures performed by
the auditor during the audit. However, because the auditor is required to document his or her work during the audit, oral explanation should be used only
to clarify the documented work performed. Furthermore, the reviewer should
give appropriate consideration to the credibility of the individual(s) providing
the oral explanation, and the oral explanation should be consistent with the
documented evidence.

D. Effective Date
Because of the specific documentation requirement in paragraph (a)(2) of this
rule, the Board has determined that the implementation date for the documentation requirement contained in Rule 3101 should coincide with that of PCAOB
Auditing Standard No. 3, Audit Documentation. Therefore, the documentation
requirement for Rule 3101(a)(2) will be effective for audits of financial statements with respect to fiscal years ending on or after the later of November 15,
2004, or 30 days after the date of approval of this rule by the SEC. The remaining Rule 3101 provisions become effective immediately following approval by
the SEC.
***
On the 9th day of June, in the year 2004, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
June 9, 2004

APPENDICES—
1.
2.

Rule 3101—Certain Terms Used in Auditing and Related Professional Practice Standards
Section-by-Section Analysis of Rule 3101
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Appendix 1
Rule Regarding Certain Terms Used in Auditing and
Related Professional Practice Standards
RULES OF THE BOARD
SECTION 1. GENERAL PROVISIONS

Rule 1001. Definitions of Terms Employed in Rules
(a)(xi) Auditor
The term "auditor" means both public accounting firms registered with the
Public Company Accounting Oversight Board and associated persons thereof.
SECTION 3. PROFESSIONAL STANDARDS
Part 1—General Requirements

Rule 3101. Certain Terms Used in Auditing and Related Professional
Practice Standards
(a)

The Board's auditing and related professional practice standards use
certain terms set forth in this rule to describe the degree of responsibility that the standards impose on auditors.
(1)

Unconditional Responsibility: The words "must," "shall," and
"is required" indicate unconditional responsibilities. The auditor
must fulfill responsibilities of this type in all cases in which the
circumstances exist to which the requirement applies. Failure to
discharge an unconditional responsibility is a violation of the relevant standard and Rule 3100.

(2)

Presumptively Mandatory Responsibility: The word "should" indicates responsibilities that are presumptively mandatory.
The auditor must comply with requirements of this type specified
in the Board's standards unless the auditor demonstrates that
alternative actions he or she followed in the circumstances were
sufficient to achieve the objectives of the standard. Failure to discharge a presumptively mandatory responsibility is a violation of
the relevant standard and Rule 3100 unless the auditor demonstrates that, in the circumstances, compliance with the specified
responsibility was not necessary to achieve the objectives of the
standard.
Note: In the rare circumstances in which the auditor believes the
objectives of the standard can be met by alternative means, the
auditor, as part of documenting the planning and performance of
the work, must document the information that demonstrates that
the objectives were achieved.

(3)

Responsibility To Consider: The words "may," "might," "could,"
and other terms and phrases describe actions and procedures that
auditors have a responsibility to consider. Matters described in
this fashion require the auditor's attention and understanding.
How and whether the auditor implements these matters in the
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audit will depend on the exercise of professional judgment in the
circumstances consistent with the objectives of the standard.

(b)

(c)

Note: If a Board standard provides that the auditor "should consider" an action or procedure, consideration of the action or procedure is presumptively mandatory, while the action or procedure
is not.
The terminology in paragraph (a) of this rule applies to the responsibilities imposed by the auditing and related professional
practice standards, including the interim standards adopted in
Rules 3200T, 3300T, 3400T, 3500T, and 3600T.
The documentation requirement in paragraph (a)(2) is effective
for audits of financial statements or other engagements with respect to fiscal years ending on or after [insert date the later of
November 15, 2004, or 30 days after approval of this rule by the
Securities and Exchange Commission].
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Appendix 2
Section-by-Section Analysis of Rule 3101
Rule 3101(a)
In drafting its standards, the Board intends to distinguish among three levels of auditor responsibility. Rule 3101(a) explains the terminology regarding
imperatives used in the standards the Board establishes.
Rule 3101(a)(1) provides that the words "must," "shall," and "is required" in
standards indicate unconditional responsibilities. The auditor must accomplish
responsibilities of this type in all cases in which the circumstances exist to which
the requirement applies. A failure to discharge an unconditional responsibility
imposed under the Board's standards is a violation of the relevant standard
and Rule 3100.
Rule 3101(a)(2) provides that the word "should" in standards indicates responsibilities that are presumptively mandatory. The auditor must comply with
requirements of this type unless the auditor demonstrates that alternative actions he or she followed in the circumstances were sufficient to achieve the objectives of the standard. In the rare circumstances in which the auditor believes
the objectives of the standard can be met by alternative means, the auditor,
as part of documenting the planning and performance of the work, must document the information that demonstrates that the objectives were achieved. The
Board has determined that a failure to discharge a presumptively mandatory
responsibility is a violation of the relevant standard and Rule 3100 unless the
auditor demonstrates that, in the circumstances, compliance with the specified
responsibility was not necessary to achieve the objectives of the standard.
Rule 3101(a)(3) provides that the words "may," "might," "could," and other terms
and phrases describe actions and procedures that auditors have a responsibility
to consider. Matters described in this fashion require the auditor's attention and
understanding. How and whether the auditor implements these matters in the
audit will depend on the exercise of professional judgment in the circumstances.
The Board added the following captions to Rule 3101(a): 3101(a)(1) Unconditional Responsibility, 3101(a)(2) Presumptively Mandatory Responsibility, and
3101(a)(3) Responsibility To Consider. Proposed Rule 3101(a) did not have a
caption or designation for each category of terms. Rather, the proposed rule
simply referenced the category of certain terms by using the standard format
in PCAOB rulemaking. The Board added the captions in response to a commenter's recommendation that a caption be added to each category of certain
terms for ease of reference and clarity.
One commenter recommended replacing the term "obligation" in Rule 3101 with
a comparable term because the commenter believed that the term "obligation"
in legal and governmental environments has a connotation that is inconsistent
with the intent of Rule 3101 and may be misinterpreted by legal or governmental officials. After considering this comment, the Board replaced the term
"obligation" with the synonym "responsibility" in Rule 3101.
Rule 3101(a)(2) defines a presumptively mandatory responsibility as a requirement that the auditor must comply with "unless the auditor demonstrates that
alternative actions he or she followed in the circumstances were sufficient to
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achieve the objectives of the standard." Furthermore, Rule 3101(a)(2) states
that "failure to discharge a presumptively mandatory responsibility is a violation of the relevant standard and Rule 3100 unless the auditor demonstrates
that, in the circumstances, compliance with the specified responsibility was not
necessary to achieve the objectives of the standard."
The Board also added a note to Rule 3101(a)(2) to require auditors to document compliance with presumptively mandatory responsibilities by alternative
means. The Board originally proposed that the auditor be required to "demonstrate by verifiable, objective, and documented evidence" that the alternative
procedures he or she followed were sufficient in the specific circumstances. Commenters stated that they believed that the documentation requirement was important, both to promote discipline of thought and to provide a uniform basis for
evaluating compliance with the standards. Several of these commenters went
even further to recommend that the Board strengthen the documentation requirement by adding language such as "contemporaneous" and "memorialized
at the time of the audit" to the rule.
Conversely, other commenters suggested that the documentation requirement
was unduly onerous and placed too great a documentation burden on the auditors. The commenters argued that the documentation would be too voluminous
and would add very little value to the audit. Some of these commenters further
recommended that, in lieu of the proposed documentation requirement, the rule
require that the auditor consider the significance of the particular audit area
and document only the significant issues or findings. A commenter also recommended that other evidence, such as oral explanation, should be allowed as
support for the reasons why the auditor chose not to perform a presumptively
mandatory responsibility. Additionally, some commenters recommended that
the documentation requirement should be addressed in the standard on audit
documentation.
The integrity of the audit depends, in large part, on the existence of a complete
and understandable record of the work performed, the conclusions reached, and
the evidence obtained to support those conclusions. Clear, complete, and comprehensive audit documentation enhances the quality of the audit. Audit documentation should demonstrate compliance with professional standards and
justify the reasons for any variations in procedures performed.
The PCAOB Standards require the auditor to document the procedures performed, evidence obtained, and conclusions reached during an engagement. To
further enhance the quality of the audit, Rule 3101(a)(2) adds a specific documentation requirement to achieve complete and comprehensive audit documentation in engagement working papers for situations in which the auditor does
not perform a presumptively mandatory responsibility. In those instances, it is
essential that auditors document the reasons they chose not to perform the presumptively mandatory responsibility and how the alternative procedure they
performed sufficiently achieved the objectives of the specific standard.
Because circumstances will be rare in which the auditor will perform an alternative procedure, the Board anticipates that the documentation requirement
in the rule ought not to result in unduly onerous consequences or too voluminous documentation. Furthermore, since the auditor must already document
the work performed as part of the audit, adding a concise explanation as to why
the auditor chose to perform the alternative procedure should not increase the
volume of documentation to an unreasonable level.
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During an internal or external review of the engagement, other evidence, including oral explanation, may help substantiate the procedures performed by
the auditor during the audit. However, because the auditor is required to document his or her work in the engagement working papers during the audit, oral
explanation should be used only to clarify the documented work performed.
The justification as to why the alternative procedure was performed rather
than the presumptively mandatory responsibility must be documented in the
working papers. Furthermore, the reviewer should give appropriate consideration to the credibility of the individual(s) providing the oral explanation, and
the oral explanation should be consistent with the documented evidence in the
engagement working papers.
Moreover, the Board concluded that applying the documentation requirement
only to significant issues, findings, or procedures is impractical because it will
not be efficient or effective to determine, each time, whether the level of significance of an audit area warranted the auditor to document the reasons for choosing to perform an alternative procedure instead of the presumptively mandatory procedure. The purpose of Rule 3101 is to bring uniformity to definitions
and requirements that auditors have to follow. In addition, the Board determined that moving Rule 3101(a)(2)'s documentation requirement to the audit
documentation standard would not be appropriate because of its specific subject
matter.
Additionally, the Board has added a note, originally a footnote in the Board's
proposing release accompanying its proposed rule, describing an auditor's responsibility in a "should consider" scenario to the text of Rule 3101(a)(3), Responsibility to Consider. Some commenters recommended that this footnote
be added directly to the text of the rule because they saw it as an important
clarification that was not included in the original proposed rule. A commenter
further urged the Board to elaborate on its applicability and the documentation
requirements for a "should consider" action.
Another commenter suggested that the "should consider" footnote be excluded
from the rule because it implies that the action would require the auditor to
document every instance of compliance with a "should consider" action. The
commenter, instead, recommended that Rule 3101(a)(3) be revised to apply to
all considerations regardless of how the obligation is expressed (for example,
whether it is preceded by a "should," "may," "could," or "might").
Because the "should consider" terminology is widely used in the interim standards, the Board determined that it is important to state the Board's expectation for compliance and, therefore, agreed with commenters who recommended
adding the "should consider" footnote to the text of Rule 3101(a)(3). Furthermore, the Board concluded that there is an important difference between a
"should consider" and a "may consider" action or procedure. The difference
is a direct correlation to the definitions of "should" and "may." The auditor
has a greater responsibility in a "should consider" action because the auditor
has a presumptively mandatory responsibility to consider the action or procedure versus just having a responsibility to consider the action. Therefore, Rule
3101(a)(3) was not revised to apply to all considerations regardless of how the
obligation is expressed.
Additionally, the Board determined that the documentation requirement relating to a procedure that an auditor "should consider" is not the same as the
documentation requirement for a presumptively mandatory responsibility because in a "should consider" situation, only the consideration of the action
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is presumptively mandatory, while the action or procedure itself is not. In
these situations, the auditor should use his or her professional judgment in
determining how to document his or her consideration of the specific action or
procedure.

Rule 3101(b)
Rule 3101(b) provides that the terminology in paragraph (a) of this rule applies
to all the auditing and related professional practice standards, including the
interim standards adopted in Rules 3200T, 3300T, 3400T, 3500T, and 3600T.
Rule 3101(b) applies to conduct occurring after the effective date of the rule.
Therefore, Rule 3101(b) provides that the terminology in Rule 3101(a) is applicable to all existing auditing and related professional practice standards with
which auditors must comply. The Board determined that a failure to comply
with a presumptively mandatory responsibility in an interim standard will be
treated as a violation of the relevant standard and Rule 3100 unless the auditor
demonstrates that, in the specific circumstances, compliance was not necessary
to achieve the objectives of the standard.
Some commenters on the proposed rule stated that the imperatives the Board
identified are consistent with the way auditors currently interpret existing auditing and related professional practice standards, while other commenters
recommended that Rule 3101(a) not apply to the interim standards on the
grounds that the new definitions could create confusion or have unintended
consequences. Because the accounting profession previously had not expressly
defined these terms, commenters further recommended that the Board perform
a comprehensive analysis of how and in what context the interim standards use
the defined terms to determine whether current practice is consistent with the
Rule 3101(a) definitions.
The Board concluded that the terminology defined in Rule 3101 is consistent
with the existing interpretation regarding the application of the terminology
in the interim standards. Rule 3101 creates a common understanding among
the auditors as to what is expected of them when performing engagements in
accordance with the PCAOB Standards and, therefore, Rule 3101 will apply to
the interim standards.
Furthermore, a commenter recommended that the Board clarify the level of
authority the appendices carry when accompanying the Board's Standards.
Because the Board adopts the appendices to its permanent standards as rules,
the appendices to the Board's permanent standards carry the same level of authority as the standards themselves. In addition, the appendices to the interim
standards, which in certain circumstances carry a different level of authority,
retain their original level of authority as adopted on April 16, 2003.

Rule 3101(c)
Rule 3101(c) establishes an effective date for the documentation requirement
in paragraph (a)(2). The Board agreed with commenters who recommended
establishing an effective date to provide a reasonable amount of time for auditors to implement procedures to properly comply with the new documentation
requirement.
Rule 3101 does not apply retroactively. Therefore, conduct occurring before the
rule is effective will be evaluated in light of the standards as they existed at
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the time of the conduct. As noted above, however, the Board believes that,
except for the documentation requirement in Rule 3101(a)(2), the definitions
in Rule 3101 are consistent with the existing interpretation of these terms in
the existing, interim standards. Therefore, as an interpretive matter, the Board
expects that it will interpret these terms in the existing, interim standards in a
manner consistent with their definitions in Rule 3101, in light of the facts and
circumstances of each particular situation.
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PCAOB Release No. 2005-014

Ethics and Independence Rule Concerning
Independence, Tax Services, and Contingent
Fees
PCAOB Release No. 2005-014
July 26, 2005
PCAOB Rulemaking
Docket Matter No. 017
Approved by the Securities and Exchange Commission on April 19,
2006, with varying effective dates.
The Securities and Exchange Commission has approved PCAOB ethics and
independence rules concerning independence, tax services and contingent
fees.
The rules introduce a foundation for the independence component of the
Board's ethics rules by establishing a general obligation requiring a registered public accounting firm and its associated persons to be independent of
the firm's audit clients throughout the audit and professional engagement
period.
The rules identify circumstances in which the provision of tax services impairs an auditor's independence, including services related to marketing,
planning, or opining in favor of the tax treatment of, among other things,
transactions that are based on aggressive interpretations of applicable tax
laws and regulations.
The rules also treat registered public accounting firms as not independent
of their audit clients if they enter into contingent fee arrangements with
those clients or if the firms provide tax services to certain members of management who serve in financial reporting oversight roles at an audit client
or to immediate family members of such persons.
The rules further implement the Sarbanes-Oxley Act's requirement that
auditors' non-audit services be pre-approved by the audit committee by
strengthening the auditor's responsibilities in connection with seeking audit committee pre-approval of tax services. Specifically, the rules require a
registered public accounting firm that seeks such pre-approval to describe
proposed tax services engagements, in writing, for the audit committee; to
discuss with the audit committee the potential effects of the services on the
firm's independence; and to document the substance of that discussion.
Finally, an ethics rule also codifies the principle that persons associated with
a registered public accounting firm (e.g., individual accountants) can be held
responsible when certain of their actions contribute to a firm's violation of
relevant laws, rules, or professional standards.
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The effective dates for the rules follow:
Rule

Effective Date

3501—Definition of Terms

April 29, 2006

3502—Responsibility Not to
April 29, 2006
Knowingly or Recklessly Contribute
to Violations
3520—Auditor Independence

April 29, 2006

3521—Contingent Fees

Rule 3521 will not apply to
contingent fee arrangements that
were paid in their entirety,
converted to fixed fee
arrangements, or otherwise
unwound before June 18, 2006.

3522—Tax Transactions

Rule 3522 will not apply to tax
services that were completed by a
registered public accounting firm
no later than June 18, 2006.

3523—Tax Services for Persons in
Financial Reporting Oversight
Roles

Rule 3523 will not apply to tax
services being provided pursuant to
an engagement in process on April
19, 2006, provided that such
services are completed on or before
October 31, 2006.

3524—Audit Committee
Pre-approval of Certain Tax
Services

Rule 3524 will not apply to any tax
service pre-approved on an
engagement-by-engagement basis
before June 18, 2006. With respect
to tax services provided to audit
clients whose audit committees
pre-approve tax services pursuant
to policies and procedures, Rule
3524 will not apply to any such tax
service that is begun by April 20,
2007.

Summary:
The Public Company Accounting Oversight Board ("PCAOB" or "Board") is
adopting rules to promote the ethics and independence of registered public
accounting firms that audit financial statements of U.S. public companies. The
rules treat a registered firm as not independent of a public company audit
client if the firm, or an affiliate of the firm, provided any service or product to
an audit client for a contingent fee or a commission, or received from an audit
client, directly or indirectly, a contingent fee or commission. The rules also treat
such a firm as not independent if the firm, or an affiliate of the firm, provided
assistance in planning, or provided tax advice on, certain types of potentially
abusive tax transactions to an audit client or provided any tax services to certain persons employed by an audit client. Further, the rules require registered
public accounting firms to provide certain information to audit committees in
connection with seeking pre-approval to provide non-prohibited tax services.
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In addition to these rules relating to tax services, the Board also is adopting
a general rule requiring registered public accounting firms and their associated persons to be independent of their audit clients throughout the audit and
professional engagement period. Finally, the Board is adopting a rule on the
responsibility of persons associated with registered public accounting firms not
to cause registered public accounting firms to violate the Sarbanes-Oxley Act
of 2002 (the "Act"), the Rules of the Board, the provisions of the securities laws
relating to the preparation and issuance of audit reports and the obligations
and liabilities of accountants with respect thereto, including the rules of the
Securities and Exchange Commission issued under the Act, and professional
standards.

Public Comments:
The Board released for public comment proposed rules to promote the ethics
and independence of registered public accounting firms on December 14, 2004.
The Board received 805 letters of comment.

Board Contacts:
Bella Rivshin, Assistant Chief Auditor (202/207-9180; rivshinb@pcaobus.org),
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
* * *

I. Final Rules on Auditors’ Provision of Tax Services
On December 14, 2004, the Board proposed certain rules related to registered public accounting firms' provision of tax services to public company audit
clients. The proposal was designed to address certain concerns related to auditor independence when auditors become involved in marketing or otherwise
opining in favor of aggressive tax shelter schemes and in selling personal tax
services to individuals who play a direct role in preparing the financial statements of public company audit clients. The proposal was also based on the
Board's recognition of the fact that accounting firms have long offered basic
tax compliance services that have not raised significant questions about those
firms' ability also to serve as independent auditors. The Board received 805
comment letters from investors, auditors, issuers, and others, most of whom, in
general, supported the proposed rules.1
Neither the federal securities laws nor the SEC's rules prohibit auditors from
providing tax services to their audit clients, so long as such services are preapproved by a company's audit committee (and so long as those services do
not fall into one of several enumerated categories of expressly prohibited services).2 The SEC has recognized, however—most recently in connection with
promulgating rules to implement the auditor independence provisions of Title
II of the Act3 —that while it did not consider conventional tax compliance and
planning to be a threat to auditor independence, the marketing of novel, taxdriven financial products raises more challenging auditor independence issues.
1
Seven hundred forty of these comment letters were from individual investors expressing strong
support for the proposal.
2
On February 5, 2003, the Securities and Exchange Commission ("SEC" or "Commission")
adopted rules to implement Title II of the Sarbanes-Oxley Act of 2002 (the "Act"). These rules address
key aspects of auditor independence with special emphasis on the provision of non-audit services. The
rules expressly prohibit ten categories of non-audit services, as required by Section 201 of the Act.
Strengthening the Commission's Requirements Regarding Auditor Independence, SEC Release No.
33-8183, § II.B.11 (Jan. 28, 2003), 17 C.F.R. Parts 210, 240, 249, and 274.
3
See id.
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On this basis, the SEC has cautioned that an audit committee should "scrutinize carefully" the retention of the company's auditor in a transaction initially
recommended by the auditor "the sole business purpose of which may be tax
avoidance and the tax treatment of which may be not supported in the Internal
Revenue Code and related regulations."4
In addition to requiring the SEC to establish rules implementing the Act's
prohibition of certain non-audit services, the Act vested in the PCAOB the
authority to establish standards relating to ethics and independence in public
company auditing. Specifically, Section 103(a) of the Act directs the Board, by
rule, to establish "ethics standards to be used by registered public accounting
firms in the preparation and issuance of audit reports, as required by th[e] Act
or the rules of the Commission, or as may be necessary or appropriate in the
public interest or for the protection of investors." Moreover, Section 103(b) of
the Act directs the Board to establish such rules on auditor independence "as
may be necessary or appropriate in the public interest or for the protection of
investors, to implement, or as authorized under, Title II of th[e] Act." 5
As discussed more fully in the Board's proposing release, since the SEC issued
its new rules, two types of tax services have raised serious concerns among
investors, auditors, lawmakers, and others relating to the ethics and independence of accounting firms that provide both auditing and tax services—
1. the marketing to public company audit clients of questionable
tax transactions used improperly to avoid paying taxes or to manipulate financial statements in order to make such statements
appear more favorable to investors, and
2. the provision of tax services, including tax shelter products, to
executives of public company audit clients who are involved in
the financial reporting process at such companies.
Indeed, in an April 2005 report issued since the Board's proposal, the Permanent Subcommittee on Investigations of the Senate Committee on Governmental Affairs (the "Subcommittee") found that some of the nation's largest accounting firms had in the past sold generic tax products to multiple corporate and
individual clients despite evidence that some of those products were potentially
abusive or illegal.6 In addition, the Internal Revenue Service ("IRS") and the
4
Id. Moreover, the SEC's release accompanying its rules referred to the recommendation of the
Conference Board's Commission on Public Trust and Private Enterprise that, as a "best practice,"
auditors not provide advice on "novel and debatable" tax strategies and products. Id. §II.B.11 at
note 112.
5
Pursuant to this authority, in April 2003, the Board adopted as its interim, transitional, independence standards (PCAOB Rule 3600T) the American Institute of Certified Public Accountants
("AICPA") Code of Professional Conduct Rule 101 and related interpretations and rulings thereof, as
they existed on April 16, 2003. PCAOB Rule 3600T notes that the interim standards do not supersede
the Commission's auditor independence rules and, to the extent that a provision of the Commission's
rules is more restrictive (or less restrictive) than the interim standards, the auditor must comply with
the more restrictive rules. The PCAOB also adopted Independence Standards Board ("ISB") Standard Nos. 1, 2, and 3 and Interpretations 99-1, 00-1, and 00-2 as additional interim independence
standards.
6
See Permanent Subcommittee on Investigations of the Committee on Homeland Security and
Governmental Affairs, The Role of Professional Firms in the U.S. Tax Shelter Industry, S. REP. No.
109-54, at 6 (2005) (hereinafter "April 2005 Senate Report"). This report was based on a Subcommittee
investigation that included hearings, in November 2003, in which the Subcommittee elicited testimony
that described certain potentially abusive tax shelter products marketed through cold-call selling
techniques by accounting firms and others. See also U.S. Tax Shelter Industry: The Role of Accountants,
Lawyers, and Financial Professionals: Hearings Before the Permanent Subcommittee on Investigations
of the Senate Committee on Governmental Affairs, 108th Cong. (2003) (hereinafter "U.S. Tax Shelter
Hearings").
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U.S. Department of Justice have brought a number of cases against accounting
firms in connection with those firms' marketing of tax shelter products and,
specifically, those firms' alleged failures to register, or comply with list maintenance requirements relating to, their tax shelter products. Most recently, earlier
this year, the IRS proposed a settlement initiative for executives and companies
that participated in certain abusive tax avoidance transactions, at times with
the assistance of the companies' auditors.7 At the time the initiative was announced, IRS Commissioner Mark W. Everson said that "[t]hese transactions
raise[d] questions not only about compliance with the tax laws, but also, in some
instances, about corporate governance and auditor independence."8 Specifically,
the IRS concluded that "[r]eal or perceived conflicts of interest may exist where
independent auditors certify to the public the accuracy and integrity of the
company's financial statements and these auditors advise senior executives on
their personal tax issues about abusive tax shelters they promoted, the same
executives that oversee the relationship with the auditing firm."9
The Government Accountability Office ("GAO") also has noted concerns about
auditors' involvement in marketing abusive tax shelters to public companies.
The GAO recently reported that 61 Fortune 500 companies obtained tax shelter
services from their external auditors during the period 1998 through 2003.10
The GAO also noted that the IRS considered some of these "transactions abusive, with tax benefits subject to disallowance under existing law, and other
transactions possibly to have some traits of abuse."11
While other organizations have focused on a variety of legal and ethical issues presented by the tax shelter business, the Board's proposal focused on
whether tax services generally, or any class of tax services, impair an auditor's independent judgment, in fact or appearance, in its audit work. Thus, over
several months, the Board considered a wide range of tax services, including
routine tax return preparation and tax compliance; tax planning and advice
relating to federal, state, local, and other tax laws; executive tax services; international assignment tax services; and tax shelter strategies and products.
To assist the Board in its evaluation, the Board held a public roundtable discussion with individuals representing a variety of viewpoints, including investors, auditors, managers of public companies, governmental officials, and
others.12
Based on this evaluation, the Board developed a set of proposed rules designed
to establish a framework for addressing the concerns that have arisen in connection with auditors' provision of tax services to their public company audit

7

Announcement 2005-19, 2005-11 I.R.B. 1.
Internal Revenue Service ("IRS") News Release, Settlement Offer Extended for Executive
Stock Option Scheme, IR 2005-17 (Feb. 22, 2005), available at http://www.irs.gov/newsroom/article/
0,,id=135596,00.html. Commissioner Everson also said, "We believe a new climate under SarbanesOxley, together with the tougher independence standards for auditors recently proposed by the Public
Company Accounting Oversight Board make this sort of thing less likely going forward." Id.
9
Announcement 2005-19, 2005-11 I.R.B. 1.
10
See Tax Shelters: Provided by External Auditors, GAO-05-171 (2005) (hereinafter "GAO Tax
Report").
11
Id.
12
The Board held the Auditor Independence Roundtable on Tax Services (the "Roundtable") on
July 14, 2004. A list of Roundtable participants may be found at pages 2 and 3 of the transcript of the
Roundtable. See Auditor Independence Roundtable on Tax Services (July 14, 2004), available at http://
pcaobus.org/Rules/Rulemaking/Docket017/2004-07-14_Roundtable_Transcript.pdf.
8
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clients. Specifically, the proposed rules were designed, among other things, to
prevent auditors from providing (1) certain aggressive tax shelter services to
public company audit clients, (2) any other service to a public company audit
client for a contingent fee, which is a fee arrangement often used in tax work,
and (3) any tax service to certain persons who serve in financial reporting oversight roles at a public company audit client. The proposed rules also would implement the requirements of the Act and the SEC's independence rules when
an auditor seeks audit committee pre-approval to provide tax services that are
not prohibited by the Board's or the SEC's rules.
The Board also sought comment on whether additional types of tax services,
such as tax compliance services, should be prohibited by a Board rule. After
carefully considering the comments received on this issue, most of which supported the Board's preliminary determination to exclude certain kinds of tax
services from the purview of its proposed rules, the Board has determined to
adopt the rules, substantially as proposed, and not to restrict auditors' provision of other kinds of tax services. That is, auditors may continue to provide
to their public company audit clients other kinds of tax services not expressly
prohibited by the Board's rules, so long as such services are consistent with the
Commission's independence requirements and so long as the auditor and audit
committee have complied with the Act's and the Commission's requirements
relating to audit committee pre-approval of such services.
There is some evidence that accounting firms already recognize the risks that
involvement in clients' abusive tax shelters can pose, as well as the problems
that can result from providing tax services to executives of audit clients. And,
there is some evidence that such firms have made changes to their oversight
of firm services in order to avoid such problems in the future. For example, in
its April 2005 report, the Subcommittee found that, since the Subcommittee's
investigation began, some of the largest firms had each committed to, among
other things, "cultural, structural, and institutional changes to dismantle its
tax shelter practice. . . ."13 Moreover, some firms have announced significant
internal reforms designed to restore confidence in the ethics and independence
of their audit practices.
Against this backdrop, commenters generally supported the Board's proposal.
In addition, the Subcommittee recommended in its April 2005 report that "the
Public Company Accounting Oversight Board . . . strengthen and finalize proposed rules restricting certain accounting firms from providing aggressive tax
services to their audit clients, charging companies a contingent fee for providing tax services, and using aggressive marketing efforts. . . ."14 Also, the IRS
noted its support for the Board's proposal in its response to the GAO's report
on Tax Shelters.15
Accordingly, today the Board is adopting final rules based on its December
2004 proposal. These final rules reflect modifications of the proposal in certain
respects, largely due to insights derived from the Board's consideration of the
comments received. Part II of this release describes the final rules, as well as
modifications from the proposed version of the rules.

13

April 2005 Senate Report, supra note 6, at 6-7.
April 2005 Senate Report, supra note 6, at 8.
15
See GAO Tax Report, supra note 10, at 21 (in the IRS's official response to the GAO's report,
IRS Commissioner Everson noted that "We support the December 2004 actions of the PCAOB on this
problem!").
14

REL 2005-014

2961

Ethics and Independence Rule

II. Detailed Discussion of Rules and Consideration
of Comments
The Board's final rules are intended to accomplish four objectives. First, the
rules codify, in an ethics rule, the principle that persons associated with a registered public accounting firm should not cause the firm to violate relevant
laws, rules, and standards. Second, the rules introduce a foundation for the independence component of the Board's ethics rules. That foundation includes a
fundamental independence requirement and, as necessary and appropriate, additional rules addressing specific circumstances related to independence issues.
Third, the rules build on that foundation with provisions that identify certain
impairments to an auditor's independence. Specifically, the rules treat a firm
as not independent if it, or any of its affiliates, enters into a contingent fee
arrangement relating to an audit client. Also, the rules treat a firm as not independent if it, or any of its affiliates, markets, plans, or opines in favor of certain
types of aggressive tax transactions to or for public company audit clients. In
addition, the rules treat a firm as not independent if it, or any of its affiliates,
provides tax services to certain persons in a financial reporting oversight role
at an audit client or to immediate family members of such persons.
Fourth, the rules require registered public accounting firms to provide audit
committees certain information in connection with seeking pre-approval from
such committees, as required by the Act and the SEC's independence rules,
to perform nonprohibited tax services for the audit client. The rules would
require a firm seeking preapproval to describe the terms of the tax services
engagement to the audit committee and to engage in a substantive discussion
with the audit committee about the potential effects of such services on the
firm's independence.16

A. Responsibility Not to Cause Violations
Rule 3502, as proposed, provided that a person associated with a registered
public accounting firm shall not cause that firm to violate the Act, the Rules
of the Board, the provisions of the securities laws relating to the preparation
and issuance of audit reports and the obligations and liabilities of accountants
with respect thereto, including the rules of the Commission issued under the
Act, or professional standards, due to an act or omission the person knew or
should have known would contribute to such violation. The Board proposed the
rule to codify the ethical obligation of associated persons of registered firms
not to cause registered firms to commit such violations. Proposed Rule 3502
also made clear that an associated person's ethical obligation is not merely to
refrain from knowingly causing a violation but also to act with sufficient care
to avoid negligently causing a violation.
The Board received a number of comments on proposed Rule 3502. Several
commenters supported the rule as proposed and noted that they saw the rule
as essential to the Board's ability to carry out its disciplinary responsibilities
under the Act. Other commenters, however, including the largest accounting
firms and an accounting trade association, did not support the rule as proposed.
In general, these commenters objected to the proposed rule's use of a negligence
standard in light of the complex regulatory requirements with which auditors
16

The rules also include several definitions that are integral to the operation of the rules.
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must comply. Some of these commenters also questioned the Board's authority
to adopt the proposed rule, or at least the proposed rule with a negligence
standard.
The Board has carefully considered these comments and determined to adopt
Rule 3502, with some modifications. The Board continues to believe that it is
authorized to adopt the rule. Section 103(a) of the Act directs the Board to,
"by rule, establish . . . such ethics standards to be used by registered public
accounting firms in the preparation and issuance of audit reports, as required
by this Act or the rules of the Commission, or as may be necessary or appropriate
in the public interest or for the protection of investors." The Board believes that
the rule is an appropriate exercise of this authority to set ethical standards for
accountants subject to the Board's jurisdiction.
Under the Act and Board rules, both registered firms and their associated persons must comply with PCAOB rules and standards, as well as related laws.
When an associated person with such a responsibility causes the firm with
which he or she is associated to violate such rules, standards or laws, this conduct operates to the detriment of the protection of investors and the public
interest and may bear on the ethics of the responsible associated person. When
such a person engages in this conduct with knowledge that, or in reckless disregard of whether, it would directly and substantially contribute to the firm's
violation, the Board believes this conduct plainly reflects an ethical lapse by the
responsible person and, therefore, is within the Board's authority—and indeed
responsibility—to proscribe.
At least one commenter asserted that the proposed rule was not a proper exercise of the Board's ethics standards-setting authority because it reached a
range of conduct, rather than delineating "particular impermissible conduct."
The Board disagrees and believes the type of conduct addressed by the rule is
plainly the type of conduct the Board's ethics rules can and should address. In
fact, the accounting profession's existing ethical code at the time of enactment of
the Act reaches any act that may "discredit[]" the profession—thereby reaching
ranges of conduct, including violations of certain laws, rather than just specifying "particular impermissible conduct." 17 When Congress vested the authority
to set ethics standards in the Board, the Board believes it intended for this authority to be at least as broad as the scope of the existing ethics rules, at least
as to matters within the Board's jurisdiction. This authority, in the Board's
view, plainly includes the ability to require that persons subject to the Board's
jurisdiction, as an ethical obligation, not cause a violation of relevant laws.
Commenters opposed to the proposed rule also sought to analogize the rule
to a theory of liability that the Supreme Court rejected in Central Bank of
Denver, N.A. v. First Interstate Bank of Denver, N.A.18 In Central Bank, the
Supreme Court held that that there is no private right of action for aiding and
abetting a violation of Section 10(b) of the Securities Exchange Act of 1934
("Exchange Act"). That decision turned on the fact that the text of Section 10(b)

17
See AICPA Code of Professional Conduct, ET section ("sec.") 501, "Acts Discreditable" ("A member shall not commit an act discreditable to the profession."). Interpretations of this part of the ethical
code provide that an accountant member will be considered to have committed a discreditable act if,
among other things, he or she: "fails to comply with applicable federal, state or local [tax] laws or
regulations," ET sec. 501.08, Interpretation 501-7; fails to follow applicable requirements of a governmental body, such as the SEC, in performing accounting services, ET sec. 501.06, Interpretation
501-5; or fails to follow government audit standards and rules in conducting a governmental audit,
ET sec. 501.04, Interpretation 501-3.
18
511 U.S. 164 (1994).
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does not provide for aiding-and-abetting liability.19 The Board does not believe
this decision affects the scope of the Board's explicit authority to set ethics standards under Section 103 of the Act.20 Again, the Board notes that the profession's existing ethics code also reaches what can be characterized as "secondary"
conduct contributing to a violation.21
The power to adopt Rule 3502 also is inherent in, and necessary to, the Board's
authority to enforce PCAOB standards, rules, and related laws against both registered firms and their associated persons. Section 105 authorizes the Board to
investigate and, when appropriate, discipline registered firms and their associated persons. Certain types of violations, by their nature, may give rise to direct
liability only for a registered public accounting firm. Such firms, however, can
only act through the natural persons that comprise them, many of whom are
"associated persons" subject to the Board's ethics standards and disciplinary
authority. When one or more of those associated persons has caused that firm
to violate PCAOB standards, rules, or related laws with the requisite state of
mind, it is appropriate, and consistent with the Board's duty to discipline registered firms and their associated persons under Section 101(c)(4) of the Act, that
the Board be able to discipline the associated person for that misconduct.22
After carefully considering the comments received, the Board has determined,
however, to modify the scope of Rule 3502 to apply only when an associated
person causes the registered firm's violation due to an act or omission the person "knew, or was reckless in not knowing, would directly and substantially
contribute to such violation." This revised formulation reflects two changes to
the rule as proposed.
First, the Board has determined to change the state-of-mind requirement in
the rule. Specifically, Rule 3502, as adopted, will apply to "an act or omission
the [associated] person knew, or was reckless in not knowing," would cause the
violation. While the Board believes it has the authority to adopt a negligence
standard,23 the Board believes the revised standard strikes the right balance
in the context of this rule. The Board believes that the phrase "knew, or was

19
See id. at 190 ("Because the text of §10(b) does not prohibit aiding and abetting, we hold that
a private plaintiff may not maintain an aiding and abetting suit under §10(b).").
20
Rule 3502, of course, differs from an aiding-and-abetting cause of action in important respects.
Among other things, the rule does not apply whenever an associated person causes another to violate
relevant laws, rules and standards. Rather, Rule 3502 applies only when an associated person causes
a violation by the registered firm with which the person is associated.
21
See AICPA Code of Professional Conduct, paragraph .02(2) of ET sec. 91, "Applicability" ("A
member shall not knowingly permit a person, whom the member has the authority or capacity to
control, to carry out on his or her behalf, either with or without compensation, acts which, if carried
out by the member, would place the member in violation of the rules. Further, a member may be held
responsible for the acts of all persons associated with him or her in the practice of public accounting
whom the member has the authority or capacity to control."); see also ET sec. 102.02, Interpretation
102-1(c) (violation of ethics rules not just to sign, but to "permit[] or direct[] another to sign a document
containing materially false and misleading information") (adopted as a Board interim ethics rule in
Rule 3500T).
22
Some commenters suggested that the reference to "any act, or practice . . . in violation of this
Act" in Section 105(c)(4)—the part of the Act authorizing the Board to impose certain sanctions—was
inconsistent with the proposed rule. The Board notes, however, as it did in the proposing release,
that Section 105(c)(5) expressly provides that the more severe of these sanctions may be imposed
when intentional, knowing, or reckless conduct, or repeated instances of negligent conduct, "results
in" violation of law, regulations, or professional standards.
23
A number of commenters argued that Section 105(c) of the Act prevents the Board from imposing discipline based on a negligence standard. The Board's determination to change the rule's stateof-mind requirement to recklessness moots these comments. The Board notes, however, that Section
105(c)(5) identifies a range of sanctions that the Board may not impose in the absence of knowing
conduct, reckless conduct, or repeated instances of negligent conduct. The Act does not similarly limit
the Board's authority to impose certain other sanctions.
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reckless in not knowing" is a wellunderstood legal concept, and the Board intends for the phrase to be given its normal meaning.
Second, the Board has determined to modify the phrase used to describe the connection between the associated person's conduct and the violation. Specifically,
Rule 3502, as adopted, provides that the associated person's act or omission
must "directly and substantially contribute to [the firm's] violation." In particular, "substantially" in this context means that the associated person's conduct
(i.e., an act or omission) contributed to the violation in a material or significant way. The term "substantially" also means, however, that the associated
person's conduct does not need to have been the sole cause of the violation. "Directly" means that the associated person's conduct either essentially constitutes
the violation—even though it is the firm and not the individual that actually
commits the violation—or is a reasonably proximate facilitating event of, or a
reasonably proximate stimulus for, the violation. "Directly and substantially"
does not mean that the associated person's conduct must be the sole cause of
the violation, nor that it must be the final step in a chain of actions leading
to the violation. In addition, the term "directly" should not be misunderstood
to excuse someone who knowingly or recklessly engages in conduct that substantially contributes to a violation, just because others also contributed to the
violation, or because others could have stopped the violation and did not. At the
same time, the term does not reach an associated person's conduct that, while
contributing to the violation in some way, is remote from, or tangential to, the
firm's violation.
A number of commenters expressed concern that adoption of a negligence standard would allow the Board, or the SEC, to proceed against associated persons
who in good faith, albeit negligently, have caused a registered firm to violate
applicable laws or standards. For example, commenters suggested that the proposed rule could be used against compliance personnel within a firm who inadvertently design a firm's compliance system in a flawed manner. Commenters
also expressed concern that, because the SEC can enforce PCAOB rules under
Section 3 of the Act, the Board's rule could have the practical effect of altering the state-of-mind requirement applicable in SEC enforcement proceedings
against accountants.
It was not the Board's intention to establish a new standard for SEC enforcement of the securities laws and related applicable rules. The Board also recognizes that persons subject to its jurisdiction must comply with complex professional and regulatory requirements in performing their jobs. The Board does
not seek to create through this rule a vehicle to pursue compliance personnel
who act in an appropriate, reasonable manner that, in hindsight, turns out to
have not been successful. Nor does the Board seek to reach those whose conduct, unbeknownst to them, remotely contributes to a firm's violation. At the
same time, the Board continues to believe that it is necessary and appropriate
for its ethics rules to apply when an associated person has engaged in an act
or omission with knowledge that, or in reckless disregard of whether, it would
directly and substantially contribute to a violation.24
The Board also believes that, because the rule is essential to the functioning
of the Board's independence rules, this rulemaking provides the appropriate
forum to adopt the rule. For example, Rule 3521 provides, in part, that a registered firm is not independent of its audit client if the firm provides that audit
client with a service for a contingent fee. When an associated person causes, in
24
While the Board's proposed rule tracked some of the language of Section 21C of the Securities
Exchange Act of 1934 ("Exchange Act'), the rule, as adopted, differs significantly from, and should not
be interpreted in pari material with, that statutory provision.
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a manner consistent with the discussion above, the registered firm to provide
that service for a contingent fee, Rule 3502 would allow the Board to discipline
the associated person for that conduct.25

B. Ethics and Independence
The final rules also create a foundation for the independence requirements of
the Board's ethics rules. The rules introduce a new "Independence" subpart
in the ethics rules. That subpart begins with Rule 3520, which articulates the
fundamental independence requirement. The final rules also include additional
rules that describe independence impediments in the particular context of contingent fee arrangements and tax services.

1. The Fundamental Independence Requirement
Rule 3520 sets forth the fundamental ethical obligation of independence: a registered public accounting firm and its associated persons must be independent
of the firm's audit client throughout the audit and professional engagement
period. This requirement encompasses the independence requirements set out
in PCAOB Rule 3600T and goes further, as a matter of the auditor's ethical
obligation, to encompass any other independence requirement applicable to
the audit in the particular circumstances. Accordingly, in the case of an audit client subject to the financial reporting requirements of the securities laws
and the SEC's rules, the ethical obligation under Rule 3520 requires the firm
and its associated persons to maintain independence consistent with the SEC's
requirements.26
By giving this scope to Rule 3520, the Board is not promulgating any new independence requirement. The Commission's independence requirements exist
independently of Rule 3520 and are subject to change at the discretion of the
Commission, without Rule 3520 purporting separately to lock in place any aspect of those requirements. Instead, Rule 3520 is based on the simple premise
that ethical standards for auditors can and should encompass a duty by the
auditor to maintain independence necessary to ensure compliance with independence requirements in the circumstances of the particular engagement.
A note to the rule emphasizes the scope of the obligation in the rule by pointing
out that, even in circumstances to which the Commission's Rule 2-01 applies, a
registered public accounting firm and its associated persons still may need to
comply with other independence requirements, including those requirements
separately established by the Board. Using this foundation, the Board may
adopt additional rules in the "Independence" subpart of the ethics rules that
effectively set out additional requirements. As described below, with the new
rules adopted today, the Board's independence rules include contingent fee arrangements and tax services.
After carefully considering the comments on proposed Rule 3520, the Board has
determined to adopt the rule, with only one change. Most commenters supported
the scope and content of the proposed rule. A few commenters, however, asked
25
Rule 3502, of course, is not the exclusive means for the Board to enforce applicable Board rules
and standards against associated persons. Among other provisions, Rules 3100 and 3200T through
3600T directly require associated persons to comply with certain auditing and related professional
practice standards. In addition, PCAOB standards generally contain directives to the "auditor." The
term "auditor" is defined in PCAOB Rule 1001(a)(xii) to include both registered firms and their associated persons. Accordingly, an associated person of a registered firm that does not comply with such
a directive may be charged with violations of such other standards, independent of any charges under
Rule 3502.
26
17 C.F.R. § 210.2-01.
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the Board to add text to the proposed rule to clarify or emphasize that the
rule incorporates certain concepts in the existing independence requirements.
While these comments are discussed in more detail below, the Board did not
adopt these suggestions, as a general matter, because of the purpose of Rule
3520. Rule 3520 was simply intended to require, by Board rule, compliance with
applicable independence requirements. The rule was not intended to, and does
not, add to—or subtract from—these existing requirements. Nor is it intended
to reflect the Board's conceptual approach to independence issues. Accordingly,
while the Board does not necessarily disagree with the intent of the commenters
who suggested adding text to the proposed rule, it does not believe it is necessary
or appropriate to modify the rule to reflect their specific suggestions.
Three commenters suggested that Rule 3520 expressly require that auditors
maintain independence from their audit client "both in fact and appearance."
As proposed, the rule already requires auditors to maintain independence both
in fact and appearance, because the SEC's independence rules—which are incorporated in Rule 3520, as discussed above—are "designed to ensure that auditors are qualified and independent of their audit clients both in fact and
in appearance."27 In addition, Statement on Auditing Standard ("SAS") No. 1,
Codification of Auditing Standards and Procedures, adopted by the Board as an
interim standard, requires that auditors "not only be independent in fact; [but
also] avoid situations that may lead outsiders to doubt their independence."28
Therefore, the Board does not believe it is necessary to include this additional
language in Rule 3520 to preserve these existing principles.
Some commenters also recommended that Rule 3520 expressly include the
SEC's four overarching independence principles that it will look to in determining whether a particular service or client relationship impairs the auditor's
independence.29 Other commenters asked the Board to explicitly note in the
rule that certain tax services are consistent with the SEC's four principles. For
the reasons described above, the Board has decided not to change the rule in response to either of these suggestions. The Board notes, however, that the SEC's
independence rules already refer to the four principles, and these rules must
be complied with under Rule 3520.
Two commenters suggested that Rule 3520 include the text of the American
Institute of Certified Public Accountants' ("AICPA") Ethics Rule 102, which
provides, in pertinent part, that members of the AICPA should avoid any subordination of their judgment. 30 Although the Board shares these commenters'
view about the importance of this principle, the Board has already adopted
Ethics Rule 102 as part of its interim ethics rule, Rule 3500T. Accordingly, this
rule is already part of the Board's ethical standards and need not be separately
repeated in Rule 3520 to be enforced by the Board.
Two firms suggested that Rule 3520, as proposed, might have the effect of
precluding use of exceptions in the SEC's existing independence rules and asked

27
17 C.F.R. § 210.2-01, Preliminary Note 1; accord United States v. Arthur Young & Co., 465 U.S.
805, 819 n.15 (1984).
28
SAS No. 1, Codification of Auditing Standards and Procedures, paragraph .03 of AU sec. 220.
The standard further states that "[p]ublic confidence would be impaired by evidence that independence
was actually lacking, and it might also be impaired by the existence of circumstances which reasonable
people might believe likely to influence independence." Id.
29
See 17 C.F.R. §210.2-01, Preliminary Note 2. Specifically, under those principles, the SEC looks
to whether a relationship or the provision of a service: (a) creates a mutual or conflicting interest
between the accountant and the audit client; (b) places the accountant in the position of auditing his
or her own work; (c) results in the accountant acting as management or an employee of the audit
client; or (d) places the accountant in a position of being an advocate for the audit client.
30
See AICPA Code of Professional Conduct, ET sec. 102, "Integrity and Objectivity".
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the Board to avoid that result. Other than creating a requirement in a Board
rule to comply with existing and applicable independence requirements, it does
not add to, or detract from, the scope and substantive effect of these existing
requirements in any respect.
The Board has, however, as suggested by a commenter, added "associated persons" to the rule. While the independence requirements added to the Board's
rules through this rulemaking apply to the firm, other independence requirements covered by Rule 3520 are directed to individual accountants within auditing firms. Most notably, certain of the SEC's independence rules impose independence requirements directly on individual accountants.31 Accordingly, the
Board believes it is appropriate for the rule to apply to associated persons, as
well as registered firms themselves. At the same time, the Board has added
a new note to the rule to make clear that the rule applies only to those associated persons of a registered public accounting firm that are required to be
independent of the firm's audit client by standards, rules, or regulations of the
Commission or other applicable independence criteria.32 Accordingly, the rule
does not impose independence requirements on persons not already subject to
them, and does not impose new independence requirements on any associated
person. Rather, Rule 3520 only requires associated persons who are otherwise
subject to independence requirements to comply, as an ethical obligation, with
those requirements.

2. Contingent Fees
The Board also has determined to adopt Rule 3521 as proposed. There was
widespread support among commenters for the Board's view, expressed in the
proposal, that certain fee arrangements used for the provision of tax services
create per se conflicts of interest that impair auditors' independence from their
audit clients. As discussed more fully in the proposing release, when an accounting firm provides a service to an audit client for a contingent fee, the
firm's economic interests become aligned with the interests of its audit client in
a manner that is inconsistent with the firm's role as independent auditor. The
Board's rule was adapted from the SEC's rule prohibiting contingent fee arrangements33 and thus treats registered firms as not independent if they enter
into contingent fee arrangements with audit clients.
Specifically, Rule 3521 provides that a registered public accounting firm is not
independent of its audit client34 if the firm, or any affiliate of the firm,35 during
the audit and professional engagement period,36 provides any service or product
to the audit client for a contingent fee or a commission, or receives from the
audit client, directly or indirectly, a contingent fee or commission. The Board's
31

See, e.g., Rule 2-01(c)(1), 17 C.F.R. §210.2-01(c)(1). See also PCAOB Rule 3600T.
Other applicable independence criteria include any rules of the PCAOB, other than Rule 3520,
that contain independence requirements directly applicable to associated persons of the firm, such as
Rule 3600T.
33
See 17 C.F.R §210.2-01(c)(5).
34
Rule 3501(a)(iv) defines "audit client" as "the entity whose financial statements or other information is being audited, reviewed, or attested and any affiliates of the audit client."
35
Rule 3501(a)(ii) defines "affiliate of the accounting firm" as "the accounting firm's parents;
subsidiaries; pension, retirement, investment or similar plans; and any associated entities of the
firm, as that term is used in Rule 2-01 of the Commission's Regulation S-X, 17 C.F.R. §210.2-01(f)(2)."
36
Rule 3501(a)(iii) adapts the definition of "audit and professional engagement period" from the
definition of that term in Rule 2-01 of the SEC's Regulation S-X, which includes both the period covered
by the financial statements under audit or review and the period beginning when a registered public
accounting firm signs an initial engagement letter (or when such a firm begins audit, review or attest
procedures, whichever is earlier) and ends when the audit client notifies the SEC that the engagement
has ceased. See 17 C.F.R. §210.2-01(f)(5).
32
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definition of a contingent fee is "any fee established for the sale of a product
or the performance of any service pursuant to an arrangement in which no fee
will be charged unless a specified finding or result is attained, or in which the
amount of the fee is otherwise dependent upon the finding or result of such
product or service."37
Fees fixed by courts or other public authorities and not dependent on a finding or result are excluded from this definition to permit contingencies that do
not pose a risk of establishing a mutual interest between the auditor and the
audit client. In the proposing release, the Board cited, as an example of such
a permissible fee, fees approved by a bankruptcy court, as required under U.S.
federal bankruptcy law.38 The Board also sought comment on whether there
are courts or other public authorities that fix fees that are not dependent on a
finding or result, other than bankruptcy courts, such that the term "courts or
other public authorities" is necessary.
In response to this request, several commenters noted that they are not aware
of any such authorities and encouraged the Board to eliminate the reference to
"other public authorities" from the proposed rule. Other commenters suggested
that the Board retain the phrase, even though they did not identify other contexts in which fees that are not contingent on a result of a "product or service"
are nevertheless subject to approval by a court or other public authority.39 After
considering these comments, the Board has decided to retain the exception for
fees that require approval of "courts or other public authorities." The Board
envisions that there may be fee approval schemes outside the U.S. that are
analogous to U.S. bankruptcy law.
Although Rule 3521 and the related definition of "contingent fee" are modeled
on the SEC's independence rules, as discussed in the Board's proposing release,
they differ from those rules in that the Board's rules do not include the SEC's
exception for fees "in tax matters, if determined based on the results of judicial
proceedings or the findings of governmental agencies."40 As discussed in the
Board's proposing release, this exception may have been misinterpreted in the
past and is largely redundant of the exception for fees fixed by courts or other
public authorities.41 For these reasons, proposed Rule 3521 would eliminate
37
Rule 3501(c)(ii). As discussed in the Board's proposing release, the term "contingent fee" includes the aggregate amount of compensation for a service, including any payment, service, or promise
of other value, taking into account any rights to reimbursements, refunds, or other repayments that
could modify the amount received in a manner that makes it contingent on a finding or result.
38
11 U.S.C. § 328(a) (providing that, with a court's approval, a bankruptcy trustee may employ a
professional person "on any reasonable terms and conditions of employment, including on a retainer,
on a fixed or percentage fee basis, or on a contingent fee basis").
39
One commenter suggested that arbitration panels should be captured in the final rule as an
example of "courts or other public authorities" that may approve auditor fees. The Board is not aware,
and the commenter did not appear to suggest, that any arbitration panels currently have authority, by
contract or law, to approve the payment of fees to accountants. Therefore, the Board has not expanded
the exception to include fees fixed by arbitration panels. Nevertheless, if an arbitration panel were by
contract given the authority to approve accountants' fees, such fees would be permissible under the
Board's rule so long as the determination of the fee was not contingent on the result of a product or
service.
40
17 C.F.R. § 210.2-01(f)(10). By eliminating this exception from its rule, the Board expresses
no view on any firm's compliance with Rule 2-01 of the Commission's Regulation S-X. See 17 C.F.R.
§210.2-01(c)(5).
41
As the SEC Chief Accountant has stated, the SEC's "tax matters" exception only permits fee
arrangements where the determination of the fee is "taken out of the hands of the accounting firm and
its audit client . . ., with the result that the accounting firm and client are less likely to share a mutual
financial interest in the outcome of the firm's advice or service." Letter from Donald T. Nicolaisen, Chief
Accountant, U.S. Securities and Exchange Commission, to Bruce P. Webb, Professional Ethics Executive Committee Chair, American Institute of Certified Public Accountants (May 21, 2004), available at
http://www.sec.gov/info/accountants/staffletters/webb052104.htm (hereinafter "Nicolaisen Letter").
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this exception. The few commenters who addressed this issue agreed with the
Board's reasoning and the elimination of this exception. Therefore, the Board's
final rule does not include an exception for tax matters in which an auditor's
fee agreement is based on the results of judicial proceedings or the findings of
governmental agencies.
In addition, Rule 3521 treats a firm as not independent of an audit client if it
receives a contingent fee or commission from that client "directly or indirectly."
The rule's use of the term "indirectly" is meant to prevent arrangements for
a fee from any person that is contingent on a finding or result attained by
the audit client. The Board's determination to include such fees within the
prohibition is based on the principle that, regardless of who pays the contingent
fee, such a contingency gives an auditor a stake in the audit client attaining
the finding or result. Accordingly, under Rule 3521, it does not matter who
pays the contingent fee, if it is contingent on a finding or result attained by
the audit client or otherwise related to the firm's services for the audit client.
That is, while use of an intermediary to disguise an audit client's agreement to
a contingent fee is certainly prohibited, the rule is not limited to circumstances
in which a contingent fee may be traced (e.g., through an intermediary) to an
agreement or payment by an audit client.
Comparable to the SEC's independence rules, proposed Rule 3521 treats contingent fee arrangements between a registered firm's affiliates and the registered
firm's audit clients as relevant to the firm's independence.42 The inclusion of
such affiliates within the scope of those persons whose activities may impair the
independence of a firm from an audit client is intended to prevent frustration
of the rule's purpose through the use of firm subsidiaries and other affiliates.43
The rule is not intended to, and does not, impose any requirements on affiliates
of firms per se. Nonetheless, the conduct of an affiliate of the firm can cause the
registered firm not to be independent in the situations specified in the rules.
Finally, one accounting firm commented that Rule 3521 should prohibit valueadded fees because such fees could be used in lieu of contingent fees to achieve
a similar effect as contingent fees. Fees that function as contingent fee arrangements are already prohibited under the SEC's rule against contingent

42
The rule does so by providing that the firm is not independent if it "or any affiliate of the
firm . . . provides any service or product to the audit client for a contingent fee or a commission, or
receives from the audit client, directly or indirectly, a contingent fee or commission." The scope of
the rule is intended to be the same as the scope of the Commission's rule, which defines the terms
"accountant" and "accounting firm" to include such affiliates. Because registration with the Board is
the basis for the Board's authority over an accountant, the rules would treat those persons that are
related to a registered public accounting firm and satisfy the Commission's definition of "accounting firm," but are not registered firms themselves, as "affiliates of the accounting firm." Thus, Rule
3501(a)(i) would adapt the Commission's definition of the term "accounting firm" to define the term
"affiliate of the accounting firm" as "the accounting firm's parents, subsidiaries, pension, retirement,
investment or similar plans, and any associated entities of the firm, as that term is used in Rule 2-01
of the Commission's Regulation S-X, 17 C.F.R. §210.2-01(f)(2)."
43
See, e.g., In re PricewaterhouseCoopers LLP, & PricewaterhouseCoopers Securities LLC, Exchange Act Release No. 46,216 (July 17, 2002), available at http://www.sec.gov/litigation/admin/3446216.htm (finding an auditing firm and an affiliate under the control of the firm in violation of
Commission requirements because the affiliate performed investment banking services for the firm's
audit clients for contingent fees); In KPMG, LLP v. Securities & Exch. Comm'n, 289 F.3d 109 (D.C.
Cir. 2002), the D.C. Circuit Court declined to find KPMG in violation of the AICPA's rule against contingent fees, where KPMG only indirectly received a contingent royalty from an audit client, through
an associated entity of the firm. The Board's rules should be understood, however, to treat such an
arrangement as an impairment of a registered firm's independence.
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fees,44 and thus under the Board's final rule as well, whether such fees are
labeled contingent fees, value-added fees, or otherwise. The SEC has indicated
that it will closely monitor the use of valueadded fees "to determine whether a
fee labeled a "value added" fee is in fact a contingent fee, such as where there
are side letters or other evidence that ties the fee to the success of the services rendered,"45 and the Board intends to do so as well before, if necessary,
considering additional rulemaking.

3. Aggressive Tax Positions
Rule 3522 is intended to describe a class of tax-motivated transactions that
present an unacceptable risk of impairing an auditor's independence if the
auditor markets, plans, or opines in favor of, such a transaction. As discussed
in the Board's proposing release, such conduct has seriously damaged investors'
confidence in the judgment, objectivity, and ethics of firms that engage in such
transactions. Further, aggressive tax positions carry a high risk that taxing
authorities will not allow the position taken by the auditor and the audit client.
As the SEC Chief Accountant noted in the context of contingent fees, "the fact
that a government agency might challenge the amount of the client's tax savings
. . . heightens . . . the mutuality of interest between the firm and client."46
As proposed, Rule 3522 treated a firm as not independent of its audit client if
the firm, or an affiliate of the firm, provided services related to planning, or
opining on the tax consequences of a transaction that is a listed or confidential
transaction under U.S. Department of Treasury ("Treasury") regulations or that
promoted an interpretation of applicable tax laws for which there is inadequate
support. In order to describe such transactions in a manner that is clear and
consistent with existing constructs for analyzing tax-oriented transactions, the
rule is adapted from certain Treasury regulations and from the SEC's release
accompanying its 2003 independence rules.
Commenters generally supported the notion that auditors should not provide
tax services involving aggressive tax positions to their audit clients. They also
supported the scope of Rule 3522, which as proposed covered listed transactions, confidential transactions, and other aggressive transactions. A number
of commenters made suggestions to make the rule text clearer, however, and
after considering such comments the Board has modified the rule in several
respects.
First, several commenters suggested that the rule should make clear that it does
not prohibit auditors from advising audit clients not to engage in an aggressive
transaction. Rule 3522 was not intended to prevent such advice, so in response
to these comments the Board has modified the rule to make clear the prohibition
on opining on aggressive transactions is limited to "opining in favor of the tax
treatment of" such transactions (emphasis added). Thus, auditors are permitted
44
See Revision of the Commission's Auditor Independence Requirements, SEC Release No. 337919, §IV.D.5 (Nov. 21, 2000), 17 C.F.R. Parts 210, 240. Indeed, the SEC staff has cautioned audit
committees against approving—
any agreement—from a direct contract provision to "a wink and a nod"—that provides for the
possible additional payment of a "value added" fee based on the results of an accounting firm's
performance of a tax or other service [that] would be viewed as impairing the firm's independence.
In addition, an audit committee should consider carefully the impact on an accounting firm's
independence of the possibility of even a completely voluntary payment of a "value added" fee by
an audit client to the firm.

Nicolaisen Letter, supra note 41.
45
See Revision of the Commission's Auditor Independence Requirements, SEC Release No. 337919, §IV.D.5 (Nov. 21, 2000), 17 C.F.R. 210, 240.
46
Nicolaisen Letter, supra 41.
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to advise against an audit client's execution of an aggressive tax transaction.47
However, Rule 3522 prohibits an opinion that a transaction does not satisfy the
more-likely-than-not standard but does satisfy a lower standard of confidence.
Similarly, the rule prohibits advice that an audit client will "probably" lose an
argument in favor of a tax treatment, because such advice can imply up to a
49-percent chance of success.
In addition, as recommended by one commenter, given recent concerns about
accounting firms establishing marketing centers to sell tax shelter products, the
Board has added the term "marketing" to the list of activities that compromise
an auditor's independence. That is, under Rule 3522, as adopted, an auditor
may not market an aggressive tax transaction to an audit client, in addition to
being prohibited from "planning, or opining in favor of the tax treatment of,"
such a transaction.
Finally, proposed Rule 3522(a)'s prohibition on auditors' involvement in listed
transactions has been moved to become a part of the prohibition on involvement in aggressive tax position transactions, in light of the overlap of the two
provisions and also in light of questions regarding whether the prohibition on
listed transactions could apply in the context of a non-U.S. tax regime. Accordingly, Rule 3522 now provides for two categories of prohibitions related
to aggressive tax transactions, whereas, as proposed, it had provided for three
such categories. These two categories, as well as modifications of their proposed
versions, are discussed below.
a. Aggressive Tax Position Transactions48
Rule 3522(b) would treat a registered firm as not independent if the firm, or an
affiliate of the firm, provided an audit client any service related to marketing,
planning, or opining in favor of the tax treatment of, a transaction that satisfies
three criteria—

•

the transaction was initially recommended, directly or indirectly,
by the firm;

•
•

a significant purpose of the transaction is tax avoidance; and
the proposed tax treatment of the transaction is not at least
more likely than not to be allowed under applicable tax laws.

Rule 3522(b) is adapted from the SEC's guidance to audit committees in its
release accompanying its 2003 independence rules, which cautioned that audit committees should "scrutinize carefully" the retention of the auditor "in a
transaction initially recommended by the accountant, the sole business purpose of which may be tax avoidance and the tax treatment of which may be not
supported in the Internal Revenue Code and related regulations."49 The rule
builds on this guidance from the perspective of the auditor, by providing that a
47
In addition, a number of commenters asked for clarification of the scope of Rule 3522's prohibition against "opining" on an aggressive transaction. The Board does not intend the rule to encompass
the auditor's opinion on the fairness of financial statements that reflect the accounting for a transaction that an audit client has executed. Rather, Rule 3522 is intended to prevent auditors from
facilitating clients' execution of aggressive transactions by, among other things, providing auditors'
written tax opinions that protect the audit client from the assertion of penalties by tax authorities or
courts.
48
As proposed, this provision was entitled "aggressive tax positions." One commenter questioned
whether this title was intended to expand the scope of this provision beyond transactions. In addition, the commenter noted that the term "transaction" was consistent with Treasury regulations.
In response to this comment, the Board has re-titled this provision to be "aggressive tax position
transactions."
49
Strengthening the Commission's Requirements Regarding Auditor Independence, supra note
2, at §II.B.11 (Jan. 28, 2003).
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registered firm is not independent of its audit client if the firm, or an affiliate
of the firm, participates in such a transaction.
The first prong of the rule's test looks for transactions that the auditing firm—
directly or indirectly, e.g., through an affiliate, through or with another tax
advisor with which the firm has an arrangement, or otherwise—initially recommended to the audit client. In this manner, the rule excludes from its scope
those transactions that the audit client itself, or a party other than a tax advisor with which the firm has an arrangement50 (e.g., an acquiring corporation),
initiated. The term "initially recommended" is intended to be a test based on
fact. Thus, the prong would be satisfied, notwithstanding a representation from
the audit client that the audit client initiated the development of the transaction,51 if the auditor had knowledge that the auditor, its affiliate, or another
tax advisor with which the firm has an arrangement, initially recommended it.
As proposed, the rule would have looked for transactions that were "initially
recommended by the registered public accounting firm or another tax advisor."
Some commenters expressed concern that an auditor might not be in a position to know whether another tax advisor with no relationship to the auditor
had recommended a transaction. In response to these comments, the Board has
modified the first prong of Rule 3522(b) to make clear that auditors are only
responsible for ascertaining whether the firm, one of its affiliates, or another
tax advisor with which the firm has a formal agreement or other arrangement
related to the promotion of such a transaction, initially recommended the transaction.52
The second and third prongs of Rule 3522(b) incorporate concepts that have existing meaning and relevance to tax advisors. The second prong of the test set
forth in Rule 3522(b) uses the phrase "significant purpose of which is tax avoidance," adapted from the Internal Revenue Code.53 The term "tax avoidance"
should be understood to include acceleration of deductions into earlier taxable
years and deferral of income to later taxable years. A few commenters noted
that the test whether a significant purpose of a transaction is tax avoidance
appears to be a low threshold that could encompass any plan to reduce taxes,
and some of those commenters suggested that the Board raise that threshold.
The Board intends for the threshold to be low, however, and therefore has not
used terms that might seem to establish a higher threshold, such as requiring
an evaluation of whether the "sole purpose" of a transaction is tax avoidance.
In addition, the rule uses the term "more likely than not to be allowable under applicable tax laws," which is the standard certain taxpayers must meet,
under Treasury regulations, to avoid penalties for substantial understatement
50
The term "tax advisor" is not intended to denote a group with a certain license or professional
status, but rather to cover any person, other than the client, that recommends a tax transaction to
the client.
51
Two commenters indicated that, as they interpreted the term "transaction," an auditor's tax
services in connection with, for example, a merger transaction that was initiated by the client or
another company, would not come within the ambit of Rule 3522(b), because the auditor would not
have recommended the merger transaction itself. This is not a fair interpretation of the rule and
indeed would thwart its purpose.
52
See Rule 3522(b), Note 2. The term "formal agreement or other arrangement" in Note 2 relates
only to relationships a registered firm may have with a tax advisor that is not already an affiliate of
the firm.
53
The Internal Revenue Code treats transactions with respect to which a "significant purpose
. . . is the avoidance or evasion of Federal income tax" as tax shelters, for purposes of determining
whether an adequate disclosure defense is available for the substantial understatement penalty. See
26 U.S.C. §6662(d)(2)(C) (amended by the Jobs Act; see also 26 U.S.C. §6662A(b)(2)(B) (imposing 20percent penalty on understatements of tax in connection with "any reportable transaction (other than
a listed transaction) if a significant purpose of such transaction is the avoidance or evasion of Federal
income tax").
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of income tax in connection with a tax shelter.54 This test is based, in part,
on the Board's observation of some firms' policies that rely on the "more likely
than not" standard to approve the firm's involvement in providing tax services
relating to a transaction initiated by the firm. The rule also uses this standard
because a tax treatment that is not "more likely than not" to be allowed poses
a significantly higher risk of being challenged by taxing authorities, such that
a mutuality of interest between the auditor and the audit client could arise.55
Moreover, the rule uses this standard, as opposed to a higher standard, in recognition of the fact that tax laws may often be complex and subject to differing
good faith interpretations.56
In order to satisfy Rule 3522(b)'s "more likely than not" standard, a registered
public accounting firm must establish, based on an analysis of the pertinent
facts and authorities, that there is a greater than 50-percent likelihood that the
tax treatment of the transaction would, if challenged, be upheld.57 To satisfy
this test, an auditor's analysis must be objectively reasonable and well-founded
at the time the analysis is conducted. The Board would not, however, treat an
auditor as not independent if the law changed after the service was provided or
if the tax treatment simply turned out to be not allowed, despite the auditor's
reasonable judgment before the ultimate resolution of a tax claim or other
dispute.
Rule 3522(b) does not require a registered public accounting firm to obtain a
third-party opinion that a tax treatment is "more likely than not" to be allowed
under applicable tax laws. On the contrary, while a firm may decide for its own
reasons to obtain a third-party opinion, such an opinion would not relieve the
firm of its obligation to form its own judgment on the likelihood of a proposed
tax treatment to be allowed.58
Finally, although the SEC's release accompanying its 2003 independence rules
cautioned audit committees to scrutinize situations in which a proposed tax
treatment might not be supported "in the Internal Revenue Code and related
54

See 26 C.F.R. §1.6664-4(f).
Some commenters noted that, while the term "more likely than not" is wellunderstood in the
context of evaluating U.S. tax advice, it has not been used in non- U.S. contexts. One of these commenters also noted that this standard may be hard to judge in jurisdictions in which the rule of law
does not always prevail. After considering these comments, the Board has determined to maintain the
"more likely than not standard," because it is an objective standard that may be applied in contexts
outside the U.S. even where it has not applied to-date. Further, the Board notes that foreign private
issuers ordinarily file U.S. tax returns and therefore are already expected to comply—and be familiar
with—U.S. tax laws and regulations.
56
A few commenters recommended that the Board use a standard higher than "more likely than
not," on the ground that there is some evidence that some accounting firms that used the "more likely
than not" standard in the past have not adhered to it. While the Board is concerned about the record
on this issue, the Board has determined not to use a higher standard at this time. The Board intends
to monitor compliance with the rule through its inspections of registered public accounting firms and
will consider revising the rule in the future, if that monitoring or other evidence reveals that the rule
is not achieving its intended purpose.
57
Cf. 26 C.F.R. §1.6664-4(f)(2)(i)(B)(1) (incorporating by reference methodology set forth in 26
C.F.R. §1.6662-4(d)(3)(ii) for analysis of whether a tax treatment has "substantial authority" or, in
the case of tax shelters, is "more likely than not" the proper treatment, for purposes of determining
whether a penalty may be due on a substantial understatement of income tax).
58
Treasury regulations permit corporations to avoid penalties for substantial understatement of
income taxes in connection with tax shelters if they "reasonably rel[y] in good faith on the opinion of a
professional tax advisor, if the opinion is based on the tax advisor's analysis of the pertinent facts and
authorities . . . and unambiguously states that the tax advisor concludes that there is a greater than
50-percent likelihood that the tax treatment of the item will be upheld if challenged by the Internal
Revenue Service." 26 C.F.R. § 1.6664-4(f)(2)(i)(B)(2). Rule 3522(b) would not permit registered public
accounting firms, who themselves serve as tax advisors, to rely on other tax advisors to satisfy the
rule's standard because registered firms that provide tax services are themselves in a position to
perform such an analysis.
55
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regulations," the proposed rule would use the term "applicable tax laws" in
recognition of the variety of tax laws and regulations, including federal, state,
local, foreign, and other tax laws, that may be the subject of tax services. For
this reason, and in response to questions from several commenters, the Board
also incorporated its proposed prohibition on auditors providing tax services in
connection with transactions that are listed by the IRS into Rule 3522(b). That
is, IRS listing is one example of aggressive tax transactions covered by the rule.
Accordingly, the prohibition on advising in favor of listed transactions, which
was proposed as Rule 3522(a), has been moved to a note to what is now Rule
3522(b). Specifically, Note 1 to Rule 3522(b) treats a registered public accounting firm as not independent of its audit client if the firm, or any affiliate of the
firm, provided services related to marketing, planning, or opining in favor of
the tax treatment of, a listed transaction. Under Treasury regulations, a listed
transaction is "a transaction that is the same as or substantially similar to one
of the types of transactions that the IRS has determined to be a tax avoidance
transaction and identified by notice, regulation, or other form of published guidance as a listed transaction."59 The IRS uses its listing process to identify and
publish a list of transactions that tax promoters and advisors have developed
and sold to clients but that, in the IRS's view, do not comply with applicable
laws. Thus, the Treasury's regulation on "listed transactions" identifies a class
of transactions that, in the Board's view, carries an unacceptable risk of disallowance, which in turn create an unacceptable risk of establishing a mutuality
of interest between the auditor and the audit client if the auditor participated
in marketing, planning, or opining in favor of the tax treatment of a transaction that impairs independence. By referring to this class of transactions, Note
1 to Rule 3522(b) incorporates an existing framework that auditors who serve
as tax advisors already follow in their tax practices and that is highly likely
to remain current since the Treasury and the IRS regularly update guidance
related to listed transactions.60
As discussed above, the Board's proposed prohibition on auditor involvement
in transactions that are "listed" by the IRS has been moved to a note to Rule
3522(b). By definition, a listed transaction is not "more likely than not to be allowable under applicable tax laws" at the time the auditor advises on it. Because
the risk of IRS or other scrutiny of listed transactions, including transactions
that are substantially similar to listed transactions,61 is high, tax advisors and
taxpayers tend not to enter into such transactions once they are listed. In light
of this fact, when it proposed this rule, the Board sought comment on whether
the rule should treat an auditor as not independent if a transaction planned or
opined on by the auditor subsequently became listed. In general, commenters
recommended against adopting a per se rule that subsequent listing of such a
transaction impaired an auditor's independence with respect to either the period in which the transaction was executed or in subsequent periods. The Board
59

See, e.g., 26 C.F.R. §1.6011-4(b)(2).
The IRS updates the list of listed transactions by issuing a listing notice, both adding to and
removing transactions from the list of listed transactions. See, e.g., IRS Notice No. 2004-67, 200441 I.R.B. 600. Some commenters questioned whether the Board should effectively incorporate the
IRS's changes to its list into the Board's rule on aggressive transactions. This is, indeed, the Board's
intention. To freeze the IRS's list as of the date of the Board's final rule, or to establish a system of
reviewing the IRS's list as it is updated, might permit auditors to provide tax services in favor of listed
transactions notwithstanding that the IRS had identified those transactions as potentially abusive.
Such a system would thwart the underlying intent of the Board's rule.
61
By its terms, the Treasury regulation requiring reporting of listed transactions makes clear
that the definition of "listed transaction" includes transactions that have been listed by the IRS as
well as transactions that are "substantially similar" to such transactions. By expressly referring to
the Treasury's regulation on listed transactions, the Board intends Rule 3522(b) to encompass such
substantially similar transactions that are included in the Treasury's regulation.
60
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agrees that such a per se rule would not be appropriate, but as discussed below,
firms should nevertheless be cautious in participating in transactions that they
believe could become listed.
Even if a firm were independent at the time a transaction was executed, because it reasonably and correctly concluded the transaction was not the same
as, or substantially similar to, a listed transaction, once a transaction is actually listed (or a substantially similar transaction becomes listed), a firm that
has participated in the transaction may find its independence impaired due to
the mutuality of interest caused by the listing. That is, depending on the circumstances, a firm's independence may become impaired in some cases after a
transaction planned or opined on by the firm becomes listed. In such cases, the
auditor should carefully consider the potential impairment of its independence
with the audit committee of its audit client.62 For example, once a transaction
is listed, either the audit client or the firm, or both, may be required to defend
the tax treatment of the transaction and, in some cases, pay penalties. In addition, the firm may face liability to the audit client related to the firm's tax
advice. The auditor's judgment regarding appropriate financial reporting and
disclosure concerning a transaction that becomes listed could become biased by
the auditor's vested interests in defending its tax advice.
Some auditors commented that they would prefer a bright-line rule providing
that, so long as a transaction recommended by the firm was not listed at the time
it was executed, subsequent listing cannot impair an auditor's independence
later in time, when the auditor is called on to defend its earlier tax advice. Such
a bright-line rule, however, would do little to address circumstances in which,
because of IRS scrutiny after execution of the transaction, the auditor's interest
in the client's successful defense of the transaction becomes heightened to the
point where the auditor can no longer be impartial about the financial statement
presentation of the transaction. That said, as some commenters noted, existing
independence requirements address these kinds of circumstances, and thus the
Board has determined not to expand Rule 3522(b) either to retroactively deem
an auditor not independent upon subsequent listing of a transaction or to deem
an auditor not independent per se in the period in which such a transaction
becomes listed.
b. Confidential Transactions
The Treasury has identified transactions with tax-advisor imposed conditions
of confidentiality as potentially abusive. By regulation, the Treasury requires
taxpayers to disclose to the IRS transactions in which a tax advisor "places a
limitation on disclosure by the taxpayer of the tax treatment or tax structure
of the transaction and the limitation on disclosure protects the confidentiality
of that advisor's tax strategies."63 Tax-advisor imposed confidentiality may also
be indicative of a tax product that a tax advisor intends to market to multiple customers, thus necessitating commitments by customers to treat the tax
treatment or structure of the advisor's product as confidential.
As discussed in the proposing release, the Board is concerned that marketing,
planning, or opining in favor of tax products that require confidentiality in order
that they may be offered to multiple clients contributes to the erosion of public
confidence in the ethics and integrity of such firms. A reasonable investor easily
62
According to ISB Standard No. 1, which is incorporated in the Board's Rule 3600T interim
independence standards, at least annually, an auditor must "disclose to the audit committee of the
company (or the board of directors if there is no audit committee), in writing, all relationships between
the auditor and its related entities and the company and its related entities that in the auditor's
professional judgment may reasonably be thought to bear on independence."
63
26 C.F.R. § 1.6011-4(b)(3)(ii).

REL 2005-014

2976

Select PCAOB Releases

could infer that the auditor has a vested interest in advocating to the IRS the
tax treatment it promoted, or helped to promote, to multiple clients and perpetuating that treatment in the audit client's financial statements. Based on
these concerns, Rule 3522(a) treats a registered public accounting firm as not
independent of its audit client if the firm, or an affiliate of the firm, provided
services related to marketing, planning, or opining in favor of the tax treatment
of a transaction for an audit client under terms that satisfy the definition of
"confidential transaction," as defined by Rule 3501(c)(i), which is adapted from
the Treasury's regulation requiring tax advisors to report confidential transactions.64
It should be noted that, Rule 3501(c)(i) defines confidential transactions in
terms of confidentiality restrictions imposed by tax advisors generally, not
specifically auditors. Therefore, whereas under Rule 3522(b) a transaction that
is initially recommended by a tax advisor other than the auditor or an affiliate
of the auditor unless the tax advisor has an arrangement with the auditor does
not fall within the first prong of the rule, Rule 3522(a) prohibits an auditor from
marketing, planning, or opining in favor of a confidential transaction whether
the applicable terms of confidentiality are imposed by the auditor or by another
tax advisor, acting independently of the auditor.
Commenters generally supported the Board's proposed prohibition on confidential transactions. Although some commenters expressed the view that tax
advisors might impose conditions of confidentiality for reasons other than the
ability to market the proposed transaction to multiple clients, other commenters
agreed that auditors should not become involved in transactions subject to taxadvisor imposed confidentiality restrictions. One accounting firm commenter
also noted that, even if a transaction were not potentially abusive, the fact
that there is a disclosure limitation is likely to create a negative impression
concerning the objectivity of the auditor.
In addition, a few commenters suggested that the rule be limited to circumstances in which terms of confidentiality are imposed with respect to the U.S.
tax treatment of a transaction. After carefully considering these comments, the
Board has determined not to modify the scope of the rule. Tax-advisor imposed
conditions of confidentiality facilitate aggressive selling of novel tax ideas that
pose too great a risk of impairing the objectivity of auditors who market, plan, or
opine in favor of them. Further, the rule continues to permit audit clients themselves to impose conditions of confidentiality in connection with transactions
64
26 C.F.R. § 1.6011-4(b)(3) (2005). The proposed version of this rule incorporated the Treasury's
definition of the term "confidential transaction" by reference. A number of commenters noted generally that incorporation of this Treasury regulation by reference could lead to unintended changes
to the Board's rules if the Treasury amends those regulations (or the IRS amends its list of listed
transactions). As discussed above, the Board intends for its prohibition on auditors' involvement as
tax advisors in audit clients' execution of listed transactions to be kept current by changes to the IRS's
list. Upon further consideration, unlike the Board's prohibition on listed transactions, the Board has
determined that it may not be appropriate for any changes the Treasury may make to its definition of
"confidential transaction" to automatically be reflected in the Board's prohibition on auditors' involvement in such a transaction. The definition of "confidential transaction" in Rule 3501(c)(i) is intended
to be the same as the current Treasury regulation, except for the minimum fee requirement.
The proposed version of the rule did not incorporate the Treasury's minimum fee exception to its
regulation on confidential transactions. That is, Treasury Regulation 1.6011-4(b)(3)(i) provides that "a
confidential transaction is a transaction that is offered to a taxpayer under conditions of confidentiality and for which the taxpayer has paid an advisor a minimum fee." 26 C.F.R. § 1.6011-4(b)(3) (2005).
Under the regulation, the "minimum fee" is $250,000 for corporate taxpayers (and partnerships and
trusts in which all of the owners or beneficiaries are corporations) and $50,000 for all other transactions. Id. 26 C.F.R. §1.6011-4(b)(3)(iii). Although some commenters suggested that the Board should
adopt the minimum fee exception, the Board understands the IRS disclosure rules to serve a different
purpose than Rule 3522(a). Accordingly, the Board has not adopted a minimum fee exception in its
final rule either.
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on which auditors may provide tax advice, and this fact appears to adequately
serve audit clients' needs to maintain appropriate confidentiality. Finally, there
does not appear to be a reasoned basis to limit the prohibition on confidential
transactions to proposed tax treatments under U.S. tax laws.

4. Tax Services for Persons in Financial Reporting Oversight Roles
Rule 3523 provides that a registered public accounting firm is not independent of an audit client if the firm, or any affiliate of the firm, during the audit
and professional engagement period, provides any tax service to a member of
management in a financial reporting oversight role at the audit client.65 As
discussed in the Board's proposing release, this rule addresses concerns that
performing tax services for certain individuals involved in the financial reporting processes of an audit client creates an appearance of a mutual interest
between the auditor and those individuals.
The Board received varied comments on Rule 3523. Some commenters, including groups representing investors and issuers, as well as several large accounting firms, supported the proposed rule on the ground that it is necessary to
preserve the objectivity, and the appearance of objectivity, of auditors. Other
commenters, however, including a number of smaller accounting firms, accounting associations, and a few issuers, claimed that the rule is not necessary, that
these services have long been provided, and that auditors should be allowed
to provide senior financial management of issuers with the same types of tax
services the auditor may provide the issuer. After carefully considering these
comments, the Board has determined to adopt the rule, with a few modifications. The Board continues to believe that the provision of tax services by the
auditor to the senior management responsible for the audit client's financial
reporting creates an unacceptable appearance of the auditor and such senior
management having a mutual interest.
The Board also received a number of comments on specific aspects of the proposed rule. For example, some commenters expressed confusion as to whether
Rule 3523 is intended to apply to directors, in part because the definition of "financial reporting oversight role" includes directors. In response to these comments, the Board has modified the rule to exclude directors more explicitly.
Thus, the rule no longer uses the term "officer"—which is how the proposed
rule narrowed the scope to exclude directors—and instead includes an explicit
exception for any person who serves in a financial reporting oversight role "only
because he or she serves as a member of the board of directors or similar management or governing body of the audit client."66
The Board also included a second exception in Rule 3523(b) in response to
comments regarding whether the rule should apply to persons who serve in a
financial reporting oversight role at an affiliate of an issuer. After considering
these comments, the Board has determined not to restrict auditors' provision of
tax services to employees in a financial reporting oversight role at an affiliate
65
The rule's use of the term "financial reporting oversight role" is based on the Commission's definition of "financial reporting oversight role," which includes any person who has direct responsibility
for oversight over those who prepare the issuer's financial statements and related information (for
example, management's discussion and analysis) that are included in filings with the Commission.
See Strengthening the Commission's Requirements Regarding Auditor Independence, supra note 2,
at §II.A. The Commission uses the term "financial reporting oversight role" to describe those positions that are covered by the Act's "cooling off " period, during which a public company would not be
independent from its audit firm if a member of the engagement team for the audit of that company
assumed such a position. See Sarbanes-Oxley Act of 2002, §206, 17 C.F.R. §210.2-01(f)(3)(ii). The term
"financial reporting oversight role" as defined in Rule 3501(f)(i) mirrors verbatim the SEC's definition
of the same term in Rule 2-01 of Regulation S-X. 17 C.F.R. §210.2-01(f)(3)(ii).
66
Rule 3523(a).
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of an audit client, so long as the financial statements of the affiliate are not
material to the financial statements of the audit client or are audited by an
auditor other than the firm or an associated person of the firm. This exception
is intended to exclude executives of affiliates that do not contribute to the consolidated financial statements of the audit client. The Board does not believe
that auditors' relationships with executives of immaterial affiliates, or affiliates
whose financial statements are audited by an auditor other than the firm or
an associated person of the firm, pose as great a risk to auditors' impartiality
regarding an audit clients' consolidated financial statements as do auditors'
provision of tax services to executives involved in the consolidated financial
reporting of the client.
The first part of this exception, Rule 3523(b)(i), excludes persons in a financial
reporting oversight role at immaterial affiliates of the entity being audited. This
exception would encompass, among others, executives of most affiliates within
the same investment company complex as the audited entity and executives
of up-stream affiliates of the audited entity. The second part of this exception,
Rule 3523(b)(ii), excludes executives in financial reporting oversight roles of a
subsidiary of an audit client that is not audited by the firm or any firm that is
an associated person of the firm, as defined by PCAOB Rule 1001. On the other
hand, executives in financial reporting oversight roles at a material subsidiary
whose financial statements are audited by a firm that is an associated person
of the registered firm would be subject to Rule 3523. For purposes of Rule
3523(b)(ii), the term "audited" should be understood to include audit procedures
that contribute to the firm's preparation or issuance of an audit report on an
audit client's consolidated financial statements, whether or not such procedures
result in an audit opinion on the affiliate's financial statements.
Some commenters also expressed concern that the rule could impose an undue
hardship on persons who become subject to the rule because they are hired or
promoted into a financial reporting oversight role at an audit client. To address
that concern, the Board determined to create a time-limited exception to the
rule to cover such situations. Specifically, the Board has determined to add a new
exception to the rule that applies to a person who was not in a financial reporting
oversight role at the audit client before a hiring, promotion, or other change in
employment event, when the tax services are both: (1) provided pursuant to an
engagement that was in process before the hiring, promotion, or other change
in employment event; and (2) completed on or before 180 days after the hiring
or promotion event.67 The Board will treat engagements as "in process" if an
engagement letter has been executed and substantive work on the engagement
has commenced; the Board will not treat engagements as "in process" during
negotiations on the scope and fee for a service.
Some commenters also suggested that, as proposed, Rule 3523 could invite
persons subject to the rule to evade the rule by using the auditor's tax services
through an immediate family member or through an entity controlled by the
person. In response to this comment, the Board has added to the scope of the
rule immediate family members of persons who are covered by the rule.68

67

Rule 3523(c).
The Board also has added a definition of "immediate family member," adapted from the SEC's
definition in its independence rules. Compare Rule 3501(i)(i) with 17 C.F.R. §210.2-01(f)(13). The
Board has not included entities controlled by persons in financial reporting oversight roles, such as
trusts and investment partnerships. The Board notes, however, that an auditor who provides services
to an entity controlled by a person in a financial reporting oversight role of an audit client should
consider whether, under ISB Standard No. 1, it is necessary to notify the client's audit committee of
such services.
68
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In addition, some commenters suggested that the rule be expanded to cover all
non-audit services, such as services involving investment, personal financial
planning, and executive compensation, on the ground that any such services
provided to those in a financial reporting oversight role create a perception of a
mutuality of interest between auditors and those members of management who
receive such services.69 Other commenters suggested that the rule be expanded
to include persons who do not play a financial reporting oversight role but nevertheless play a key role in operations, such as vice presidents of sales.70 Other
commenters recommended the rule cover audit committee members. Still other
commenters, however, disagreed with these commenters and noted that applying the rule to audit committee members might serve as a practical disincentive
to audit committee service.
The Board has determined not to expand the final rule to include all non-audit
services, directors or persons outside the definition of "financial reporting oversight role." To date, the concerns that have arisen in this area have related
to auditors' provision of tax services to executives of public companies. Accordingly, the Board believes it is appropriate, at this time, to limit the rule
to address this problem. The Board intends to monitor implementation of the
rule, however. In addition, to the extent that issuers pay for non-audit services
provided to any individuals, audit committees can and should be scrutinizing
the potential effects on the auditor's independence due to such services. Further, as discussed in the proposing release, although accounting firms are not
now required to seek pre-approval for executive tax services paid directly by
the employee, auditors should consider under Independence Standards Board
("ISB") Standard No. 1 whether it is necessary to notify the audit committee of
these services71 or whether it is otherwise advisable to inform audit committees
of such services.72 In this regard, while the Board is reluctant to establish a per
se prohibition on auditors' provision of tax services to directors of their audit
clients, the Board notes that firms can – and some have – adopted procedures

69
Some commenters asked for clarification of whether persons in a financial reporting oversight
role could seek the assistance of the registered public accounting firm that prepared the original tax
return to assist them in responding to an IRS or other governmental agency examination regarding
that specific tax return after Rule 3523 becomes effective. If a registered firm prepared such a tax
return before the rule's effective date, the rule does not operate to prohibit that person from answering
questions and providing assistance when that tax return is under examination by a taxing authority
after the rule's effective date, Such assistance, of course, must be otherwise consistent with Board and
SEC auditor independence rules, including the requirement the auditor not become an advocate for
its audit client.
70
A few commenters suggested that the Board use the list of officers in section 16 of the Exchange
Act, rather than relying on the defined term "financial reporting oversight role." The "financial reporting oversight role" term, however, includes those individuals at an audit client that, because of their
oversight of the company's financial reporting process, raise special concerns when they have certain
relationships with the auditor. For this reason, the Board continues to believe this is the appropriate
group to include in this rule.
71
See ISB Standard No. 1; see also Memorandum from Scott A. Taub, Deputy Chief Accountant,
Office of the Chief Accountant, U.S. Securities and Exchange Commission to William H. Donaldson,
Chairman, Securities and Exchange Commission at 5 (June 24, 2003) (attached to letter from Chairman William H. Donaldson, U.S. Securities and Exchange Commission, to Five Consumer Groups)
(July 11, 2003), available at http://www.sec.gov/info/accountants/staffletters/taub071103.pdf (hereinafter "Taub Memo").
72
For example, the SEC staff has recommended that audit committees scrutinize audit firms'
provision of these services—
The provision of tax services to the executives of an audit client is not expressly addressed in the
Act or in the Commission's rules. Nonetheless, an audit committee should review the provision of
those services to assure that reasonable investors would conclude that the auditor, when providing
such services, is capable of exercising objective and impartial judgment on all issues within the
audit engagement.
Taub Memo, supra note 71, at 5.
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to notify the audit committee of such services so it may evaluate the potential
effect of such services on the auditor's independence.73

C. The Auditor’s Responsibilities in Connection With Audit
Committee Preapproval of Tax Services
Under Section 10A(h) of the Exchange Act, as amended by Section 202 of the
Sarbanes-Oxley Act, all non-audit services that the auditor proposes to perform
for an issuer client "shall be pre-approved by the audit committee of the issuer."
The SEC's 2003 independence rules implemented the Act's pre-approval requirement by adopting a provision on audit committee administration of the
engagement.74 Rule 3524 implements the Act's pre-approval requirement further by strengthening the auditor's responsibilities in seeking audit committee
pre-approval of tax services. Specifically, Rule 3524 requires a registered public
accounting firm that seeks pre-approval of an issuer audit client's audit committee75 to perform tax services that are not otherwise prohibited by the Act or
the rules of the SEC or the Board to—

•

Describe, in writing, to the audit committee the nature and scope
of the proposed tax service;

•

Discuss with the audit committee the potential effects on the
firm's independence that could be caused by the firm's
performance of the proposed tax service; and

•

Document the firm's discussion with the audit committee.

These requirements are intended to buttress the pre-approval processes established by the Act and the Commission's rules. Whether an audit committee
preapproves a non-audit service on an ad hoc basis or on the basis of policies
and procedures, the Commission staff has stated that "detailed backup documentation that spells out the terms of each non-audit service to be provided by
the auditor" should be provided to the audit committee.76 Indeed, the SEC staff
has indicated "[s]uch documentation should be so detailed that there should
never be any doubt as to whether any particular service was brought to the

73
See, e.g., Remarks of Scott Bayless, Deloitte & Touche LLP, Auditor Independence Roundtable
on Tax Services (July 14, 2004) at 152 (indicating that even when "the company does not pay for those
services . . . there is a notification procedure to ensure that the audit committee has the ability to take
control of that relationship if they so desire").
74
See 17 C.F.R. §210.2-01(c)(7).
75
Proposed Rule 3524 used the term "audit committee of the audit client," which some commenters interpreted to mean that the rule would require auditors to make the required communications in connection with proposed tax services for affiliates of an audit client that are not consolidated
as subsidiaries with the audit client for financial statement purposes. One commenter noted that
the Commission's Rule 2- 01(c)(7) requires only that "[b]efore the accountant is engaged by the issuer or its subsidiaries, or the registered investment company or its subsidiaries, to render audit or
non-audit services, the engagement [be] approved by the issuer's or registered investment company's
audit committee." By using the phrase "in connection with seeking audit committee pre-approval,"
the Board intends Rule 3524 to apply only when the SEC's Rule 2-01(c)(7) requires such approval.
Accordingly, the rule does not require registered firms to make the specified communications or to
seek audit committee pre-approval in any situations in which audit committee pre-approval is not
already required by the SEC's rules. Nor should the rule be understood to require preapproval by any
committee other than the committee required to provide pre-approval by the SEC's rules. To clarify
this issue, the Board has also modified Rule 3524 to more clearly track the language of section 10A(h)
of the Exchange Act and the SEC's Rule 2- 01(c)(7).
76
Taub Memo, supra note 71, at 3; see also SEC Office of the Chief Accountant: Application of
Commission's Rules on Auditor Independence Frequently Asked Questions, Audit Committee Preapproval, Question 5, (issued August 13, 2003), available at http://www.sec.gov/info/accountants/
ocafaqaudind121304.htm (hereinafter "FAQs").
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audit committee's attention and was considered and pre-approved by that committee."77
Rule 3524 implements the Act's pre-approval requirement further by requiring
that registered firms provide the audit committee of an issuer audit client a
description of proposed tax services engagements that includes descriptions of
the scope of any tax service under review and the fee structure for the engagement.78 Some commenters suggested significant changes to the scope of the
proposed rule. One group of commenters recommended that the rule be broadened to apply to all non-audit services, rather than only tax services. Other
commenters expressed concern that the rule appeared to impose restrictions
on audit committee pre-approval in excess of the SEC's requirements and, for
that reason, recommended that the Board narrow or eliminate the rule. The
Board has determined not to change the scope of the rule in response to these
comments. While auditors and audit committees may find the procedures in
Rule 3524 to be useful for purposes of considering non-audit services generally,
the Board adopts these rules only after having engaged in a substantial effort
to obtain facts and views of interested persons on appropriate procedures for
considering proposed tax services. Before considering broadening the rule, the
Board would seek additional information, based, among other things, on experience with this rule, inspections of registered firms, and additional public
input. On the other hand, notwithstanding the concerns of some commenters
that Rule 3524 requires more than the parallel SEC rule, the Board has determined not to narrow or eliminate the rule. The Board continues to believe that
the rule is an appropriate complement to the SEC's preapproval rule. Rule 3524
supports the procedure under the SEC rule, by requiring the auditor—who is in
the best position to describe a proposed engagement—to gather the information
required to be presented to the audit committee by the SEC rule. Indeed, it is
the SEC rule and staff interpretations of what information audit committees
need that have informed the Board's development of the rule.
The Board has made certain modifications to the proposed rule, however. As proposed, the rule would have required auditors to provide audit committees copies
of all engagement letters for proposed tax services. While some commenters supported this proposal as a way to ensure that audit committees received adequate
information on which to base their judgments, other commenters expressed concern that the rule could result in audit committees being provided voluminous
stacks of engagement letters—some in foreign languages—that would obscure
rather than elucidate the nature of the tax services proposed. On the basis of
this information, and because the underlying purpose of the proposed requirement was to establish a manageable collection of information on which audit
committees could make their determinations to pre-approve tax services, the
Board has determined to eliminate the proposed rule's requirement to supply
the audit committee a copy of each tax service engagement letter. Instead, the
rule requires auditors to describe for audit committees, in writing, the scope

77
Taub Memo, supra note 71, at 3; see also FAQs, supra note 76, Audit Committee Pre-approval,
Question 5 (issued August 13, 2003). The SEC staff FAQ answer states that ("[p]re-approval policies
must be designed to ensure that the audit committee knows precisely what services it is being asked
to pre-approve so that it can make a well-reasoned assessment of the impact of the service on the
auditor's independence. For example, if the audit committee is presented with a schedule or cover
sheet describing services to be pre-approved, that schedule or cover sheet must be accompanied by
detailed back-up documentation regarding the specific services to be provided").
78
See Rule 3524(a)(1). Audit committees may ask auditors for other materials not identified in
the rule, to assist them in their determinations whether to preapprove proposed tax services. Rule
3524 should not be understood to limit the information or materials that an audit committee may
request, or that a registered firm may decide to provide, in connection with the pre-approval of tax
services.

REL 2005-014

2982

Select PCAOB Releases

of the proposed service, the proposed fee structure for the service, and the potential effect of the service on the auditor's independence. The Board believes
requiring such a description of a proposed service better meets the Board's goal
to improve the quality of information auditors provide audit committees about
proposed tax services.
The rule also requires the auditor to describe for the audit committee any
amendment to the engagement letter or any other agreement relating to the
service (whether oral, written, or otherwise) between the firm and the audit
client.79 While the Board does not expect or encourage auditors to enter into
side agreements relating to tax services, the Board understands that, in the
past, some accounting firms have entered into such agreements.80 To the extent firms do so, they must disclose those agreements to the audit committee.
In addition, to the extent that a firm receives fees or other consideration from
a third party in connection with promoting, marketing, or recommending a
tax transaction, Rule 3524 requires the firm to disclose those fees or other
consideration to the audit committee. Specifically, Rule 3524(a)(2) requires that
the firm disclose to the audit committee "any compensation arrangement or
other agreement, such as a referral agreement, a referral fee or fee-sharing
arrangement, between the registered public accounting firm (or an affiliate
of the firm) and any person (other than the audit client) with respect to the
promoting, marketing or recommending of a transaction covered by the service."
This provision is adapted from the IRS's rules of practice, which require tax
advisors to disclose such arrangements to taxpayer clients.81
Rule 3524(b) also requires registered public accounting firms to discuss with
audit committees of their issuer audit clients the potential effects of any proposed tax services on the firm's independence. Even if a non-audit service does
not per se impair an auditor's independence, the Commission's independence
rules nevertheless deem an auditor not to be independent if—
the accountant is not, or a reasonable investor with knowledge of all relevant
facts and circumstances would conclude that the accountant is not, capable of
exercising objective and impartial judgment on all issues encompassed within
the accountant's engagement.82

Rule 3524(b) is intended to provide audit committees a robust foundation of
information upon which to determine whether to pre-approve proposed tax services. Some commenters have asked for guidance as to the scope of the discussions intended by the rule. The Board intends that the scope of such discussions
remain flexible, to address the matters that are pertinent in the judgment of
the audit committee, as informed by Commission requirements. While the Act's

79
Id. One commenter expressed concern that Rule 3524(a)'s requirement to describe an "other
agreement" could be understood to require the auditor to submit to the audit committee documentation
concerning "essentially every communication with the audit client." The Board believes this comment
is misplaced. Rule 3524 does not require that the auditor describe all communications with the audit
client, but rather all agreements with the audit client that relate to the proposed service.
80
See, e.g., In re PricewaterhouseCoopers LLP, & PricewaterhouseCoopers Securities LLC, supra
note 43 ("through side letters or oral understandings, the parties created contingent fee arrangements"). In addition, some commenters have expressed concern that Rule 3524 requires disclosure to
the audit committee of fee arrangements that are prohibited by Rule 3521 (or by professional association membership requirements, such as certain referral agreements and fees). Those commenters
have asked the Board to clarify that Rule 3524 does not operate to permit such fee structures that are
otherwise prohibited by the Board's rules or to endorse fee structures that are prohibited or discouraged by professional ethics rules. It is the case that Rule 3524 does not permit or otherwise endorse
such fees.
81
See 31 C.F.R. §10.35(e)(1) (2005), available at http://www.irs.gov/pub/irspdf/ pcir230.pdf.
82
17 C.F.R. § 210.2-01(b).

REL 2005-014

2983

Ethics and Independence Rule

legislative history makes clear that the Act "does not require the audit committee to make a particular finding in order to pre-approve an activity,"83 the
Commission's staff expects a robust review of proposed non-audit services—
The audit committee must take its role seriously and perform diligent analyses
and reviews that allow the committee to conclude that reasonable investors
would view the auditor as capable of exercising objective and impartial judgment on all matters brought to the auditor's attention.84

To be clear, the rule does not prescribe any test for audit committees or require
audit committees to make legal assessments as to whether proposed services
are prohibited or permissible. Nor is the rule intended to limit an audit committee's discretion to establish its own more stringent pre-approval procedures.
Rather, the rule directs registered firms to present detailed information and
analysis to audit committees for audit committees' consideration, in their own
judgment, of the best interests of the issuer and its shareholders.
In addition, through the discussion required by Rule 3524(b), the Board expects registered firms to convey to the audit committee information sufficient
to distinguish between tax services that could have a detrimental effect on the
firm's independence and those that would be unlikely to have a detrimental effect. Some commenters expressed concern that an example of such a distinction
that the Board provided in the proposing release could be understood to suggest
that audit committees should not permit an auditor to provide any tax services
unless the company had an internal tax department and/or a tax director who
could make sound management decision in the best interest of the company. The
Board did not intend to suggest that particular functional departments or managers must exist at a company before its auditor may provide it tax services.
Rather, the inquiry the auditor should engage in when proposing to provide
tax services to an audit client is whether, in the particular case, the company
has the capacity to make its own decisions regarding the proposed tax matter,
such that the auditor would not be in the position of performing management
functions or making management decisions for the company.85 The resolution
of this inquiry will vary depending on the nature of the tax matter at issue and
the sophistication of the company, among other things.
Rule 3524, both as proposed and as adopted, is intentionally silent as to when
a registered public accounting firm should provide the required information
about a proposed tax service to an audit committee. This is because, under
the SEC's 2003 independence rules, audit committees themselves may have
policies that establish a procedure and schedule for audit committee review
of non-audit services, including tax services.86 Some commenters expressed
concern that the rule might favor one approval method (ad hoc) over another
(approval pursuant to policies and procedures). This is not the case. Similar to
the SEC's 2003 independence rules, Rule 3524 does not dictate, or even express
a preference as to, whether the documentation and discussions required under
Rule 3524 should take place pursuant to an audit committee's policies and
procedures on pre-approval or on an ad hoc basis. Many issuers have adopted

83

S. REP. No. 107-205, at 19 (2002).
Taub Memo, supra note 71, at 7-8; see also FAQs, supra note 76, Audit Committee Pre-approval,
Question 5 (issued August 13, 2003).
85
See PCAOB Rule 3600T (adopting AICPA Code of Professional Conduct, paragraph .05 of ET sec.
101, "Independence", Interpretation No. 101-3, "Performance of Other Services," as of April 16, 2003)
("care should be taken not to perform management functions or make management decisions for attest
clients the responsibility for which remains with the client's board of directors and management.")
(Interpretation No. 101-3 was later amended by the AICPA in December 2003).
86
17 C.F.R. § 210.2-01(c)(7)(i)(B).
84
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policies that provide for pre-approval in annual audit committee meetings. The
Board understands that such an annual planning process can include as robust
a presentation to the audit committee as a case-by-case pre-approval process,
and Rule 3524 is designed to be flexible enough to accommodate either system
and to encourage auditors and audit committees to develop systems tailored to
the needs and attributes of the issuer.
The timing and method by which auditors describe for, and discuss with, audit
committees proposed tax services will necessarily vary depending on different
audit committees procedures. For those audit committees that hold an annual
meeting to consider proposed non-audit services for the upcoming year, often by
reviewing a proposed annual budget for non-audit services, it would be appropriate for auditors to provide their disclosures pursuant to Rule 3524(a), and
hold their discussions pursuant to Rule 3524(b), about proposed tax services
that are known at the time of the meeting in connection with or at that meeting.
In addition, some audit committees' policies delegate authority to pre-approve
non-audit services to one committee member and require reporting of any services approved by delegated authority at the next scheduled audit committee
meeting, on a quarterly basis, or otherwise, in order for the audit committee to review an updated forecast or other summary of non-audit services. In
such cases, it would be appropriate for auditors to provide the member holding
delegated authority to approve a tax service a description of the service that
complies with Rule 3524(a). Also, although the auditor may discuss the service
with the member holding delegated authority when the member is considering
the service, in order to comply with Rule 3524(b), the auditor ought to discuss
the service with the audit committee as a whole when the audit committee
considers the updated forecast or other summary.
Finally, Rule 3524(c) requires a registered public accounting firm to document
the substance of its discussion with the audit committee under subparagraph
(b). The few commenters who addressed this provision supported it.87

III. Effective and Transition Dates
The Board intends that the rules become effective at varying times.
In light of pre-existing legal and regulatory requirements, Rules 3502 and 3520
do not, in any practical sense, create new criteria for appropriate conduct. Accordingly, no transition period is called for, and therefore the Board intends that
Rules 3502 and 3520, as well as the definitions in Rule 3501, become effective
10 days after the date that the SEC approves the rules.
Rule 3521 is based on the SEC's existing contingent fee rule, although it differs
from that rule in certain respects. Accordingly, the Board will not apply Rule
3521 to contingent fee arrangements that were paid in their entirety, converted
to fixed fee arrangements, or otherwise unwound before the later of December
31, 2005, or 10 days after the date that the SEC approves the rules. Of course,
as noted above, the Commission's Rule 2-01 on auditor independence treats an
auditor as not independent if it enters into a contingent fee arrangement with
an audit client today.88
Rules 3522, 3523, and 3524 establish new criteria for appropriate conduct by
registered public accounting firms and their associated persons. The Board
believes it is appropriate to allow a reasonable period of time for such firms to
87
One commenting auditor suggested that the Board consider requiring specific forms or occasions for auditor documentation of audit committee discussion. After considering this suggestion, the
Board has determined that such forms or required timing of discussions could unnecessarily limit the
scope of the discussions that, in the judgment of the auditor and audit committee, are appropriate.
88
17 C.F.R. § 210.2-01(c)(5).
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prepare internal policies and procedures, and train their employees to ensure
compliance with these new requirements. In addition, the Board understands
that engagements covered by these rules may be in progress and that firms will
need to terminate or complete these engagements in a professional manner.
Accordingly, the Board believes it is appropriate to allow transition periods for
these rules.
The Board understands that Rule 3523 will, in practical effect, lead to some
registered firms terminating recurring engagements to provide tax services
and may require certain members of public companies' senior management to
find other tax preparers. Accordingly, the Board has determined that it will not
apply Rule 3523 to tax services being provided pursuant to an engagement in
process at the time the SEC approves the rules, provided that such services
are completed on or before the later of June 30, 2006 or 10 days after the
date that the SEC approves the rules. As discussed above, the Board will treat
engagements as "in process" if an engagement letter has been executed and
work of substance has commenced; the Board will not treat engagements as "in
process" during negotiations on the scope and fee for a service.
Although the Board does not expect them to require the same transition as Rule
3523, Rules 3522 and 3524 also impose new legal requirements. Accordingly,
the Board has determined that it will not apply Rule 3522 to tax services that
were completed by a registered public accounting firm no later than the later of
December 31, 2005, or 10 days after the date that the SEC approves the rules.
Rule 3524 will not apply to any tax service pre-approved before the later of
December 31, 2005, or 10 days after the date that the SEC approves the rules,
or, in the case of an issuer that pre-approves non-audit services by policies and
procedures, the rule will not apply to any tax service provided by March 31,
2006.
On the 26th day of July, in the year 2005, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/
J. Gordon Seymour
Acting Secretary
December 14, 2004

APPENDIX—
Rules
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Appendix
Rules
SECTION 3: PROFESSIONAL STANDARDS
Part 5 — Ethics

Rule 3501. Definitions of Terms Employed in Section 3,
Part 5 of the Rules.
When used in Section 3, Part 5 of the Rules, unless the context otherwise requires:
(a)(i) Affiliate of the Accounting Firm
The term "affiliate of the accounting firm" (or "affiliate of the registered public
accounting firm" or "affiliate of the firm") includes the accounting firm's parents;
subsidiaries; pension, retirement, investment or similar plans; and any associated entities of the firm, as that term is used in Rule 2-01 of the Commission's
Regulation SX, 17 C.F.R. § 210.2-01(f)(2).
(a)(ii) Affiliate of the Audit Client
The term "affiliate of the audit client" means—
(1) An entity that has control over the audit client, or over which
the audit client has control, or which is under common control
with the audit client, including the audit client's parents and subsidiaries;
(2) An entity over which the audit client has significant influence,
unless the entity is not material to the audit client;
(3) An entity that has significant influence over the audit client, unless the audit client is not material to the entity; and
(4) Each entity in the investment company complex when the audit
client is an entity that is part of an investment company complex.
(a)(iii) Audit and Professional Engagement Period
The term "audit and professional engagement period" includes both—
(1) The period covered by any financial statements being audited or
reviewed (the "audit period"); and
(2) The period of the engagement to audit or review the audit client's
financial statements or to prepare a report filed with the Commission (the "professional engagement period")—
(A) The professional engagement period begins when the registered public accounting firm either signs an initial engagement letter (or other agreement to review or audit a
client's financial statements) or begins audit, review, or
attest procedures, whichever is earlier; and
(B) The professional engagement period ends when the audit
client or the registered public accounting firm notifies the
Commission that the client is no longer that firm's audit
client.
(3) For audits of the financial statements of foreign private issuers,
the "audit and professional engagement period" does not include
periods ended prior to the first day of the last fiscal year before the
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foreign private issuer first filed, or was required to file, a registration statement or report with the Commission, provided there
has been full compliance with home country independence standards in all prior periods covered by any registration statement
or report filed with the Commission.
(a)(iv) Audit Client
The term "audit client" means the entity whose financial statements or other
information is being audited, reviewed, or attested and any affiliates of the
audit client.
(c)(i) Contingent Fee
The term "contingent fee" means—
(1)

Except as stated in paragraph (2) below, any fee established for
the sale of a product or the performance of any service pursuant to
an arrangement in which no fee will be charged unless a specified
finding or result is attained, or in which the amount of the fee is
otherwise dependent upon the finding or result of such product or
service.

(2)

Solely for the purposes of this definition, a fee is not a "contingent
fee" if the amount is fixed by courts or other public authorities
and not dependent on a finding or result.

(f)(i) Financial Reporting Oversight Role
The term "financial reporting oversight role" means a role in which a person
is in a position to or does exercise influence over the contents of the financial
statements or anyone who prepares them, such as when the person is a member of the board of directors or similar management or governing body, chief
executive officer, president, chief financial officer, chief operating officer, general
counsel, chief accounting officer, controller, director of internal audit, director
of financial reporting, treasurer, or any equivalent position.
(i)(i) Investment Company Complex
(1)

The term "investment company complex" includes—
(i) An investment company and its investment adviser or
sponsor;
(ii) Any entity controlled by or controlling an investment adviser or sponsor in paragraph (i) of this definition, or any
entity under common control with an investment adviser
or sponsor in paragraph (i) of this definition if the entity—
(A) Is an investment adviser or sponsor; or
(B) Is engaged in the business of providing administrative, custodian, underwriting, or transfer
agent services to any investment company, investment adviser, or sponsor; and
(iii) Any investment company or entity that would be an investment company but for the exclusions provided by section 3(c) of the Investment Company Act of 1940 (15 U.S.C.
§ 80a-3(c)) that has an investment adviser or sponsor included in this definition by either paragraph (i) or (ii) of
this definition.
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(2)

An investment adviser, for purposes of this definition, does not include a sub-adviser whose role is primarily portfolio management
and is subcontracted with or overseen by another investment adviser.

(3)

A sponsor, for purposes of this definition, is an entity that establishes a unit investment trust.

Rule 3502. Responsibility Not to Cause Violations.
A person associated with a registered public accounting firm shall not cause
that registered public accounting firm to violate the Act, the Rules of the Board,
the provisions of the securities laws relating to the preparation and issuance
of audit reports and the obligations and liabilities of accountants with respect
thereto, including the rules of the Commission issued under the Act, or professional standards, due to an act or omission the person knew or should have
known would contribute to such violation.

Subpart 1—Independence
Rule 3520. Auditor Independence.
A registered public accounting firm must be independent of its audit client
throughout the audit and professional engagement period.
Note: Under Rule 3520, a registered public accounting firm's independence
obligation with respect to an audit client that is an issuer encompasses not
only an obligation to satisfy the independence criteria set out in the rules and
standards of the PCAOB, but also an obligation to satisfy all other independence
criteria applicable to the engagement, including the independence criteria set
out in the rules and regulations of the Commission under the federal securities
laws.

Rule 3521. Contingent Fees.
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period, provides any service or product to the audit client for a contingent fee or a
commission, or receives from the audit client, directly or indirectly, a contingent
fee or commission.

Rule 3522. Tax Transactions.
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period, provides any non-audit service to the audit client related to planning,
or opining on the tax treatment of, a transaction—
(a)

Listed Transactions—that is a listed transaction within the
meaning of 26 C.F.R. §6011.1-4(b)(2);

(b)

Confidential Transactions—that is a confidential transaction
within the meaning of 26 C.F.R. §6011.1-4(b)(3), or that would be a
confidential transaction within the meaning of 26 C.F.R. §6011.14(b)(3) if the fee for the transaction were equal to or more than
the minimum fee described in 26 C.F.R. §6011.1-4(b)(3); or
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(c)

Aggressive Tax Positions—that was initially recommended by
the registered public accounting firm or another tax advisor and a
significant purpose of which is tax avoidance, unless the proposed
tax treatment is at least more likely than not to be allowable under
applicable tax laws.

Rule 3523. Tax Services for Senior Officers of Audit Client.
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period, provides any tax service to an officer in a financial reporting oversight
role at the audit client.

Rule 3524. Audit Committee Pre-approval of Certain
Tax Services.
In connection with seeking audit committee pre-approval to perform for an
audit client any permissible tax service, a registered public accounting firm
shall—
(a) provide to the audit committee of the audit client—
(i) the engagement letter relating to the service, which shall
include descriptions of the scope of the service and the fee
structure, any amendment to the engagement letter, or any
other agreement (whether oral, written, or otherwise) between the firm and the audit client, relating to the service;
and
(ii) any compensation arrangement or other agreement, such
as a referral agreement, a referral fee or fee-sharing arrangement, between the registered public accounting firm
(or an affiliate of the firm) and any person (other than the
audit client) with respect to the promoting, marketing, or
recommending of a transaction covered by the service;
(b) discuss with the audit committee the potential effects of the services on the independence of the firm; and
(c) document the substance of its discussion with the audit committee.

REL 2005-014

2991

Reported Material Weakness Continues to Exist

PCAOB Release No. 2005-015

Auditing Standard No. 4, Reporting on
Whether a Previously Reported Material
Weakness Continues to Exist
PCAOB Release No. 2005-015
July 26, 2005
PCAOB Rulemaking
Docket Matter No. 018
Approved by the Securities and Exchange Commission on February 6,
2006, and is effective as of February 6, 2006.

Summary:
After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") has adopted Auditing Standard No. 4, Reporting on
Whether a Previously Reported Material Weakness Continues to Exist. The
Board will submit this standard to the Securities and Exchange Commission
("Commission" or "SEC") for approval pursuant to Section 107 of the SarbanesOxley Act of 2002 (the "Act"). This standard will not take effect unless approved
by the Commission.

Board Contacts:
Laura Phillips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org),
Sharon Virag, Assistant Chief Auditor (202/207-9164; virags@pcaobus.org)
***

I. Background
Congress enacted Section 404 of the Sarbanes-Oxley Act of 2002 (the "Act") to
provide investors with increased transparency about public companies' internal control over financial reporting. Since then, approximately 12.7 percent of
public companies that are accelerated filers1 have reported that their internal
control over financial reporting is not effective because one or more material
weaknesses in internal control over financial reporting existed as of the company's fiscal year-end.2 When a company reports a material weakness, investors
may be left uncertain about the reliability of the company's financial reporting.
They may also want information about the company's plans for remediating
the material weakness and its timeframe for doing so, and to be notified when
the material weakness has been eliminated. Thus, a disclosure that internal
1
An "accelerated filer," as defined in Rule 12b-2 under the Securities Exchange Act of 1934,
17 C.F.R. § 240.12b-2, is generally a U.S. company that, among other things, has equity market
capitalization over $75 million and has filed at least one annual report with the Commission.
2
See Paul J. Martinek, Adjustments, Restatements Are Predictors Of Weaknesses, Compliance
Week (June 14, 2005).
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control over financial reporting is not effective is often only the beginning of a
company's communications with investors concerning the material weakness
(or weaknesses) that caused the problem.3
Both companies and report users have recognized the importance of a mechanism for companies to effectively communicate with the markets when a previously reported material weakness in internal control over financial reporting no
longer exists.4 In many cases, companies will find the mechanisms for company
disclosures already provided by the federal securities laws sufficient. For example, a public company is required to disclose quarterly any changes in internal
controls over financial reporting that have materially affected, or are reasonably likely to materially affect, the company's internal control over financial
reporting.5 Investors will, therefore, learn of material improvements, such as
the correction of a material weakness, on at least a quarterly basis through
these required disclosures.6 Under the Board's Auditing Standard No. 2, An
Audit of Internal Control Over Financial Reporting Performed in Connection
with an Audit of Financial Statements, the company's auditor is responsible for
evaluating these quarterly disclosures.7 Finally, investors will also learn about
the status of previously reported material weaknesses (as well as internal control over financial reporting overall), accompanied by auditor assurance, when
the company files its next annual report. Investors and issuers, however, have
called for the ability to obtain auditor assurance as of an interim date that a
previously reported material weakness no longer exists. At the November 18,
2004, SAG Meeting, several members of the group with experience as investors
and issuers encouraged the Board to develop a standard that would describe
this type of engagement for the auditor. In particular, several issuer members of
the SAG emphasized that companies that have reported a material weakness
will want to have options available to assure the markets that the material
weakness has been remediated.8

II. Public Comment on the Board’s Proposal
On March 31, 2005, the Board issued for public comment a proposed auditing standard titled "Reporting on the Elimination of a Material Weakness." In
response, the Board received 30 comment letters from a variety of interested
parties, including auditors, investors, issuers, and others. The comment letters

3
Some companies with material weaknesses have already begun this process by including detailed descriptions of their remediation plans in their annual filings or by providing additional disclosures in subsequent filings on the steps they are continuing to take to remediate the weaknesses. See
June 2005 Internal Control Report: All About Remediation, Compliance Week (July 6, 2005).
4
The Board's Standing Advisory Group ("SAG") discussed possible auditor involvement with the
elimination of a material weakness at its November 18, 2004 public meeting ("SAG Meeting"). An
archived webcast of the SAG Meeting and a related briefing paper on this topic, "Reporting on the
Correction of a Material Weakness," are available on the PCAOB's Web site at www.pcaobus.org.
5
See Item 308(c) of Regulation S-K, 17 C.F.R. §229.308(c).
6
Of course, through this same mechanism, investors also could learn if internal control over
financial reporting deteriorates materially during the year.
7
See Paragraphs 202–206 of Auditing Standard No. 2, as well as PCAOB Staff Question and
Answer No. 55 regarding the extent of these responsibilities. The Staff Questions and Answers are
available on the Board's Web site under Standards at www.pcaobus.org.
8
See Nick S. Cyprus, Vice President, Controller and Chief Accounting Officer, The Interpublic
Group of Companies, Remarks at SAG Meeting (Nov. 18, 2004) ("I guarantee there will be demand
[for such a standard]"); Sam Cotterell, Vice President and Controller, Boise Cascade LLC, Remarks
at SAG Meeting (Nov. 18, 2004) ("if I have a material weakness disclosed, I want a mechanism to let
the market know that that has been fixed. I want to do that as quickly as possible.").
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included detailed discussion of a wide range of topics. Many commenters expressed strong support for the standard.9
Other comments included:

•

suggestions regarding the wording of the auditor's opinion and the
title of the proposed standard;

•

discussion of several technical issues, such as the standard's focus
on control objectives, consideration of materiality, and the potential need for the auditor to perform substantive procedures;

•

suggestions regarding the auditor's responsibility when new material weaknesses are identified during this engagement, and when
all previously reported material weaknesses are not being reported upon by the auditor;

•

concerns that, although an engagement under the standard would
be completely voluntary, it could become compulsory, as a practical
matter, if investors begin to insist on auditor attestation in all
cases in which a material weakness is identified;

•

a suggestion that the conforming amendment be modified to allow
auditors to use AT 101 strictly for a company's internal use.

The Board carefully considered all of the comment letters that it received. A
detailed analysis of comments and the Board's responses are contained in the
Background and Basis for Conclusions, in Appendix B of the standard.

III. Summary of Changes to the Proposed Standard
The Board adopted Auditing Standard No. 4, Reporting on Whether a Previously
Reported Material Weakness Continues to Exist, after making several changes to
the proposed standard in response to comments. The more significant changes
include—

•

revising the form of the auditor's opinion to clarify that the purpose
of the engagement is to determine whether the material weakness
"exists" or "no longer exists" and making related changes to the
title of the standard;

•

conforming text in the conditions for engagement performance to
the text of a parallel provision in PCAOB Auditing Standard No.
2, due to the close relationship between the two standards. Specifically, the Board clarified that under Auditing Standard No. 4,
management's evidence includes documentation;

•

adding guidance on the subjects of materiality, control objectives
and substantive procedures;

•

adding a responsibility for the auditor to inform the audit committee if the auditor identifies a new material weakness during
an engagement performed under this standard;

9
See Letter from Laurie Fiori Hacking, Executive Director, Ohio Public Employees Retirement
System, to J. Gordon Seymour, Acting Secretary, PCAOB (Apr. 15, 2005) ("The elimination of a material weakness, accompanied by an independent auditor's interim report attesting to management's
assessment of its internal controls, will increase investor confidence in the reliability of a company's
financial statements."); Letter from Gregory J. Jonas, Managing Director, Moody's Investors Service,
to Office of the Secretary, PCAOB (May 5, 2005) ("the proposed standard strikes a useful balance by
giving companies the option to provide users with information they value and with the assurance they
find useful while not requiring a complete re-assessment").
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•

modifying the required elements of the auditor's report to clarify that a continuing auditor previously obtained an understanding of internal control over financial reporting and updated that
understanding as it specifically relates to changes in internal control over financial reporting associated with the specified material
weakness;

•
•

including additional illustrative auditor's reports; and
modifying the conforming amendment to the Board's interim attestation standards to allow auditors to continue to use AT 101
for engagements to report on whether a material weakness continues to exist if such a report is intended strictly for a company's
internal use.

These changes have been reflected in the adopted standard, and are discussed
further in the Background and Basis for Conclusions, included in Appendix B
of the standard.

IV. Overview of the Engagement
This standard establishes a stand-alone engagement that is entirely voluntary,
performed only at the company's request. This type of reporting is not required
by the Act or the standards or rules of the PCAOB, and should not be viewed
as compulsory. The Board anticipates that in deciding whether to engage their
auditors to report on whether a particular material weakness continues to exist,
companies will weigh the costs and benefits and do so only when it is costeffective. Based on the investor and issuer comments at the SAG Meeting,
the Board believes that, in some situations, companies will find that auditor
assurance that a material weakness no longer exists leads to a higher level
of investor confidence in a company's financial reporting, and that the costs of
the engagement are therefore worth incurring. If a company believes, however,
that these benefits would be outweighed in a particular case by the costs of
obtaining them, the company may (and presumably would) determine not to
engage its auditor to perform this work.
Although the Board designed this standard to be a cost-effective means of providing investors assurance that a material weakness no longer exists, the Board
expects that this engagement will be best suited and most cost-effective for reporting on material weaknesses that are discrete problems with a limited effect
on the company's internal control over financial reporting. Reporting on material weaknesses that have a pervasive effect on the company's internal control
over financial reporting could require such a broad and extensive base of work
that the Board anticipates that a company in this situation would choose to
wait for the auditor's annual audit of internal control over financial reporting
conducted under Auditing Standard No. 2 to obtain auditor assurance that a
pervasive material weakness no longer exists.
The objective of an auditor's engagement under this standard is to express
an opinion on whether a previously reported material weakness continues to
exist. The standard, therefore, draws from many concepts applicable to the
auditor's report on the effectiveness of internal control over financial reporting,
as described in Auditing Standard No. 2, although in a more narrowly focused
and limited manner. For this reason, most of the requirements in the standard
will be familiar to auditors. In designing this standard, the Board provided
flexibility wherever possible, to allow auditors to conduct the engagement in
a manner suited to the material weakness in internal control over financial
reporting at issue.
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Similar to any other attestation service, an auditor's report under this standard is based on an evaluation of management's assertion that the material
weakness no longer exists. This standard establishes several conditions that
must be met for the auditor to perform this engagement. These conditions were
patterned after management's responsibilities under the SEC's rules implementing Section 404 of the Act10 and the corresponding conditions in Auditing
Standard No. 2.11 These conditions include management accepting responsibility for internal control over financial reporting, evaluating the effectiveness
of the specified controls that address the material weakness, asserting that
the specified controls are effective in addressing the material weakness, and
supporting its assertion with sufficient evidence, including documentation.
The auditor's assurance resulting from this engagement is that the previously
reported material weakness, in the auditor's opinion, no longer exists as of a
specified date. Although the auditor's evaluation of the design and operating
effectiveness of the identified controls generally follows the requirements of
PCAOB Auditing Standard No. 2, this engagement is designed to be significantly narrower in scope because the auditor's testing is limited to the controls
specifically identified by management as addressing the material weakness.
Both management and the auditor use the company's stated control objective
as the target for determining whether the specified controls sufficiently address
the material weakness. (See Section VI for further discussion of the determination that a material weakness no longer exists.)

V. Auditor’s Report
To communicate clearly the narrow focus of this engagement, the standard requires the auditor's report to describe the material weakness, identify all of the
specified controls that management asserts address the material weakness,
and identify the stated control objective achieved by these controls. The report
also is required to include language to emphasize to readers that the auditor
has not performed procedures sufficient to reach conclusions about the effectiveness of any other controls or provided an opinion regarding the effectiveness
of internal control over financial reporting overall.12 Report users should thus
understand the limited scope of the auditor's opinion.
To render an opinion that a material weakness no longer exists, the auditor
must have obtained evidence about the design and operation of the relevant
controls, determined that the material weakness no longer exists, and determined that no scope limitations were placed on the auditor's work. Because of
the narrow focus of this engagement, qualified opinions are not permitted. Limitations on the scope of the auditor's work preclude the auditor from rendering
an opinion. The auditor's opinion as to whether a previously reported material weakness continues to exist may be expressed as "the material weakness
exists" or "the material weakness no longer exists." Accordingly, the standard
does not distinguish between an unqualified opinion and an adverse opinion
but simply refers to the auditor's opinion.

10

See Item 308(a) of Regulation S-K, 17 C.F.R. §229.308(a).
See Paragraph 20 of Auditing Standard No. 2.
12
The SAG Meeting included a discussion about the importance of such a report clearly communicating to report users the scope of the engagement. Several SAG members emphasized the potential
for report users to believe, mistakenly, that the auditor, as a result of this limited engagement, had
rendered a current opinion regarding the effectiveness of internal control over financial reporting
overall. Comments received on the proposed standard generally expressed overall support for the
clarity of the proposed auditor's report in this regard.
11
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Unlike an auditor's report on internal control over financial reporting, in which
the assessment is required to be as of the date of the annual financial statements, an auditor's report on whether a material weakness continues to exist
may be as of any date set by management. The "as of" date of management's
assertion represents the day the company believes the material weakness no
longer exists and that the company has adequately assessed the effectiveness of
the specified controls that address the material weakness. In the event that the
auditor begins testing and concludes that additional remediation is required to
address the material weakness, the company has the opportunity to re-address
its remediation efforts, reset the assertion date, and ask the auditor again to
opine on whether the material weakness continues to exist.
If the auditor determines that a material weakness continues to exist and does
not issue a report, the standard requires the auditor to communicate to the
company's audit committee, in writing, his or her conclusion that the material
weakness continues to exist. Similarly, the auditor also has a responsibility
to communicate to the audit committee, in writing, any new material weaknesses that the auditor identifies during this engagement that the auditor has
not already communicated in writing to the audit committee. The standard also
addresses the circumstance in which the auditor reports on fewer than all of the
previously reported material weaknesses. In this circumstance, the standard
requires the auditor to include language in his or her report stating that his or
her previously issued report on management's annual assessment of the company's internal control over financial reporting identified additional material
weaknesses, that the auditor is not reporting on those other material weaknesses, and that the auditor, accordingly, is expressing no opinion on whether
those material weaknesses exist after the company's year-end.13

VI. Determining That a Material Weakness
No Longer Exists
The standard requires the auditor to obtain evidence sufficient to determine
whether the design and operation of the controls identified by management
achieve the stated control objectives and that the material weakness no longer
exists. A control objective for internal control over financial reporting generally
relates to a relevant financial statement assertion, such as whether certain
recorded transactions are genuine, and provides a basis for evaluating the effect of a company's controls on that assertion.14 A stated control objective in the
context of this engagement is the specific control objective identified by management that, if achieved, would result in the material weakness no longer
existing. For this reason, management and the auditor must be satisfied that,
if the stated control objective were achieved, the material weakness would no
longer exist.

13
Several investors, among others, suggested that, in the circumstance in which additional material weaknesses were previously reported but are not the subject of the auditor's report on whether
a material weakness continues to exist, the auditor's report should draw attention to these other
material weaknesses. In response to these comments, the standard states that when referring to his
or her previously issued report, the auditor is required either to attach that report to his or her report on whether the material weakness continues to exist or to include information about where the
previously issued report can be publicly obtained.
14
See Paragraphs 68 through 70 of Auditing Standard No. 2 for additional information on relevant
assertions.
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When a material weakness has a pervasive effect on the company's internal
control over financial reporting, identifying the control objectives that are not
being met may be difficult because of the large number of control objectives
affected. A material weakness related to an ineffective control environment is
an example of this situation. If management and the auditor have difficulty in
identifying all of the stated control objectives affected by a material weakness,
the material weakness is probably not suitable for this type of narrow, interim
reporting and should be tested, instead, during the auditor's annual audit of
internal control over financial reporting conducted under Auditing Standard
No. 2.

VII. Using the Work of Others
Auditing Standard No. 4 applies the same framework for using the work of
others as the one described in Auditing Standard No. 2. Similar to Auditing
Standard No. 2, the standard permits the auditor to use the work of others
to alter the nature, timing, and extent of the auditor's performance of work
related to this engagement. This framework requires the auditor to obtain the
principal evidence supporting his or her opinion and to evaluate the nature of
the controls being tested, together with the competence and objectivity of the
persons performing the work.
Under both Auditing Standard No. 2 and this standard, the framework measures principal evidence in relation to the overall assurance provided by the
auditor. Under Auditing Standard No. 2, the principal evidence supporting the
auditor's opinion should be evaluated in relation to the auditor's opinion on
internal control over financial reporting overall. Under this standard, the evaluation of whether the auditor has obtained the principal evidence supporting
his or her opinion needs to be applied at the control objective level. It should be
noted, however, that this does not require the auditor to obtain the principal
evidence that each control specifically identified in management's assertion as
related to the identified control objectives is effective.
There may be some circumstances in which the scope of the audit procedures to
be performed in this type of engagement will be so limited that using the work
of others will not provide any tangible benefit to the company or its auditor.
The flexibility that the framework otherwise provides, however, is meant to
encourage auditors to evaluate whether opportunities exist to use the work of
others in this context.

VIII. Effective Date of the Standard
The standard will be effective as of the date of SEC approval.
***
On the 26th day of July, in the year 2005, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
July 26, 2005
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Appendix 1
Auditing Standard No. 4, Reporting on Whether
a Previously Reported Material Weakness
Continues to Exist
Applicability of Standard
1. This standard establishes requirements and provides direction that apply when an auditor is engaged to report on whether a previously reported
material weakness in internal control over financial reporting (hereinafter referred to as a material weakness) continues to exist as of a date specified by
management.
Note 1: In this context, previously reported material weakness means a material
weakness that was described previously in an auditor's report issued pursuant
to Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements.
Note 2: The date specified by management as the date that the previously
reported material weakness no longer exists must be a date after the date of
management's most recent annual assessment.

2. An auditor may conduct an engagement to report on whether a previously reported material weakness continues to exist if (1) the auditor has
audited the company's financial statements and internal control over financial
reporting in accordance with Auditing Standard No. 2, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements, as of the date of the company's most recent annual assessment of internal control over financial reporting, or (2) the auditor has been
engaged to perform an audit of the financial statements and internal control
over financial reporting in accordance with Auditing Standard No. 2 in the
current year and has a sufficient basis for performing this engagement. (See
paragraph 26 of this standard for additional requirements that apply specifically to a successor auditor's application of this standard.)
Note: References in this standard to the company's most recent annual assessment of internal control over financial reporting apply to the company's most
recent assessment of internal control over financial reporting overall, either as
of the company's year-end or as of a more recent interim date, as audited by the
auditor in accordance with Auditing Standard No. 2.

3. The auditor may report on more than one previously reported material
weakness as part of a single engagement.
4. The engagement described by this standard is voluntary. The standards
of the PCAOB do not require an auditor to undertake an engagement to report
on whether a previously reported material weakness continues to exist. The
auditor may audit the company's internal control over financial reporting in
accordance with Auditing Standard No. 2 without ever performing an engagement in accordance with this standard.

Auditor’s Objective in an Engagement to Report on Whether a
Previously Reported Material Weakness Continues to Exist
5. The auditor's objective in an engagement to report on whether a previously reported material weakness continues to exist is to obtain reasonable
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assurance about whether the previously reported material weakness exists as
of a date specified by management and to express an opinion thereon. The
auditor's opinion relates to the existence of a specifically identified material
weakness as of a specified date and does not relate to the effectiveness of the
company's internal control over financial reporting overall.
6. To obtain reasonable assurance, the auditor should obtain and evaluate evidence about whether specified controls were designed and operated
effectively as of the date specified by management and whether those controls
satisfy the company's stated control objective.
Note: Obtaining and evaluating evidence about whether the specified controls
are designed effectively without also obtaining evidence about whether those
controls operated effectively would not result in the auditor obtaining reasonable assurance for the purpose of expressing an opinion on whether a material
weakness continues to exist.

Conditions for Engagement Performance
7. The auditor may report on whether a previously reported material weakness continues to exist at a company only if all of the following conditions are
met:
a.

Management accepts responsibility for the effectiveness of internal control over financial reporting;

b.

Management evaluates the effectiveness of the specific control(s)
that it believes addresses the material weakness using the same
control criteria that management used for its most recent annual
assessment of internal control over financial reporting and management's stated control objective(s);

c.

Management asserts that the specific control(s) identified is effective in achieving the stated control objective;

d.

Management supports its assertion with sufficient evidence, including documentation; and

e.

Management presents a written report that will accompany the
auditor's report that contains all the elements described in paragraph 48 of this standard.

8. If all the conditions in paragraph 7 of this standard are not met, the
auditor is not permitted to complete the engagement to report on whether a
previously reported material weakness continues to exist.

Framework and Definitions for Evaluation
9. The terms internal control over financial reporting, control deficiency,
significant deficiency, and material weakness have the same meanings as the
definitions of those terms in paragraphs 7 through 10, respectively, of Auditing
Standard No. 2.
10. Paragraph 13 of Auditing Standard No. 2 states that management is
required to base its annual assessment of the effectiveness of the company's internal control over financial reporting on a suitable, recognized control framework (also known as control criteria) and describes the characteristics that
make a framework suitable for this purpose. For purposes of an engagement to
report on whether a previously reported material weakness continues to exist,
both management and the auditor must use both (1) the same control criteria
used for the company's most recent annual assessment of internal control over
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financial reporting, and (2) the company's stated control objective(s) to evaluate
whether a material weakness continues to exist.
Note: The performance and reporting requirements in Auditing Standard No.
2 and in this standard are based on the Committee of Sponsoring Organizations ("COSO") of the Treadway Commission's publication, Internal Control—
Integrated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management's annual assessment of internal control over financial reporting. (More information about the COSO framework is included in paragraphs 14 and 15 of Auditing Standard No. 2, the COSO
report, and AU sec. 319, Consideration of Internal Control in a Financial Statement Audit.)

11. A control objective provides a specific target against which to evaluate
the effectiveness of controls. A control objective for internal control over financial reporting generally relates to a relevant financial statement assertion and
states a criterion for evaluating whether the company's control procedures in a
specific area provide reasonable assurance that a misstatement to or omission
in that relevant assertion is prevented or detected by controls on a timely basis.1
12. Management establishes control objectives that are tailored to the individual company. The process of tailoring control objectives to the individual
company allows the control criteria used for management's annual assessment
to be applied to the facts and circumstances in a reasonable and appropriate
manner. Although control objectives are used most frequently to evaluate the
effectiveness of control activities, the other components of internal control over
financial reporting (i.e., control environment, risk assessment, information and
communication, and monitoring) also can be expressed in terms of control objectives.
13. In an audit of internal control over financial reporting, the auditor
is required to identify the company's control objectives in each area and to
identify the controls that satisfy each control objective to evaluate whether the
company's internal control over financial reporting is designed effectively.2
14. Table 1 includes examples of control objectives and their related assertions:
Table 1—Examples of Control Objectives and Related Assertions
Control Objectives

Assertions

Recorded sales of product X initiated
on the company's Web site are real

Existence or occurrence

Product X warranty losses that are
probable and can be reasonably estimated are recorded as of the company's quarterly financial statement
period-ends

Completeness

(continued)

1
See paragraphs 68 to 70 of Auditing Standard No. 2 for additional information on relevant
assertions.
2
See paragraph 88 of Auditing Standard No. 2

REL 2005-015

3002

Select PCAOB Releases

Control Objectives

Assertions

Interest rate swaps are recorded at
fair value

Valuation or allocation

The company has legal title to
recorded product X inventory in the
company's Dallas, TX warehouse

Rights and obligations

Pending litigation that is reasonably
possible to result in a material loss
is disclosed in the quarterly and annual financial statements

Presentation and disclosure

15. If a material weakness has previously been reported, a necessary control objective (or objectives) has not been achieved.
16. A stated control objective in the context of an engagement to report on
whether a material weakness continues to exist is the specific control objective identified by management that, if achieved, would result in the material
weakness no longer existing.
17. Because the stated control objective, for purposes of this engagement,
provides management and the auditor with a specific target against which to
evaluate whether the material weakness continues to exist, management and
the auditor must be satisfied that, if the stated control objective were achieved,
the material weakness would no longer exist.
Note: When a material weakness has a pervasive effect on the company's internal control over financial reporting, identifying the related control objectives
that are not being achieved may be difficult because of the large number of control objectives affected. A material weakness related to an ineffective control
environment would be an example of this circumstance. If management and the
auditor have difficulty identifying all of the stated control objectives affected by
a material weakness, the material weakness probably is not suitable for this engagement and should be addressed, instead, through the auditor's annual audit
of internal control over financial reporting conducted under Auditing Standard
No. 2.

Performing an Engagement to Report on Whether a Previously
Reported Material Weakness Continues to Exist
18. In an engagement to report on whether a previously reported material
weakness continues to exist, the auditor must obtain sufficient competent evidence about the design and operating effectiveness of specified controls that
provide reasonable assurance that the company's stated control objective is
achieved in the context of the control criteria (e.g., COSO).
Note 1: An individual material weakness may be associated with a single stated
control objective or with more than one stated control objective, depending on
the nature of the material weakness and the manner in which the company
tailors its stated control objectives to its business.
Note 2: Depending on the nature of the company's business, its organization,
its internal control over financial reporting, and the specific material weakness
that is the subject of this engagement, the auditor may determine that he or
she is not able to obtain a sufficient basis for reporting on whether a previously
reported material weakness continues to exist without performing a complete
audit of internal control over financial reporting in accordance with Auditing
Standard No. 2.
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Applying the Standards of the PCAOB
19. The auditor must adhere to the standards of the PCAOB in performing
an engagement to report on whether a previously reported material weakness
continues to exist. Adherence to the standards involves:
a.
b.

Planning the engagement,
Obtaining an understanding of internal control over financial reporting,
c. Testing and evaluating whether a material weakness continues
to exist, including using the work of others, and
d. Forming an opinion on whether a previously reported material
weakness continues to exist.
20. Even though some requirements of this standard are set forth in a manner that suggests a sequential process, auditing whether a previously reported
material weakness continues to exist involves a process of gathering, updating,
and analyzing information. Accordingly, the auditor may perform some of the
procedures and evaluations described in this section of the standard concurrently.
21. The engagement to report on whether a previously reported material
weakness continues to exist must be performed by a person or persons having
adequate technical training and proficiency as an auditor. In all matters related
to the assignment, an independence in mental attitude must be maintained.
Due professional care must be exercised in the performance of the engagement
and the preparation of the report. Paragraphs 30 through 36 of Auditing Standard No. 2 describe the application of these standards in the context of an
internal control-related service.
22. This standard establishes the fieldwork and reporting standards applicable to an engagement to report on whether a previously reported material
weakness continues to exist.
23. The concept of materiality, as discussed in paragraphs 22 and 23 of
Auditing Standard No. 2, underlies the application of the general and fieldwork standards in an engagement to report on whether a previously reported
material weakness continues to exist. Therefore, the auditor uses materiality
at the financial-statement level, rather than at the individual account-balance
level, in evaluating whether a material weakness exists. The auditor should
assess materiality as of the date that management asserts that the previously
reported material weakness no longer exists.

Planning the Engagement
24. The auditor should properly plan the engagement to report on whether
a previously reported material weakness continues to exist and should properly
supervise any assistants. When planning the engagement, the auditor should
evaluate how the matters described in paragraph 39 of Auditing Standard No.
2 will affect the auditor's procedures.

Obtaining an Understanding of Internal Control over Financial Reporting
25. To perform this engagement, the auditor must have a sufficient knowledge of the company and its internal control over financial reporting. An auditor
who has audited the company's internal control over financial reporting in accordance with Auditing Standard No. 2 as of the date of the company's most
recent annual assessment of internal control over financial reporting would
be expected to have obtained a sufficient knowledge of the company and its
internal control over financial reporting to perform this engagement.
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Note: The second sentence of the paragraph above contemplates that the auditor's previous engagement under Auditing Standard No. 2 resulted in rendering
an opinion. If an auditor previously engaged to perform an audit of internal control over financial reporting in accordance with Auditing Standard No. 2 has
not yet rendered an opinion on the effectiveness of the company's internal control over financial reporting as of the company's most recent year-end or more
recently, then that auditor should follow the requirements for a successor auditor in paragraphs 26a-b and 27. Additionally, if an auditor has previously
performed an audit of internal control over financial reporting at the company
and is now a successor auditor (because another auditor has subsequently performed an audit of internal control over financial reporting at the company in
intervening years), the auditor should follow the requirements in paragraphs
26 and 27 for a successor auditor.

26. When a successor auditor3 performs an engagement to report on
whether a previously reported material weakness continues to exist and he
or she has not yet completed an audit of internal control over financial reporting at the company, he or she must perform procedures to obtain sufficient
knowledge of the company's business and its internal control over financial reporting to achieve the objective of the engagement, as described in paragraph
5 of this standard. A successor auditor who has not yet completed an audit of
internal control over financial reporting at the company must perform the following procedures as part of obtaining sufficient knowledge of the company's
business and its internal control over financial reporting:
a.

b.

c.

Comply with paragraphs 47 through 51 of Auditing Standard No.
2 regarding obtaining an understanding of internal control over
financial reporting. The extent of understanding of internal control over financial reporting needed to satisfy these requirements
in the context of an engagement to report on whether a previously
reported material weakness continues to exist depends on the nature of the material weakness on which the auditor is reporting.
The more pervasive the effects of the material weakness, the more
extensive the understanding of internal control over financial reporting should be under these requirements. For example, if the
material weakness affects company-level controls, a more extensive understanding of internal control over financial reporting
will be necessary than if the effects of the material weakness are
isolated at the transaction level.
Perform a walkthrough as described in paragraphs 79 through
82 of Auditing Standard No. 2 for all major classes of transactions that are directly affected by controls specifically identified
by management as addressing the material weakness.
Note: Some controls have only an indirect effect on a major class of
transactions, such as certain controls in the control environment
or risk assessment components of internal control over financial
reporting. The auditor need not perform a walkthrough of major
classes of transactions that are affected only indirectly by the
controls specifically identified by management as addressing the
material weakness.
In addition to the communication requirements described in AU
sec. 315, Communications Between Predecessor and Successor Auditors, the successor auditor should make specific inquiries of the

3
The term successor auditor has the same meaning as the definition of that term in paragraph
.02 of AU sec. 315, Communications Between Predecessor and Successor Auditors.
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predecessor auditor. These inquiries should address the basis for
the predecessor auditor's determination that a material weakness
existed in the company's internal control over financial reporting
and the predecessor auditor's awareness of any information bearing on the company's ability to successfully address that material
weakness.
27. A successor auditor may determine that he or she needs to perform
procedures in addition to those specified in paragraph 26 of this standard to
obtain a sufficient knowledge of the company's business and its internal control
over financial reporting. Depending on the nature of the company's business,
its organization, its internal control over financial reporting, and the specific
material weakness that is the subject of this engagement, a successor auditor
may determine that he or she is not able to obtain a sufficient basis for reporting
on whether a previously reported material weakness continues to exist without performing a complete audit of internal control over financial reporting in
accordance with Auditing Standard No. 2.

Testing and Evaluating Whether a Material Weakness Continues to Exist
28. The auditor must obtain an understanding of and evaluate management's evidence supporting its assertion that the specified controls related to
the material weakness are designed and operated effectively, that these controls
achieve the company's stated control objective(s) consistent with the control criteria, and that the identified material weakness no longer exists. If the auditor
determines that management has not supported its assertion with sufficient
evidence, the auditor cannot complete the engagement to report on whether a
previously reported material weakness continues to exist, because one of the
conditions for engagement completion described in paragraph 7 of this standard
would not be met.
Note: Paragraphs 40 through 46 of Auditing Standard No. 2 apply to the auditor's evaluation of management's annual assessment of internal control over
financial reporting and management's related documentation. The auditor may
apply the relevant concepts described in that section to the evaluation of management's evidence supporting management's assertion that a previously reported material weakness no longer exists.

29. As a part of evaluating management's evidence supporting its assertion, the auditor should determine whether management has selected an appropriate date for its assertion. In making this determination, the auditor should
take into consideration the following:
a.

Management's assertion that a previously reported material
weakness no longer exists may be made as of any specified date
that permits management to obtain sufficient evidence supporting its assertion.
Note: The auditor also should determine whether the specified
date of management's assertion permits the auditor to obtain sufficient evidence supporting his or her opinion.

b.

Depending on the nature of the material weakness, the stated
control objective, and the specified controls, the specified date of
management's assertion may need to be after the completion of
one or more period-end financial reporting processes.

c.

Controls that operate daily and on a continuous, or nearly continuous, basis generally permit the auditor to obtain sufficient
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evidence as to their operating effectiveness as of almost any date
management might choose to specify in its report.
d. Controls that operate over the company's period-end financial reporting process typically can be tested only in connection with a
period-end.
30. The auditor should obtain evidence about the effectiveness of all controls specifically identified in management's assertion. The nature, timing, and
extent of the testing that enables the auditor to obtain sufficient evidence supporting his or her opinion on whether a previously reported material weakness
continues to exist will depend on both the nature of the controls specifically
identified by management as meeting the company's stated control objectives
and the date of management's assertion.
31. All controls that are necessary to achieve the stated control objective(s)
should, therefore, be specifically identified and evaluated. The specified controls
will necessarily include controls that have been modified or newly implemented
and also may include existing controls that previously were deemed effective
during management's most recent annual assessment of internal control over
financial reporting. As part of testing and evaluating the design effectiveness
of the specified controls, the auditor should determine whether the specified
controls would meet the stated control objective(s) if they operated as designed.
In making this evaluation, the auditor should apply paragraphs 88 through 91
of Auditing Standard No. 2.
32. Consistent with the direction in paragraph 92 of Auditing Standard
No. 2, the auditor should evaluate the operating effectiveness of a specified
control by determining whether the specified control operated as designed and
whether the person performing the control possesses the necessary authority
and qualifications to perform the control effectively. In determining the nature,
timing, and extent of tests of controls, the auditor should apply paragraphs 93
through 102 and 105 through 107 of Auditing Standard No. 2.
33. The auditor should apply paragraph 98 of Auditing Standard No. 2
regarding an adequate period of time to determine the operating effectiveness
of a control in the context of an engagement to report on whether a previously
reported material weakness continues to exist. Paragraph 98 of Auditing Standard No. 2 states (in part):
The auditor must perform tests of controls over a period of time that is adequate
to determine whether, as of the date specified in management's report, the controls necessary for achieving the objectives of the control criteria are operating
effectively. The period of time over which the auditor performs tests of controls
varies with the nature of the controls being tested and with the frequency with
which specific controls operate and specific policies are applied.

For example, a transaction-based daily reconciliation generally would permit
the auditor to obtain sufficient evidence as to its operating effectiveness in a
shorter period of time than a pervasive, company-level control, such as any
of those described in paragraphs 52 and 53 of Auditing Standard No. 2. Additionally, the auditor typically will be able to obtain sufficient evidence as to
the operating effectiveness of controls over the company's period-end financial
reporting process only by testing those controls in connection with a period-end.
34. The auditor should determine whether, based on the nature of the material weakness, performing substantive procedures to support recorded financial statement amounts or disclosures affected by the specifically identified
controls is necessary to obtain sufficient evidence regarding the operating effectiveness of those controls. For example, a material weakness in the company's
controls over the calculation of its bad debt reserve ordinarily would require

REL 2005-015

3007

Reported Material Weakness Continues to Exist

that the auditor also perform substantive procedures to obtain sufficient evidence supporting an opinion about whether the material weakness continues to
exist as of a specified date. In this circumstance, in addition to testing the design
and operating effectiveness of the controls specifically identified as achieving
the company's stated control objective that its bad debt reserve is reasonably estimated and recorded, the auditor ordinarily would need to perform substantive
procedures to determine that, as of that same specified date, the company's bad
debt reserve was fairly stated in relation to the company's financial statements
taken as a whole.
35. When the specified controls, stated control objectives, and material
weakness affect multiple locations or business units of the company, the auditor
may apply the relevant concepts in paragraphs B1 through B13 of Appendix
B of Auditing Standard No. 2 to determine the locations or business units at
which to perform procedures.

Using the Work of Others
36. The auditor should evaluate whether to use the work performed by
others in an engagement to report on whether a previously reported material
weakness continues to exist. To determine the extent to which the auditor may
use the work of others to alter the nature, timing, or extent of the work the
auditor otherwise would have performed, the auditor should apply paragraphs
109 through 115 and 117 through 125 of Auditing Standard No. 2.
37. The auditor's opinion relates to whether a material weakness no longer
exists at the company because the stated control objective(s) is met. Therefore,
if the auditor has been engaged to report on more than one material weakness
or on more than one stated control objective, the auditor must evaluate whether
he or she has obtained the principal evidence that the control objectives related
to each of the material weaknesses identified in management's assertion are
achieved. The auditor may, however, use the work of others to alter the nature,
timing, or extent of the work he or she otherwise would have performed. For
these purposes, the work of others includes relevant work performed by internal
auditors, company personnel (in addition to internal auditors), and third parties
working under the direction of management or the audit committee that provide
information about the effectiveness of internal control over financial reporting.
38. Paragraph 122 of Auditing Standard No. 2 should be applied in the
context of the engagement to report on whether a previously reported material
weakness continues to exist. Paragraph 122 states, in part, "As the significance
of the factors listed in paragraph 112 increases, the ability of the auditor to use
the work of others decreases at the same time that the necessary level of competence and objectivity of those who perform the work increases." There may,
therefore, be some circumstances in which the scope of the audit procedures to
be performed in this engagement will be so limited that using the work of others
will not provide any tangible benefit to the company or its auditor. Additionally,
the auditor should perform any walkthroughs himself or herself because of the
degree of judgment required in performing this work.
Note: The requirement described in paragraph 26b of this standard for the
auditor to perform a walkthrough applies only to an auditor who did not complete an audit of internal control over financial reporting as of the company's
most recent annual assessment. An auditor who has rendered an opinion on the
effectiveness of the company's internal control over financial reporting in accordance with Auditing Standard No. 2 as of the company's most recent annual
assessment is not required to perform a walkthrough as part of this engagement.
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39. The following example illustrates how to apply this section on using
the work of others to this engagement.
In this example, the company's previously reported material weakness relates
to the company's failure to perform bank reconciliations at its 50 subsidiaries.
The specified controls identified by the company are the timely preparation
of complete and accurate reconciliations between the company's recorded cash
balances and the company's cash balances as reported by its financial institution.
Although certain controls over bank reconciliations are centralized, the performance of the bank reconciliations themselves is not centralized because they
occur at each individual operating unit. Further, each operating unit has, on
average, three separate cash accounts. The cash accounts affected are not material individually but are material in the aggregate. Most of the controls over
the preparation of bank reconciliations involve a low degree of judgment in
evaluating their operating effectiveness, can be subjected to objective testing,
and have a low potential for management override.
If these conditions describe the specified controls over the preparation of bank
reconciliations, the auditor could determine that, based on the nature of the
controls as described above, he or she could use the work of others to a moderate
extent, provided that the degree of competence and objectivity of the individuals
performing the tests is high. The auditor might perform tests of controls that
are centralized at the holding company level himself or herself; perform testing
at a limited number of locations himself or herself; test the work of others
performed at a limited number of other locations; review the results of the
work of others at all other locations tested; and determine that, qualitatively
and quantitatively, principal evidence had been obtained.
On the other hand, if the company's previously reported material weakness related to the company's failure to perform a reconciliation of its only cash account,
few controls and few operations of those controls would underlie management's
assertion that the material weakness no longer exists. In this circumstance, it
is unlikely that the auditor would be able to use a significant amount of the
work of others because of the limited scope of the total amount of work needed
to test management's assertion and due to the requirement that the auditor
obtain the principal evidence himself or herself.
Note: The examples provided in paragraph 126 of Auditing Standard No. 2 illustrate how to apply the requirements in Auditing Standard No. 2 regarding
using the work of others in an audit of internal control over financial reporting.
Because of the differences between the auditor obtaining the principal evidence
supporting an opinion on the effectiveness of internal control over financial reporting overall and supporting an opinion on the much narrower subject of
whether a specified material weakness in internal control over financial reporting continues to exist, the examples in Auditing Standard No. 2 may not
illustrate the appropriate application of using the work of others in this narrower engagement. For instance, the examples in paragraph 126 of Auditing
Standard No. 2 suggest that, for certain controls, the auditor could potentially
use the work of others in its entirety. However, in most cases, the auditor could
not solely use the work of others for a control specified in management's assertion regarding a material weakness no longer existing and, at the same time,
obtain the principal evidence supporting his or her opinion. As another example, Auditing Standard No. 2 describes an example of appropriately alternating
tests of controls. Alternating tests of controls is applicable only in the context
of a recurring engagement, which is not the context for the auditor's reporting
on whether a previously reported material weakness continues to exist.
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Opinions Based, in Part, on the Work of Another Auditor
40. The auditor may apply the relevant concepts in AU sec. 543, Part of
Audit Performed by Other Independent Auditors, in an engagement to report
on whether a previously reported material weakness continues to exist, with
the following exception. If the auditor decides to serve as the principal auditor
and to use the work and reports of another auditor as a basis, in part, for
his or her opinion, the principal auditor must not divide responsibility for the
engagement with the other auditor. Therefore, the principal auditor must not
make reference to the other auditor in his or her report.

Forming an Opinion on Whether a Previously Reported Material Weakness
Continues to Exist
41. When forming an opinion on whether a previously reported material
weakness continues to exist, the auditor should evaluate all evidence obtained
from all sources. This process should include an evaluation of the sufficiency of
the evidence obtained by management and the results of the auditor's evaluation of the design and operating effectiveness of the specified controls.
42. Management may conclude that a previously reported material weakness no longer exists because it has been reduced to a significant deficiency.
If management does not plan to correct the significant deficiency within a
reasonable period of time, the auditor should evaluate whether the remaining significant deficiency could be indicative of a material weakness in internal control over financial reporting. Under paragraph 140 of Auditing
Standard No. 2, a significant deficiency not corrected after some reasonable
period of time is a strong indicator of a material weakness. Because the
auditor is not required to provide an opinion under this voluntary engagement, the auditor could reasonably decline to provide an opinion under such
circumstances.
43. The auditor may issue an opinion on whether a previously reported
material weakness continues to exist only when there have been no restrictions
on the scope of the auditor's work. Because of the scope of an engagement to
report on whether a previously reported material weakness continues to exist,
any limitations on the scope of the auditor's work require the auditor either to
disclaim an opinion or to withdraw from the engagement. A qualified opinion
is not permitted.
Note: As described in paragraph 51 of this standard, the auditor's opinion on
whether a previously reported material weakness continues to exist may be expressed as "the material weakness exists" or "the material weakness no longer
exists." Therefore, the provisions of this standard do not distinguish between
an unqualified opinion and an adverse opinion and, instead, refer simply to "an
opinion" or "the auditor's opinion."

Requirement for Written Representations
44. In an engagement to report on whether a previously reported material
weakness continues to exist, the auditor should obtain written representations
from management:
a.

Acknowledging management's responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has evaluated the effectiveness of the
specified controls using the specified control criteria and management's stated control objective(s);
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c.

Stating management's assertion that the specified controls are effective in achieving the stated control objective(s) as of a specified
date;
d. Stating management's assertion that the identified material
weakness no longer exists as of the same specified date;
e. Stating that management believes that its assertions are supported by sufficient evidence;
f. Describing any material fraud and any other fraud that, although
not material, involves senior management or management or
other employees who have a significant role in the company's internal control over financial reporting and that has occurred or
come to management's attention since the date of management's
most recent annual assessment of internal control over financial
reporting; and
g. Stating whether there were, subsequent to the date being reported on, any changes in internal control over financial reporting
or other factors that might significantly affect the stated control
objective(s) or indicate that the identified controls were not operating effectively as of, or subsequent to, the date specified in
management's assertion.
45. The written representations should be signed by those members of
management with overall responsibility for the company's internal control over
financial reporting whom the auditor believes are responsible for and knowledgeable about, directly or through others in the organization, the matters covered by the representations. Such members of management ordinarily include
the chief executive officer and chief financial officer or others with equivalent
positions in the company.
46. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the engagement. As discussed further in paragraph 43 of this standard,
if there is a limitation on the scope of an engagement to report on whether a previously reported material weakness continues to exist, the auditor must either
disclaim an opinion or withdraw from the engagement. Further, the auditor
should evaluate the effects of management's refusal on his or her ability to rely
on other representations of management, including, if applicable, representations obtained in an audit of the company's financial statements.

Documentation Requirements
47. The documentation requirements in Auditing Standard No. 3, Audit
Documentation, are modified in the following respect as they apply to this engagement. Paragraph 14 of Auditing Standard No. 3 defines the report release
date as the date the auditor grants permission to use the auditor's report in connection with the issuance of the company's financial statements. As described in
paragraph 29 of this standard, management's assertion that a material weakness no longer exists may be made as of a date other than a period-end financial
reporting date. Therefore, the auditor's release of a report on whether a previously reported material weakness continues to exist may not necessarily be
associated with the issuance of financial statements of the company. Accordingly, in an engagement to report on whether a previously reported material
weakness continues to exist, the report release date for purposes of applying
Auditing Standard No. 3 is the date the auditor grants permission to use the
auditor's report on whether a previously reported material weakness continues
to exist.
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Reporting on Whether a Previously Reported Material
Weakness Continues to Exist
Management’s Report
48. As a condition for the auditor's performance of this voluntary engagement, management is required to present a written report that will accompany
the auditor's report, as described in paragraph 7e of this standard. To satisfy
this condition for the auditor's performance of this engagement, management's
report should include:
a.

A statement of management's responsibility for establishing and
maintaining effective internal control over financial reporting for
the company;

b.

A statement identifying the control criteria used by management
to conduct the required annual assessment of the effectiveness of
the company's internal control over financial reporting;

c.

An identification of the material weakness that was identified as
part of management's annual assessment;
Note: This report element should be modified in the case in which
management's annual assessment did not identify the material
weakness, but, rather, only the auditor's report on management's
annual assessment identified the material weakness.

d.

An identification of the control objective(s) addressed by the specified controls and a statement that the specified controls achieve
the stated control objective(s) as of a specified date; and

e.

A statement that the identified material weakness no longer exists as of the same specified date because the specified controls
address the material weakness.

Auditor’s Evaluation of Management’s Report
49. With respect to management's report, the auditor should evaluate the
following matters:
a.

Whether management has properly stated its responsibility for
establishing and maintaining effective internal control over financial reporting;

b.

Whether the control criteria used by management to conduct the
evaluation is suitable;

c.

Whether the material weakness, stated control objectives, and
specified controls have been properly described; and

d.

Whether management's assertions, as of the date specified in
management's report, are free of material misstatement.

50. If, based on the results of this evaluation, the auditor determines that
management's report does not include the elements described in paragraph 48
of this standard, the conditions for engagement performance have not been met.

Auditor’s Report
51. The auditor's report on whether a previously reported material weakness continues to exist must include the following elements:
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a.
b.

c.
d.

e.

f.
g.

h.
i.

j.

k.

l.
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A title that includes the word independent;
A statement that the auditor has previously audited and reported
on management's annual assessment of internal control over financial reporting as of a specified date based on the control criteria, as well as a statement that the auditor's report identified a
material weakness;
Note: This report element should be modified in cases in which a
successor auditor's performance of this engagement is occurring
before he or she has opined on the effectiveness of internal control over financial reporting overall in accordance with Auditing
Standard No. 2. In this circumstance, the auditor's report should
refer to the predecessor auditor's report on management's annual
assessment and the predecessor auditor's identification of the material weakness.
A description of the material weakness;
An identification of management's assertion that the identified
material weakness in internal control over financial reporting no
longer exists;
An identification of the management report that includes management's assertion, such as identifying the title of the report (if
the report is titled);
A statement that management is responsible for its assertion;
An identification of the specific controls that management asserts
address the material weakness;
Note: As discussed further in paragraph 31, all controls that are
necessary to achieve the stated control objective should be identified.
An identification of the company's stated control objective that is
achieved by these controls;
A statement that the auditor's responsibility is to express an opinion on whether the material weakness continues to exist as of the
date of management's assertion based on his or her auditing procedures;
A statement that the engagement was conducted in accordance
with the standards of the Public Company Accounting Oversight
Board (United States);
A statement that the standards of the Public Company Accounting Oversight Board require that the auditor plan and perform
the engagement to obtain reasonable assurance about whether a
previously reported material weakness continues to exist at the
company;
A statement that the engagement includes examining evidence
supporting management's assertion and performing such other
procedures the auditor considered necessary in the circumstances
and that the auditor obtained an understanding of internal control over financial reporting as part of his or her previous audit of
management's annual assessment of internal control over financial reporting and updated that understanding as it specifically
relates to changes in internal control over financial reporting associated with the material weakness;
Note: This report element should be modified in cases in which a
successor auditor's performance of this engagement is occurring
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before he or she has opined on the effectiveness of internal control over financial reporting overall in accordance with Auditing
Standard No. 2. In this circumstance, the auditor's report should
include a statement that the engagement includes obtaining an
understanding of internal control over financial reporting, examining evidence supporting management's assertion, and performing such other procedures as the auditor considered necessary in
the circumstances.
A statement that the auditor believes the auditing procedures
provide a reasonable basis for his or her opinion;
The auditor's opinion on whether the identified material weakness exists (or no longer exists) as of the date of management's
assertion;
A paragraph that includes the following statements:

•

•

That the auditor was not engaged to and did not conduct
an audit of internal control over financial reporting as of
the date of management's assertion, the objective of which
would be the expression of an opinion on the effectiveness
of internal control over financial reporting, and that the
auditor does not express such an opinion, and
That the auditor has not applied auditing procedures sufficient to reach conclusions about the effectiveness of any
controls of the company as of any date after the date of
management's annual assessment of the company's internal control over financial reporting, other than the controls specifically identified in the auditor's report, and that
the auditor does not express an opinion that any other controls operated effectively after the date of management's
annual assessment of the company's internal control over
financial reporting.
Note: This report element statement should be modified in
the case in which a successor auditor's performance of this
engagement is occurring before he or she has opined on
the effectiveness of internal control over financial reporting overall in accordance with Auditing Standard No. 2 to
read as follows: That the auditor has not applied auditing procedures sufficient to reach conclusions about the
effectiveness of any controls of the company other than
the controls specifically identified in the auditor's report
and that the auditor does not express an opinion that any
other controls operated effectively.

p.

q.
r.
s.

A paragraph stating that, because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements and that projections of any evaluation of the effectiveness of specific controls or internal control over financial
reporting overall to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may
deteriorate;
The manual or printed signature of the auditor's firm;
The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's report has been issued; and
The date of the auditor's report.
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52. Example A-1 in Appendix A is an illustrative auditor's report for an
opinion that a material weakness no longer exists, expressed by an auditor
who has previously reported on the company's internal control over financial
reporting in accordance with Auditing Standard No. 2 as of the company's most
recent year-end (herein after referred to as a continuing auditor). Example A-2
in Appendix A is an illustrative auditor's report for an opinion that a material
weakness no longer exists expressed by a successor auditor.
53. As stated in paragraph 3 of this standard, the auditor may report on
more than one previously reported material weakness as part of the same engagement. In this circumstance, the auditor should modify the report elements
described in paragraph 51 of this standard accordingly.
54. Report modifications. The auditor should modify the standard report
if any of the following conditions exist.
a.

Other material weaknesses that were reported previously by the
company as part of the company's annual assessment of internal
control are not addressed by the auditor's opinion. (See paragraph
56 of this standard.)

b.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 57 and 58 of this standard.)

c.

Management's report on whether a material weakness continues to exist includes additional information. (See paragraphs 59
through 60 of this standard.)

55. As described further in paragraph 43 of this standard, the form of the
auditor's report resulting from an engagement to report on whether a previously
reported material weakness continues to exist may be an opinion on whether a
material weakness continues to exist, or it may be in the form of a disclaimer
of opinion. A qualified opinion is not permitted. Any limitations on the scope of
the auditor's work preclude the expression of an opinion. In addition to these
reporting alternatives, an auditor may elect not to report on whether a material
weakness continues to exist and, instead, withdraw from the engagement.
56. Other material weaknesses reported previously by the company as part
of the company's annual assessment of internal control are not addressed by the
auditor's opinion. In the circumstance in which the company previously has reported more than one material weakness, the auditor may be engaged to report
on whether any or all of the material weaknesses continue to exist. If the auditor reports on fewer than all of the previously reported material weaknesses,
the auditor should include the following or similar language in the paragraph
that states that the auditor was not engaged to perform an audit of internal
control over financial reporting. When referring to his or her previously issued
report on management's annual assessment, the auditor should either attach
that report or include information about where it can be publicly obtained.
Our report on management's annual assessment of XYZ Company's internal
control over financial reporting, dated [date of report], [attached or identify location of where the report is publicly available] identified additional material
weaknesses other than the one identified in this report. We are not reporting on
those other material weaknesses and, accordingly, express no opinion regarding whether those material weaknesses continue to exist after [date of management's annual assessment, e.g., December 31, 200X]. [Revise this wording
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and references or attachments appropriately for use in a successor auditor's
report.]

Example A-3 in Appendix A is an illustrative report issued by a continuing auditor reporting on only one material weakness when additional material weaknesses previously were reported.
57. Subsequent events. A change in internal control over financial reporting
or other factors that might significantly affect the effectiveness of the identified
controls or the achievement of the company's stated control objective might occur subsequent to the date of management's assertion but before the date of the
auditor's report. Therefore, the auditor should inquire of management whether
there was any such change or factors. As described in paragraph 44 of this standard, the auditor should obtain written representations from management regarding such matters. Additionally, to obtain information about whether such a
change has occurred that might affect the effectiveness of the identified controls
or the achievement of the company's stated control objective and, therefore, the
auditor's report, the auditor should inquire about and examine, for this subsequent period, the following:

•

Internal audit reports (or similar functions, such as loan review
in a financial institution) relevant to the stated control objective
or identified controls issued during the subsequent period;

•

Independent auditor reports (if other than the auditor's) of significant deficiencies or material weaknesses relevant to the stated
control objective or identified controls;

•

Regulatory agency reports on the company's internal control over
financial reporting relevant to the stated control objective or identified controls; and

•

Information about the effectiveness of the company's internal control over financial reporting relevant to the stated control objective
or identified controls obtained as a result of other engagements.

58. If the auditor obtains knowledge about subsequent events that he or
she believes adversely affect the effectiveness of the identified controls or the
achievement of the stated control objective as of the date specified in management's assertion, the auditor should follow the requirements in paragraph 61
regarding special considerations when a material weakness continues to exist.
If the auditor is unable to determine the effect of the subsequent event on the
effectiveness of the identified controls or the achievement of the stated control
objective, the auditor should disclaim an opinion.
59. Management's report includes additional information. If management's report includes information in addition to the matters described in
paragraph 48 of this standard, the auditor should disclaim an opinion on the
additional information. For example, the auditor should use the following or
similar language as the last paragraph of the report to disclaim an opinion on
management's plans to implement new controls:
We do not express an opinion or any other form of assurance on management's
statement referring to its plans to implement new controls by the end of the
year.

60. If the auditor believes that management's additional information contains a material misstatement of fact, he or she should discuss the matter with
management. If, after discussing the matter with management, the auditor
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concludes that a material misstatement of fact remains, the auditor should notify management and the audit committee, in writing, of the auditor's views
concerning the information.
Note: If management makes the types of disclosures described in paragraph
59 outside its report on whether a previously reported material weakness continues to exist and includes them elsewhere within a document that contains
management's and the auditor's reports on whether a previously reported material weakness continues to exist, the auditor would not need to disclaim an
opinion, as described in paragraph 59. However, in that situation, the auditor's
responsibilities are the same as those described in this paragraph if the auditor
believes that the additional information contains a material misstatement of
fact.

Special Considerations When a Previously Reported Material Weakness
Continues to Exist
61. If the auditor determines that the previously reported material weakness continues to exist and the auditor reports on the results of the engagement,
he or she must express an opinion that the material weakness exists as of the
date specified by management.
62. As described in paragraph 55, the auditor is not required to issue a
report as a result of this engagement. If the auditor does not issue a report in this
circumstance, he or she must communicate, in writing, his or her conclusion that
the material weakness continues to exist to the audit committee. Similarly, if
the auditor identifies a material weakness during this engagement that has not
been previously communicated to the audit committee in writing, the auditor
must communicate that material weakness, in writing, to the audit committee.
63. Additionally, whenever the auditor concludes that a previously reported material weakness continues to exist, the auditor must consider that
conclusion as part of his or her evaluation of management's quarterly disclosures about internal control over financial reporting, as required by paragraphs
202 through 206 of Auditing Standard No. 2.
64. For example, if the auditor were engaged to report on whether two separate material weaknesses continue to exist and concluded that one no longer
exists and one continues to exist, the auditor's report could comprise either
of the following: (1) a report that contained two opinions, one on the material
weakness that the auditor concluded no longer exists and one opinion on the
material weakness that the auditor concluded continues to exist, or (2) a report that contained only a single opinion on the material weakness that the
auditor concluded no longer exists if the company modifies its assertion to address only the material weakness that the auditor concluded no longer exists.
In the second circumstance, the auditor must communicate, in writing, his or
her conclusion that a material weakness continues to exist to the audit committee and also should apply paragraph 56 of this standard regarding other
material weaknesses reported previously that are not addressed by the auditor's opinion. Additionally, the auditor must consider that conclusion as part
of his or her evaluation of management's quarterly disclosures about internal
control over financial reporting, as required by paragraphs 202 through 206 of
Auditing Standard No. 2.

Effective Date
65. This standard is effective February 6, 2006.
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Appendix A
Illustrative Reports on Whether a Previously Reported Material
Weakness Continues to Exist
Paragraphs 51 through 60 of this standard provide direction on the auditor's
report on whether a previously reported material weakness continues to exist.
The following examples illustrate the application of those paragraphs.
Example A-1—Illustrative Auditor’s Report for a Continuing Auditor
Expressing an Opinion That a Previously Reported Material Weakness
No Longer Exists
Example A-2—Illustrative Auditor’s Report for a Successor Auditor Expressing an Opinion That a Previously Reported Material Weakness No
Longer Exists
Example A-3—Illustrative Auditor’s Report for a Continuing Auditor
Expressing an Opinion on Only One Previously Reported Material
Weakness When Additional Material Weaknesses Previously Were Reported
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Example A-1
Illustrative Auditor’s Report for a Continuing Auditor Expressing an Opinion
That a Previously Reported Material Weakness No Longer Exists
Report of Independent Registered Public Accounting Firm
We have previously audited and reported on management's annual assessment
of XYZ Company's internal control over financial reporting as of December
31, 200X based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Our report, dated [date
of report], identified the following material weakness in the Company's internal
control over financial reporting:
[Describe material weakness]
We have audited management's assertion, included in the accompanying [title
of management's report], that the material weakness in internal control over
financial reporting identified above no longer exists as of [date of management's
assertion] because the following control(s) addresses the material weakness:
[Describe control(s)]
Management has asserted that the control(s) identified above achieves the following stated control objective, which is consistent with the criteria established
in [identify control criteria used for management's annual assessment of internal control over financial reporting]: [state control objective addressed]. Management also has asserted that it has tested the control(s) identified above and
concluded that the control(s) was designed and operated effectively as of [date
of management's assertion]. XYZ Company's management is responsible for its
assertion. Our responsibility is to express an opinion on whether the identified
material weakness continues to exist as of [date of management's assertion]
based on our auditing procedures.
Our engagement was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the engagement to obtain reasonable assurance
about whether a previously reported material weakness continues to exist at
the company. Our engagement included examining evidence supporting management's assertion and performing such other procedures as we considered
necessary in the circumstances. We obtained an understanding of the company's internal control over financial reporting as part of our previous audit
of management's annual assessment of XYZ Company's internal control over
financial reporting as of December 31, 200X and updated that understanding
as it specifically relates to changes in internal control over financial reporting
associated with the material weakness described above. We believe that our
auditing procedures provide a reasonable basis for our opinion.
In our opinion, the material weakness described above no longer exists as of
[date of management's assertion].
We were not engaged to and did not conduct an audit of internal control over
financial reporting as of [date of management's assertion], the objective of which
would be the expression of an opinion on the effectiveness of internal control
over financial reporting. Accordingly, we do not express such an opinion. This
means that we have not applied auditing procedures sufficient to reach conclusions about the effectiveness of any controls of the company as of any date after
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December 31, 200X, other than the control(s) specifically identified in this report. Accordingly, we do not express an opinion that any other controls operated
effectively after December 31, 200X.
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation of
the effectiveness of specific controls or internal control over financial reporting
overall to future periods are subject to the risk that controls may become inadequate because of changes in conditions or that the degree of compliance with
the policies or procedures may deteriorate.
[Signature]
[City and State or Country]
[Date]
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Example A-2
Illustrative Auditor’s Report for a Successor Auditor Expressing an Opinion
That a Previously Reported Material Weakness No Longer Exists
Report of Independent Registered Public Accounting Firm
We were engaged to report on whether a previously reported material weakness
continues to exist at XYZ Company as of [date of management's assertion] and to
audit management's next annual assessment of XYZ Company's internal control over financial reporting. Another auditor previously audited and reported
on management's annual assessment of XYZ Company's internal control over
financial reporting as of December 31, 200X based on [Identify control criteria,
for example, "criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. The other auditor's report, dated [date of report], identified
the following material weakness in the Company's internal control over financial reporting:
[Describe material weakness]
We have audited management's assertion, included in the accompanying [title
of management's report], that the material weakness in internal control over
financial reporting identified above no longer exists as of [date of management's
assertion] because the following control(s) addresses the material weakness:
[Describe control(s)]
Management has asserted that the control(s) identified above achieves the following stated control objective, which is consistent with the criteria established
in [identify control criteria used for management's annual assessment of internal control over financial reporting]: [state control objective addressed]. Management also has asserted that it has tested the control(s) identified above and
concluded that the control(s) was designed and operated effectively as of [date
of management's assertion]. XYZ Company's management is responsible for its
assertion. Our responsibility is to express an opinion on whether the identified
material weakness continues to exist as of [date of management's assertion]
based on our auditing procedures.
Our engagement was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the engagement to obtain reasonable assurance
about whether a previously reported material weakness continues to exist at
the company. Our engagement included obtaining an understanding of internal
control over financial reporting, examining evidence supporting management's
assertion, and performing such other procedures as we considered necessary in
the circumstances. We believe that our auditing procedures provide a reasonable basis for our opinion.
In our opinion, the material weakness described above no longer exists as of
[date of management's assertion].
We were not engaged to and did not conduct an audit of internal control over
financial reporting as of [date of management's assertion], the objective of which
would be the expression of an opinion on the effectiveness of internal control
over financial reporting. Accordingly, we do not express such an opinion. This
means that we have not applied auditing procedures sufficient to reach conclusions about the effectiveness of any controls of the company other than the
control(s) specifically identified in this report. Accordingly, we do not express
an opinion that any other controls operated effectively.
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Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation of
the effectiveness of specific controls or internal control over financial reporting
overall to future periods are subject to the risk that controls may become inadequate because of changes in conditions or that the degree of compliance with
the policies or procedures may deteriorate.
[Signature]
[City and State or Country]
[Date]
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Example A-3
Illustrative Auditor’s Report for a Continuing Auditor Expressing an Opinion
on Only One Previously Reported Material Weakness When Additional
Material Weaknesses Previously Were Reported
Report of Independent Registered Public Accounting Firm
We have previously audited and reported on management's annual assessment
of XYZ Company's internal control over financial reporting as of December
31, 200X based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Our report, dated [date
of report], identified the following material weakness in the Company's internal
control over financial reporting:
[Describe material weakness]
We have audited management's assertion, included in the accompanying [title
of management's report], that the material weakness in internal control over
financial reporting identified above no longer exists as of [date of management's
assertion] because the following control(s) addresses the material weakness:
[Describe control(s)]
Management has asserted that the control(s) identified above achieves the following stated control objective, which is consistent with the criteria established
in [identify control criteria used for management's annual assessment of internal control over financial reporting]: [state control objective addressed]. Management also has asserted that it has tested the control(s) identified above and
concluded that the control(s) was designed and operated effectively as of [date
of management's assertion]. XYZ Company's management is responsible for its
assertion. Our responsibility is to express an opinion on whether the identified
material weakness continues to exist as of [date of management's assertion]
based on our auditing procedures.
Our engagement was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the engagement to obtain reasonable assurance
about whether a previously reported material weakness continues to exist at
the company. Our engagement included examining evidence supporting management's assertion and performing such other procedures as we considered
necessary in the circumstances. We obtained an understanding of the company's internal control over financial reporting as part of our previous audit
of management's annual assessment of XYZ Company's internal control over
financial reporting as of December 31, 200X and updated that understanding
as it specifically relates to changes in internal control over financial reporting
associated with the material weakness described above. We believe that our
auditing procedures provide a reasonable basis for our opinion.
In our opinion, the material weakness described above no longer exists as of
[date of management's assertion].
We were not engaged to and did not conduct an audit of internal control over
financial reporting as of [date of management's assertion], the objective of which
would be the expression of an opinion on the effectiveness of internal control
over financial reporting. Accordingly, we do not express such an opinion. This
means that we have not applied auditing procedures sufficient to reach conclusions about the effectiveness of any controls of the company as of any date
after December 31, 200X, other than the control(s) specifically identified in this
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report. Accordingly, we do not express an opinion that any other controls operated effectively after December 31, 200X. Our report on management's annual
assessment of XYZ Company's internal control over financial reporting, dated
[date of report], [attached or identify location of where the report is publicly
available] identified additional material weaknesses other than the one identified in this report. We are not reporting on those other material weaknesses
and, accordingly, express no opinion regarding whether those material weaknesses continue to exist after [date of management's annual assessment, e.g.,
December 31, 200X].
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation of
the effectiveness of specific controls or internal control over financial reporting
overall to future periods are subject to the risk that controls may become inadequate because of changes in conditions or that the degree of compliance with
the policies or procedures may deteriorate.
[Signature]
[City and State or Country]
[Date]
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Appendix B
Background and Basis for Conclusions
Introduction
B1. This appendix summarizes factors that the Public Company Accounting
Oversight Board (the "Board") deemed significant in reaching the conclusions
in the standard. This appendix includes reasons for accepting certain views and
not accepting others.

Background
B2. Section 404 of the Sarbanes-Oxley Act of 2002 (the "Act") requires the
management of public companies each year to file an assessment of the effectiveness of their companies' internal control over financial reporting. The
company's independent auditor must attest to, and report on, management's
assessment. Under the Securities and Exchange Commission's (the "SEC" or
"Commission") implementing rules, company management may not conclude
that internal control over financial reporting is effective if one or more material
weaknesses exists.
B3. When a company reports a material weakness, investors may be left uncertain about the reliability of the company's financial reporting. Both companies
and report users have recognized the importance of a mechanism for alerting
investors that a previously disclosed material weakness no longer exists.1 The
federal securities laws provide part of that mechanism. Those laws require the
company to disclose to investors any changes in internal control over financial
reporting that occurred during the company's most recent fiscal quarter that
have materially affected, or are reasonably likely to materially affect, the company's internal control over financial reporting.2 Therefore, investors will learn
of material improvements, such as the remediation of a material weakness, on
a timely basis through quarterly disclosures.3
B4. When a company determines that a material weakness has been remediated, it may determine that disclosure is sufficient. Some investors and companies, however, have called for the ability to bolster confidence in management's
assertions about those internal control improvements with the added assurance
of the company's independent auditor.4
B5. The Board reviewed its existing auditing and attestation standards to determine whether adequate standards governing such an engagement already existed. The Board's interim attestation standards provide requirements for general attest engagements; however, the Board determined that these standards
lack sufficient specificity for this purpose.5 The Board, therefore, proposed an
1
The Board's Standing Advisory Group ("SAG") discussed possible auditor involvement with the
elimination of a material weakness at its November 18, 2004, public meeting. The webcast of the
November 18, 2004 SAG discussion and the related briefing paper on this topic, "Reporting on the
Correction of a Material Weakness," are available on the Board's Web site at www.pcaobus.org.
2
See Item 308(c) of Regulation S-K, 17 C.F.R. §229.308(c).
3
In addition, even if internal control over financial reporting is effective as of the end of a company's fiscal year, investors also could potentially learn if it deteriorates materially during the year
through these quarterly disclosures.
4
The Standing Advisory Group's November 18, 2004 discussion included this type of encouragement.
5
See AT sec. 101, "Attest Engagement" of the Board's interim standards. Effective April 16,
2003, the PCAOB adopted, on an initial, transitional basis, five temporary interim standards rules
(continued)
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auditing standard that would be tailored narrowly to an engagement to report
on whether a previously reported material weakness continues to exist.
B6. The Board received 30 comment letters on its proposal, primarily from auditor and investor groups as well as from two issuers. Those comments led to
changes in the standard, intended to make the requirements of the standard
clearer and more operational. This appendix summarizes significant views expressed in those comment letters and the Board's responses.

Voluntary Nature of Engagement
B7. The proposed standard explicitly stated that the engagement described
by this standard is voluntary and that the standards of the PCAOB did not
require an auditor to undertake this engagement when a material weakness
was previously reported. In addition, the Board stressed the voluntary nature
of this engagement at the public meeting proposing this standard.
B8. The value and importance of the Board's standards providing the option
of this type of auditor reporting on a material weakness was confirmed unanimously in the comment letters from investors and investor-related parties.
Auditors were also supportive of the standard overall and its voluntary nature.
Both of the issuers who commented indicated that they would be concerned if
issuers become compelled to obtain such opinions. One of these commenters
stressed that the disclosure requirements of management, coupled with enhanced criminal penalties, should provide investors with information regarding
the continued existence or correction of a material weakness.
B9. The Board continues to believe that providing for this type of auditor reporting in its standards will serve the public interest. At the same time, the
Board reaffirms that reporting on whether a material weakness continues to
exist is a voluntary engagement and is not required by the standards of the
PCAOB.

Form of the Auditor’s Opinion
B10. The proposed standard called for the auditor to express a single opinion
directly on the subject matter (i.e., the material weakness itself), rather than
on management's assertion, as follows:
In our opinion, XYZ Company has eliminated the material weakness described
above as of [date of management's assertion] because the stated control objective
is met as of [date of management's assertion].

B11. Primarily auditors commented on the form of the opinion in the proposed
standard and their comments reflected a wide spectrum of ideas. Some commenters expressed support for the auditor's report, including the form of the
opinion as proposed. Other comments included a suggestion for two opinions,
consistent with Auditing Standard No. 2—one on the subject matter (the elimination of the material weakness) and one on management's assertion. Other
(footnote continued)
(PCAOB Rules 3200T, 3300T, 3400T, 3500T, and 3600T) that refer to pre-existing professional standards of auditing, attestation, quality control, ethics, and independence (the "interim standards").
These rules were approved by the SEC on April 25, 2003. See SEC Release No. 33-8222. On December
17, 2003, the Board approved technical amendments to the interim standards rules indicating that,
"when the Board adopts a new auditing and related professional practice standard that addresses
a subject matter that also is addressed in the interim standards, the affected portion of the interim
standards will be superseded or effectively amended. Accordingly, the Board approved adding the
phrase 'to the extent not superseded or amended by the Board' to each of the interim standards
rules." Technical Amendments to Interim Standards Rules, PCAOB Release No. 2003-026 (Dec. 17,
2003); Exchange Act Release No. 49624 (Apr. 28, 2004) (SEC Approval). The interim standards are
available on the Board's Web site at www.pcaobus.org.
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commenters suggested that just one opinion was sufficient, though these commenters were split regarding whether the one opinion should be on management's assertion or on the subject matter. Other commenters suggested that
an opinion stating that the material weakness had been eliminated, without
the phrase "because the stated control objective is met" would be a better alternative, while others asked the Board to consider an opinion stating that the
identified controls were effective because the stated control objective was met,
without stating that the material weakness had been eliminated.
B12. A number of commenters expressed concern with the phrasing "the material weakness has been eliminated," including the use of that phrase in the
auditor's opinion and in the title of the proposed standard. These commenters
believed that terminology such as "elimination" or "eliminated" might be too
definite a term that might mislead report users into believing that there were
no remaining deficiencies in the internal control over financial reporting in the
area related to the specified material weakness, even though control deficiencies of a lesser severity than a material weakness might persist.
B13. After considering these suggestions, the Board decided to retain a single
opinion on the subject matter and to revise the opinion wording. The Board
continues to believe that a single opinion expressed directly on the subject
matter is the simplest and clearest form of communication related to this engagement. Further, the Board believes that an auditor's opinion directly on the
subject matter (i.e., the material weakness itself) will best achieve the overarching objective of this engagement—to clearly communicate as of an interim
date auditor assurance about whether a previously reported material weakness
continues to exist.
B14. The Board agreed with commenters that use of the term "elimination"
might increase the risk that a report user would misunderstand the assurance
provided by an auditor's opinion on a previously reported material weakness.
As a result, the Board changed the form of the opinion to "In our opinion, the
material weakness described above no longer exists as of [date of management's
assertion]" and the title of the standard to "Reporting on Whether a Previously
Reported Material Weakness Continues to Exist." The text of the standard was
modified throughout to delete references to "eliminated" or "elimination" and
to reflect wording consistent with the revised opinion and title.

As-of Date of Report
B15. The proposed standard provided for significant flexibility by allowing the
engagement to be undertaken at any time during the year, limited only by
implications associated with the nature of the material weakness. In other
words, the proposed standard did not require the engagement to be performed
in conjunction with an audit or review of financial statements. Instead, the
proposed standard required the auditor to determine whether management
had selected an appropriate date for its assertion and specified several matters
for the auditor to consider in making this determination.
B16. A number of auditors suggested that the engagement described by the
proposed standard should be performed only as of quarterly financial reporting
dates instead of as of any date during the year. These commenters believed
that such a requirement would allow the auditor to integrate this work with
the auditor's interim review procedures under AU sec. 722, Interim Financial
Information, and provide a link between the auditor's report on the material
weakness and management's quarterly disclosures of material changes in internal control. Commenters noted that many of the material weaknesses that
have been disclosed to date are related to the period-end financial reporting
process and that the auditor would therefore need to test controls in connection
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with a period-end to determine whether the material weakness continues to
exist. Several commenters linked their suggestion that this engagement be
performed only as of a quarterly financial reporting date to the view that the
standard's direction on performing substantive procedures as part of this engagement should be bolstered (see separate discussion on performance of substantive procedures beginning at paragraph B51). One commenter pointed out,
however, that if this engagement could be conducted only in connection with a
quarterly financial reporting date, special guidance for applying the standard
to foreign filers would be necessary because foreign filers are not required to
report quarterly in the same manner as domestic filers.
B17. The Board believes that the flexibility provided in the proposed standard
regarding the timing of the engagement is an important and appropriate feature
of the standard. Although the Board agrees with commenters' observations
that many of the material weaknesses disclosed during the past year were
related to the period-end financial reporting process, the Board determined
that the existing provisions of the proposed standard address this circumstance.
In determining whether management has selected an appropriate date for its
assessment, the standard requires the auditor to consider that controls that
operate over the company's period-end financial reporting process typically can
be tested only in connection with a period-end.
B18. Moreover, some material weaknesses—such as those that involve
transaction-based controls that operate daily—are well suited for a management assertion and an auditor opinion that the material weakness no longer
exists as of almost any date. Restricting an auditor's reporting on whether a
material weakness continues to exist to only quarterly financial reporting dates
could impose unnecessary delay on a company seeking auditor assurance that
this type of material weakness no longer exists. For example, assume that a
calendar year-end company had previously disclosed a material weakness that
was the type that would lend itself well to reporting that it no longer existed
as of any date. Further, management could not yet assert that the material
weakness no longer existed as of March 31, but believed that it could make the
assertion as of a date in April. If the standard restricted auditor reporting to
a quarterly financial reporting date, the auditor would have to wait until June
30 to be able to attest to whether the material weakness continued to exist
(and, presumably, would not be able to issue his or her report until July, at the
earliest). While management could, in this example, provide timely disclosure
to investors that the material weakness no longer existed, the Board concluded
that structuring the provisions of the standard to potentially result in this kind
of delay in auditor assurance would not serve the public interest.
B19. In light of these considerations, the Board decided to retain the provisions
of the proposed standard that would permit the auditor to report on whether a
previously reported material weakness continues to exist as of any date.
B20. At least one auditor asked for clarification about whether a report issued
pursuant to Auditing Standard No. 2 that identified a material weakness could
be issued at the same time as a report pursuant to this standard indicating that
the material weakness no longer exists as of a later date. The degree of flexibility
regarding the timing of this engagement would permit the company (depending
on the company's ability to assert that a material weakness no longer exists
and the auditor's ability to timely audit that assertion) to simultaneously distribute its annual reports and the management assertion and auditor report
described in this standard. Consistent with this flexible approach, nothing in
this standard or Auditing Standard No. 2 would preclude the auditor from issuing a single, combined report on the results of an audit of internal control
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over financial reporting pursuant to Auditing Standard No. 2 and the results
of an engagement performed pursuant to this standard.

Applicability of the Standard to Material Weaknesses
Not Previously Reported
B21. The proposed standard was structured to allow an auditor to report only
on a previously reported material weakness. The proposed standard defined a
previously reported material weakness as a material weakness that was previously described by an auditor's report issued pursuant to Auditing Standard
No. 2. A material weakness initially identified after the company's annual assessment date could not, therefore, be the subject of an auditor's report under
the proposed standard.
B22. Virtually all of the investors who submitted comment letters suggested
that the standard should allow for auditor reporting on material weaknesses
identified subsequent to the company's most recent annual assessment of internal control over financial reporting. Although some of these commenters
expressed concern about the level of work that might be required of the auditor to thoroughly understand a material weakness not previously reported
upon by an auditor, they did not believe that the standard should prohibit such
reporting. One commenter stated that if a successor auditor could gain an understanding of a company's internal control sufficient to report on a material
weakness that was identified and reported on by a predecessor auditor, an auditor should be able to gain the understanding necessary to report on a material
weakness identified by management as of an interim date.
B23. The majority of the auditors who commented indicated strong opposition
to allowing auditors to report in this engagement on material weaknesses not
previously reported. These commenters suggested that the initial identification
of a material weakness requires a level of understanding of the company's controls and the specific facts and circumstances surrounding the material weakness that can result only from a complete evaluation of the effectiveness of
internal control over financial reporting. Additionally, at least one commenter
expressed concern that the identification of a material weakness subsequent
to the annual assessment is a strong indicator of a material change within the
company's internal control over financial reporting. This commenter believed
that in such a circumstance the auditor would not have sufficient knowledge of
the current state of internal control over financial reporting to be able to consider the interaction and potential implications of the change on other controls.
This commenter also believed that this situation would prevent the auditor, in
most cases, from being able to determine whether the newly identified material
weakness no longer exists.
B24. The Board decided to retain the approach described by the proposed standard. The Board believes that the issue of a newly identified material weakness
being an indicator of a material change within a company's internal control over
financial reporting is a valid concern. Although the change in internal control
over financial reporting giving rise to any new material weakness may be confined specifically to the area in which the material weakness originally was
identified, the change also could be more far-reaching. In such circumstances,
the auditor may not be able to determine the effect of the change without performing a full audit of internal control over financial reporting.
B25. The Board also notes that there is an important distinction between material weaknesses previously identified in an auditor's report issued pursuant to
Auditing Standard No. 2 and other newly identified material weaknesses. The
primary purpose of the narrow engagement described by this standard is to establish a timely and reasonable mechanism that a company can use to remove
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any perceived "stain" upon its financial reporting due to an outstanding adverse
audit opinion on internal control over financial reporting that identified a material weakness. In the case of a new material weakness that is identified and
addressed by management as of an interim date, an adverse auditor opinion
previously attesting to the material weakness would not exist and, therefore,
the new material weakness would not be the subject of the same type of market
focus.
B26. There is also a fundamental difference between the auditor reporting on
a material weakness not previously reported and a successor auditor reporting
on a material weakness that was reported in a predecessor auditor's opinion
on internal control over financial reporting. The fundamental difference is the
concept of material change described above. The successor auditor must obtain
a sufficient understanding of the company's internal control over financial reporting to report on the existence of a material weakness that was previously
reported. This successor auditor, however, has the benefit of knowing that the
material weakness was identified in the context of an audit of the internal control over financial reporting as a whole and that the predecessor auditor should
have adequately described the nature of the material weakness (particularly its
pervasiveness and the extent of its effect on the company's financial reporting).
In contrast, in situations in which a material change has taken place and a new
material weakness has arisen after the previous annual assessment of internal
control over financial reporting, neither the predecessor nor the successor auditor has obtained this level of understanding as it relates to the newly identified
material weakness.
B27. These considerations, taken together, resulted in the Board's decision to retain the provisions of the proposed standard that limit this engagement only to
material weaknesses that have been previously described in an auditor's report
issued pursuant to Auditing Standard No. 2. The Board also made changes to
the standard, as suggested by one commenter, to make these provisions clearer.
These changes included changing the title of the standard to "Reporting on
Whether a Previously Reported Material Weakness Continues to Exist" as well
as conforming changes to the text of the standard to refer explicitly to a previously reported material weakness as the subject matter of this engagement.

Focus on Control Objectives
B28. The proposed standard focused on stated control objectives to determine
whether a material weakness continues to exist and posited that if a material
weakness has been disclosed previously, a necessary control objective at the
company has not been achieved. Because the term "stated control objective" was
not precisely defined elsewhere in the Board's auditing standards, the proposed
standard provided a definition as well as examples of stated control objectives.
B29. A stated control objective in the context of this engagement is the specific
control objective identified by management that, if achieved, would result in
the material weakness no longer existing. The stated control objective would
provide management and the auditor with a specific target against which to
evaluate whether the material weakness continues to exist. For this reason,
the proposed standard required that management and the auditor be satisfied
that if the stated control objective were achieved the material weakness would
no longer exist.
B30. Comments on the proposed standard's focus on control objectives came primarily from auditors. Many auditors, either explicitly or implicitly, supported
the focus on control objectives. One auditor suggested that, given the importance of control objectives, the proposed standard should explicitly state that
documentation of control objectives is required.
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B31. Several auditors, however, expressed concerns about the proposed standard's focus on control objectives. A couple of these commenters suggested that
the proposed standard's emphasis on control objectives might inappropriately
establish a framework for evaluating the effectiveness of internal control over
financial reporting that differs from, or otherwise adversely affects the proper
application of, the Committee of Sponsoring Organizations of the Treadway
Commission's publication Internal Control—Integrated Framework ("COSO").
B32. Most concerned commenters expressed apprehension that report users
might be misled by an auditor's opinion that a material weakness had been
eliminated because the control objectives had been met. They believed that this
type of opinion might lead report users to mistakenly believe that if the control
objectives were met, there were no remaining deficiencies in the internal control
over financial reporting in the area related to the material weakness—when,
in fact, a significant deficiency or deficiency could continue to exist.
B33. Another commenter noted that the examples in the proposed standard illustrated only control objectives for the control activities component of internal
control over financial reporting—not for the other components (control environment, risk assessment, monitoring, information and communication). This commenter suggested that examples of control objectives in the other components
would be helpful. Another commenter suggested that, given the importance of
the control objective concept, if the Board's standards were to specifically address the concept, such a definition and discussion should reside in Auditing
Standard No. 2. One concerned auditor concluded that, given the importance
of control objectives, more guidance was needed, including clarification that if
more than one control is necessary to achieve a stated control objective, all such
controls must be identified and tested as part of this engagement.
B34. In response to comments, the Board decided to retain the definition of, and
focus on, control objectives and provide additional guidance. The Board views
the auditor's use of the concept of control objectives as analogous to the use of
the concept of relevant assertions. The concept of relevant assertions was already familiar to experienced auditors and was specifically defined for the first
time in Auditing Standard No. 2 because of that standard's focus on testing controls over all relevant assertions related to all significant accounts. Similarly,
the concept of control objectives is familiar to most experienced auditors and is
already used to describe the auditor's responsibilities under Auditing Standard
No. 2).6 A definition of control objectives (and stated control objectives) is provided in this standard because of the standard's focus on control objectives as
a specific measure for determining whether a material weakness continues to
exist. This is consistent with the Board's objective for its standards to be clear
as well as the focus on control objectives in the engagement described by this
standard.
B35. The Board believes that the standard's focus on control objectives is sound
and helpful and is an appropriate complement to the control criteria, such as
6
For example, paragraph 12 of Auditing Standard No. 2 states, "Therefore, effective internal
control over financial reporting often includes a combination of preventive and detective controls
to achieve a specific control objective." Paragraph 85 of Auditing Standard No. 2 elaborates on this
idea, including the example that, when performing tests of preventive and detective controls, the
auditor might conclude that a deficient preventive control could be compensated for by an effective
detective control and, therefore, not result in a significant deficiency or material weakness. That
paragraph concludes with the statement, "When determining whether the detective control is effective,
the auditor should evaluate whether the detective control is sufficient to achieve the control objective
to which the [deficient] preventive control relates." Perhaps most notably, paragraph 88 of Auditing
Standard No. 2 requires the auditor to identify the company's control objectives in each area and
identify the controls that satisfy each control objective to evaluate whether the company's internal
control over financial reporting is designed effectively.
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COSO, for the purposes of this engagement. The process of tailoring control
objectives to the individual company allows the control criteria (i.e., the evaluation framework) used for management's annual assessment to be applied to
the facts and circumstances in a reasonable and appropriate manner. Accordingly, the emphasis in this standard on control objectives is consistent with,
and supports a correct application of, COSO.
B36. The focus on whether the stated control objectives have been met as the
target for determining whether a material weakness continues to exist does
accommodate the circumstance in which a deficiency or significant deficiency
continues to exist in that area of the company's internal control over financial reporting. Although several commenters linked this result with the focus
on control objectives, this potential result would exist in any case within the
overall construct of this standard, completely apart from the focus on control
objectives. The potential for less severe deficiencies to persist in an area in
which a previously reported material weakness no longer exists parallels the
reporting results of an engagement performed under Auditing Standard No. 2.
According to that standard, only material weaknesses (not less severe weaknesses) are disclosed in an auditor's report and only the existence of a material
weakness and not less severe weaknesses affects the auditor's opinion on the
effectiveness of the company's internal control over financial reporting. As an
illustration, assume that a company that had previously reported a material
weakness in internal control over financial reporting elected to wait until the
auditor's next annual report issued pursuant to Auditing Standard No. 2 to obtain auditor assurance related to the existence of the material weakness. If the
control weakness that had previously risen to the level of material weakness
were reduced to a significant deficiency or deficiency as of the company's next
year-end, the auditor's next report issued under Auditing Standard No. 2 would
present an unqualified opinion indicating that the company's internal control
over financial reporting was effective. The Board concluded that the users of
an auditor's report on whether a previously reported material weakness continues to exist need only receive auditor assurance that the material weakness
no longer exists and not more detailed information about whether less severe
control deficiencies continue to persist.
B37. The Board notes, however, that paragraph 140 of Auditing Standard No.
2 states (in part) that strong indicators of a material weakness include circumstances in which significant deficiencies that have been communicated to management and the audit committee remain uncorrected after some reasonable
period of time. If management does not plan to correct the significant deficiency
within a reasonable period of time, the auditor should evaluate whether the remaining significant deficiency could be indicative of a material weakness in
internal control over financial reporting. An auditor is not required to provide
an opinion under this voluntary engagement, and could reasonably decline to
provide an opinion under such circumstances.
B38. In response to comments that report users will mistakenly believe that an
auditor's report issued pursuant to the standard's provisions is communicating
auditor assurance that no control deficiencies exist in the area related to the
former material weakness, the Board decided that the change in the title of the
standard and the form of the auditor's opinion (discussed further in paragraph
B14), coupled with this discussion, would sufficiently mitigate any potential for
report users to misunderstand the assurance being provided by an engagement
conducted under the this standard. Removing the concept of control objectives
from the standard would not address the potential for misunderstanding because this potential exists independently of the focus on control objectives.
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B39. With regard to the recommendation that the standard provide additional
examples of stated control objectives, including stated control objectives related
to components of internal control over financial reporting other than control
activities, the Board determined that the provisions of the standard should
remain largely at the conceptual level and state that the other components of
internal control over financial reporting can be expressed in terms of control
objectives. The Board also determined to emphasize, in the note to paragraph
17 of the standard, that when a material weakness has a pervasive effect on the
company's internal control over financial reporting, it may be difficult to identify
all of the relevant control objectives and the material weakness probably is not
suitable for this type of narrow, interim reporting.
B40. For the purposes of this engagement, a stated control objective need not
be more precise than to describe an objective that relates to whether there
is a more than remote risk that the company's financial statements are materially misstated in a given area. For instance, paragraph 14 of the standard
includes the example control objective, "The company has legal title to recorded
product X inventory in the company's Dallas, TX warehouse." This example assumes that the product X inventory account related to the company's Dallas,
TX warehouse represents a more than remote risk of material misstatement to
the company's financial statements taken as a whole and has been identified
as a separate significant account. This example does not suggest that a company should establish separate control objectives for all of its various types of
inventory, by inventory location, regardless of materiality.
B41. Although the Board believes that the proposed standard made clear that
in performing this engagement, the auditor should identify and test all controls
necessary to achieve the stated control objective, based on the importance of this
concept and in response to commenters, the Board concluded that an explicit
clarification should be added. Not only must newly implemented or modified
controls be identified and tested in this engagement, but all controls necessary
to achieve the stated control objective must be identified and tested. For example, in a circumstance in which four controls must operate effectively for a given
control objective to be achieved, the failure of one of those controls could result
in a material weakness. In the context of this engagement, all four controls
necessary to achieve the stated control objective would need to be specifically
identified and tested. This must be the case because of the inherent limitations
in internal control over financial reporting. If three of the four controls were
found to be effective as of year-end, they cannot be assumed to be effective as of
a later date. To render an opinion as of a current date about whether the material weakness exists, the auditor must have current evidence about whether
all controls (in this example, all four controls) necessary to achieve the control
objective are designed and operating effectively.
B42. Regarding the suggestion to include a requirement that control objectives
be documented, the Board notes that neither COSO nor Auditing Standard No.
2 currently contain such a requirement. As with many aspects of assessing the
effectiveness of internal control over financial reporting, the better the documentation, the easier and more efficient the evaluation, especially from the
auditor's perspective. In the context of this engagement, by virtue of creating
a stated control objective, the company and the auditor would document the
stated control objective, even if that documentation appeared only in their respective reports. Therefore, documentation is effectively required for the stated
control objectives encompassed by an engagement conducted under this standard. The Board does not believe, however, that establishing a broad requirement for documenting all control objectives related to a company's internal
control over financial reporting is needed at this time or would be appropriately placed within this standard.
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Concept of Materiality
B43. To provide direction on the concept of materiality, the proposed standard
largely referred to Auditing Standard No. 2. The proposed standard stated that
the concept of materiality, as discussed in paragraphs 22 and 23 of Auditing
Standard No. 2, underlies the application of the general and fieldwork standards in an engagement to report on whether a previously reported material
weakness continues to exist. Therefore, the auditor uses materiality at the
financial-statement level, rather than at the individual account-balance level,
in evaluating whether a material weakness exists.
B44. Several auditors commented that the proposed standard should provide
additional direction on how the auditor considers materiality in performing this
engagement. Commenters believed that clarification was necessary regarding
the appropriate time context for management's and the auditor's materiality
judgments. These commenters asked whether materiality should be assessed as
of the date management asserts to be the date at which the material weakness
no longer exists, or as of the end of the prior year when the material weakness
was originally reported.
B45. Most commenters on this issue suggested that the date for assessing materiality should be the date management asserts to be the date at which the
material weakness no longer exists. Commenters noted, however, that this position would allow a material weakness to no longer exist merely as a result
of a business acquisition or disposition, for example, because either of those
actions would change materiality as of that point in time (and, in the case of a
disposition, send the material weakness along with the disposed business).
B46. Several auditors suggested that the auditor's opinion should explicitly
recognize the concept of materiality. Commenters suggested the following as
alternatives that would recognize materiality: "Management's assertion that
XYZ Company has eliminated the material weakness described above as of [date
of management's assertion] is fairly stated, in all material respects . . ." and "XYZ
Company has eliminated the material weakness with respect to the Company's
internal control over financial reporting as described above as of [date specified
in management's assertion], in all material respects." These commenters were
concerned that the opinion described by the proposed standard misrepresented
the precision of the auditor's assessment and neglected the notion of reasonable
assurance.
B47. The Board decided that the provisions in the standard regarding materiality should be clarified to specify that materiality should be assessed as of the
date management asserts that the material weakness no longer exists. The asof date of management's assertion and the auditor's opinion is fundamental to
the auditor's decisions about whether he or she has obtained sufficient evidence
to support an opinion and to the auditor's evaluation of that evidence to form an
opinion on whether the material weakness exists as of that point in time. The
Board believes that the logical and internally consistent position regarding the
time context for assessing materiality is to assess materiality as of the date that
management asserts the material weakness no longer exists. The Board also
believes that materiality can be assessed as of a date other than a financial
reporting period-end. This is consistent with the Board's decision, discussed
further beginning at paragraph B15, that the standard permit the auditor to
report on whether a previously reported material weakness continues to exist
as of any date.
B48. The Board also believes that auditors should exercise caution in circumstances in which the only aspect of a previously reported material weakness that
has changed is materiality (in other words, the size of the financial statement
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accounts has changed due to an acquisition or other activity rather than any
changes in the design or operation of controls). In many such cases, the company will have undergone significant changes, with an associated change in
internal control over financial reporting overall. In this circumstance, the auditor would need to perform procedures beyond the scope of work ordinarily
contemplated under this standard to have a sufficient basis for his or her new
assessment of materiality and an adequate understanding of the company's
internal control over financial reporting overall. The Board believes that, in
many cases in which the company has undergone a change of this magnitude,
the auditor would need to perform a full audit of internal control over financial
reporting in accordance with Auditing Standard No. 2 to have a sufficient basis
for assessing materiality, understanding the company's internal control over
financial reporting overall, and rendering an opinion about whether a material
weakness continues to exist. Also, as discussed in paragraph B37, a previously
reported material weakness may no longer exist because it has been reduced
to a significant deficiency. In this circumstance, if management does not plan
to correct the significant deficiency within a reasonable period of time, the auditor should evaluate whether the remaining significant deficiency could be
indicative of a material weakness.
B49. Regarding the form of the auditor's opinion and concerns that the opinion suggested by the proposed standard implied an inappropriate degree of
precision and neglected the concept of reasonable assurance, the Board concluded that the provisions of the proposed standard were sufficiently clear that
the auditor's objective in this engagement was to plan and perform the engagement to obtain reasonable assurance about whether a previously reported
material weakness continues to exist as of the date specified by management.
Furthermore, the auditor's report described by the proposed standard included
disclosure of this objective. The Board does not, therefore, believe that report
users would mistakenly believe that the auditor's opinion, as proposed, would
convey absolute assurance.
B50. In addition, the Board believes that including another reference to materiality in the auditor's opinion would not add anything of substance to the
auditor's conclusion and could instead impair its readability. The determination of whether a material weakness exists is inherently linked to materiality.
Stating that the material weakness no longer exists in all material respects
would be redundant—the equivalent of saying that the financial statements
are not materially misstated in all material respects. Accordingly, the Board
has not added another reference to materiality in the auditor's opinion.

Performance of Substantive Procedures
B51. The proposed standard, consistent with its reliance on the existing provisions of Auditing Standard No. 2, focused largely on the tests of controls that the
auditor must perform to obtain reasonable assurance that a material weakness
no longer exists. The proposed standard additionally recognized that, in some
cases, the auditor also would need to perform substantive procedures on account balances to obtain sufficient evidence as to whether a material weakness
no longer exists.
B52. Several auditors believed that the proposed standard was too mild in its
wording that the auditor "may determine" that performing substantive procedures was necessary. Those commenters believed that, to be consistent with
the integrated audit concept of Auditing Standard No. 2 and to reflect the fact
that identification of many material weaknesses during the past year occurred
during the performance of substantive audit procedures, such wording did not
adequately convey the importance of performing substantive procedures in an

REL 2005-015

Reported Material Weakness Continues to Exist

3035

engagement to report on whether a previously reported material weakness continues to exist. Some commenters recommended that the standard set forth a
presumptively mandatory requirement for the auditor to perform substantive
audit procedures in all cases, while others suggested that strengthening the
language or providing additional guidance about when substantive procedures
are necessary would be sufficient.
B53. The Board continues to believe that in some circumstances, substantive
procedures will not be necessary for the auditor to obtain sufficient evidence
about whether a material weakness continues to exist. Like many aspects of
this standard, the auditor's judgment in this area will depend on the nature
of the material weakness. An auditor can obtain sufficient evidence to support
an opinion on whether some material weaknesses continue to exist without the
need for substantive procedures. Other material weaknesses necessitate substantive procedures for the auditor to obtain sufficient evidence. Therefore, the
Board determined that it would be inappropriate to establish a presumptively
mandatory requirement that substantive procedures be performed in all cases.
B54. The Board agreed, however, that the proposed standard did not sufficiently
stress the potential importance of performing substantive procedures, depending on the nature of the material weakness. Paragraph 34 of the standard has,
therefore, been modified in a manner that the Board believes better articulates
the potential need to perform substantive procedures. An example also has been
added to this paragraph of the standard to illustrate a circumstance in which
substantive procedures ordinarily would need to be performed.

Using the Work of Others
B55. Similar to PCAOB Auditing Standard No. 2, the proposed standard permitted the auditor to use the work of others to alter the nature, timing, and
extent of the auditor's performance of this work. Specifically, the proposed standard applied the framework for using the work of others described in PCAOB
Auditing Standard No. 2. That framework requires the auditor to obtain the
principal evidence supporting his or her opinion and to evaluate the nature of
the controls being tested, together with the competence and objectivity of the
persons performing the work.
B56. Under both PCAOB Auditing Standard No. 2 and the proposed standard,
the framework measures principal evidence in relation to the overall assurance
provided by the auditor. In PCAOB Auditing Standard No. 2, the principal evidence supporting the auditor's opinion should be evaluated in relation to the auditor's opinion on internal control over financial reporting overall. In contrast,
the evaluation of whether the auditor has obtained the principal evidence supporting his or her opinion as to whether a material weakness no longer exists
would need to be applied at the control objective level.
B57. There were few comments on the provisions for using the work of others in
this proposed standard. Most commenters who commented on these provisions
expressed confusion about a passage in the example of proposed paragraph 36,
which stated that "the auditor might perform a walkthrough of the reconciliation process himself or herself [emphasis added]." Commenters believed that
walkthroughs were required in the proposed standard in all cases and that
walkthroughs must be conducted by the auditor himself or herself.
B58. One auditor suggested clarifying within the proposed standard that the
auditor will be able to use the work of others only in limited circumstances. This
same commenter also believed that the bank reconciliation example presented
in the proposed standard to illustrate how the auditor could use the work of
others in this type of engagement was too simplistic and requested additional,
more realistic examples.
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B59. The Board continues to believe that the framework for using the work of
others that was established in Auditing Standard No. 2 is appropriate for use
in this context and, therefore, the provisions for using the work of others in the
standard have been retained as proposed. At the same time, the Board determined that it would be helpful to clarify, through the following discussion, that
the evaluation of whether the auditor has obtained the principal evidence supporting his or her opinion on whether a material weakness continues to exist
would need to be applied at the control objective level. A complete understanding of this feature of the standard is important because this provision allows
for additional flexibility in the auditor's work.
B60. The auditor's opinion in this engagement is expressed only on whether the
material weakness continues to exist—not on whether the individually identified controls are effective. As a result, the evaluation as to whether the auditor
has obtained the principal evidence supporting his or her opinion should be
made at the control objective level—not at the lower level of the controls individually identified in management's assertion and the auditor's report.
B61. If, for example, management's and the auditor's reports identify three separate previously reported material weaknesses that no longer exist, the auditor
would, in effect, be rendering three separate opinions. Those opinions would indicate that each of the three individual material weaknesses continues to exist
or no longer exists as of the date of management's assertion. The standard,
therefore, would require the auditor to obtain the principal evidence that the
control objectives related to each of the three identified material weaknesses
were now achieved. However, the standard would not require that the auditor
obtain the principal evidence that each control specifically identified in management's assertion as achieving the control objectives is effective.
B62. Auditing Standard No. 4 follows the same framework for using the work
of others as Auditing Standard No. 2. There may, however, be some circumstances in which the scope of the audit procedures to be performed in this
engagement will be so limited that using the work of others will not provide
any tangible benefit to the company or its auditor. The Board believes that no
additional specific restriction on the use of the work of others is appropriate or
necessary in the context of this engagement. Such a restriction would diminish
the flexibility that the framework otherwise provides and perhaps inhibit the
auditor's exercise of the judgment necessary to implement the framework appropriately. Furthermore, the Board does not believe that auditors need such
direction within the standard to make appropriate decisions about using the
work of others in this context.
B63. Similarly, the Board determined that no further examples of using the
work of others were needed. The Board believes that additional examples
demonstrating the application of the provisions in the standard for using the
work of others to reflect more realistic (i.e., complex, fact-driven) situations is
better handled outside of the standard itself and by auditors—in their audit
methodology, training courses, and other venues.
B64. In response to confusion about the requirement for walkthroughs, the
Board clarified the standard by adding a note to paragraph 38 and deleted the
reference to a walkthrough from the example on using the work of others. Walkthroughs are required only of a successor auditor when the successor auditor
performs this engagement before performing an audit of internal control over
financial reporting in accordance with Auditing Standard No. 2. A continuing
auditor that has opined already on the company's internal control over financial
reporting in accordance with Auditing Standard No. 2 as of the company's most
recent annual assessment and is engaged to conduct this narrow engagement
is not required to perform any walkthroughs as part of this engagement.
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Dividing Responsibility
B65. Due to the narrow scope of an engagement to report on whether a material
weakness continues to exist, the provisions of the proposed standard allowed
the principal auditor to use the work and reports of another auditor as a basis, in
part, for his or her opinion. The proposed standard also prohibited the principal
auditor from dividing responsibility for the engagement with another auditor.
B66. Very few comments were received on this provision of the proposed standard. One auditor suggested that, although dividing responsibility may not be
appropriate in certain circumstances, the standard should not prohibit it. Another auditor expressed confusion about whether the principal auditor could
refer to the report of the other auditor but not divide responsibility with the
other auditor.
B67. The Board continues to believe that, based on the nature of the engagement described by the standard, the principal auditor should be prohibited from
dividing responsibility for the engagement with another auditor. The Board's
consideration of the nature of this engagement included recognition of the narrow scope of the work (i.e., whether a previously reported material weakness
continues to exist), that the engagement would be voluntary, and that the assignment would be non-recurring (unlike the recurring nature of the audit of the
financial statements or the audit of internal control over financial reporting).
The Board notes that three appropriate alternatives exist in the circumstance
in which another auditor is involved and the company wants to obtain auditor
assurance that a previously reported material weakness no longer exists:

•

The principal auditor could report on whether a previously reported material weakness continues to exist according to this standard by performing all of the testing required for this engagement
himself or herself.

•

The principal auditor could report on whether a previously reported material weakness continues to exist according to this standard by using the work and reports of another auditor as a basis,
in part, for his or her opinion, and by taking responsibility for
the work performed by the other auditor. In this case, the auditor
may not make reference to the other auditor in his or her report
on whether a previously reported material weakness continues to
exist.

•

The company could wait until year-end when the principal auditor
would report on the effectiveness of internal control over financial
reporting overall under the provisions of Auditing Standard No. 2.

B68. The Board concluded that the standard was sufficiently clear that the principal auditor could not divide responsibility with another auditor and, therefore,
that the auditor also could not refer to the other auditor in his or her report.
Accordingly, no change has been made to the standard in this regard.

New Material Weaknesses Identified
B69. The proposed standard was silent regarding the auditor's responsibilities
if, during the performance of this engagement, he or she became aware of a new
material weakness not previously reported on by an auditor.
B70. Several commenters requested that the standard address the auditor's responsibilities for new material weaknesses identified during this engagement
and suggested what these responsibilities should be. One investor suggested
that the standard should require the auditor to include disclosure of any new
material weaknesses of which the auditor was aware in his or her report. This
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commenter stated that, otherwise, the auditor's report would become a way of
telling investors the good news while concealing the bad news. Another commenter suggested that management should be required to include the new
material weakness in management's assertion that would accompany the auditor's report and the auditor should then disclaim an opinion on the new material
weakness.
B71. Both the identification of material weaknesses and the remediation of
such weaknesses will be captured by management's voluntary and required
reporting under the SEC's rules. Accordingly, the provisions of this standard do
not facilitate management's ability to conceal from investors the emergence of
a new material weakness at the company. Nevertheless, the Board agreed that
when an auditor identifies a new material weakness during the performance
of this engagement, the auditor should not simply remain silent. Accordingly,
the Board modified the standard to require the auditor to communicate, in
writing, to the audit committee any material weaknesses identified during this
engagement that the auditor had not previously communicated, in writing, to
the audit committee.
B72. The existing provisions of Auditing Standard No. 2 contain responsibilities for the auditor if (1) information comes to the auditor's attention during
this engagement that leads him or her to believe, while performing quarterly
procedures required by Auditing Standard No. 2, that management's quarterly
disclosures are materially misleading, or (2) the auditor becomes aware of conditions that existed at the date of his or her last report issued under Auditing
Standard No. 2.
B73. Paragraphs 202-206 of Auditing Standard No. 2 establish certain requirements for the auditor related to management's quarterly and annual certifications with respect to the company's internal control over financial reporting. If
matters come to the auditor's attention during this engagement that lead him
or her to believe, while fulfilling these quarterly requirements, that modification to the disclosures about changes in internal control over financial reporting
is necessary for the certifications to be accurate and to comply with the requirements of Section 302 of the Act and the SEC's rules, these provisions of Auditing
Standard No. 2 require the auditor to take action. Such actions escalate from
auditor communications with management and then to the audit committee,
culminating in the auditor considering his or her additional responsibilities
under AU sec. 317, Illegal Acts by Clients, and Section 10A of the Securities
Exchange Act of 1934.
B74. In addition, a continuing or predecessor auditor would have responsibilities under paragraph 197 of Auditing Standard No. 2 if the existence of a new
material weakness came to the auditor's attention. This paragraph effectively
extends the responsibilities in AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report, to reports on the effectiveness of internal
control over financial reporting issued pursuant to Auditing Standard No. 2.
The identification of a new material weakness in the current year would cause
the auditor, in fulfilling these responsibilities, to determine whether the facts
relating to the material weakness existed at the date of the auditor's report pursuant to Auditing Standard No. 2 and, if so, (1) whether those facts would have
changed the auditor's report issued under Auditing Standard No. 2 if he or she
had been aware of them and (2) whether there are persons currently relying on
or likely to rely on the auditor's report. If the auditor determined that the new
material weakness identified in the current year actually existed as of the date
of his or her previous report under Auditing Standard No. 2 and that it was
not adequately identified and disclosed in that report, the auditor would need
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to take steps such as recalling and reissuing the previous report to ensure that
investors did not continue to rely on the previously issued (erroneous) report.
B75. Including newly identified material weaknesses in the auditor's report
could potentially mislead investors into believing that the assurance provided
by this type of engagement is broader than it actually is. If report users were
provided with disclosure (covered by the auditor's opinion) of new material
weaknesses of which the auditor was aware, report users might incorrectly
believe that the auditor's report captured all new material weaknesses that
had arisen at the company. Similarly, a requirement for the auditor to disclose
any new material weaknesses could lead report users to conclude, incorrectly,
that no such disclosure means that there is current auditor assurance over the
whole of internal control over financial reporting at the company. The objective
of this engagement is to provide auditor assurance about whether a previously
reported material weakness continues to exist—nothing broader. The only way
for investors to obtain a more complete report from the auditor would be for
the auditor to audit internal control over financial reporting in accordance with
Auditing Standard No. 2.

Specific Identification of All Previously Reported Material Weaknesses
B76. The proposed standard required the auditor to modify his or her report if
the auditor provides assurance on less than all of the material weaknesses previously reported. The proposed standard did not, however, require the auditor
to specifically identify all of the previously reported material weaknesses not
covered.
B77. All investors who commented on this issue suggested that all material
weaknesses previously reported either should be referred to or specifically included in the auditor's report. They indicated that failure to identify the additional material weaknesses might lead some users to erroneously conclude that
they no longer exist. Auditors, on the other hand, agreed that complete specific
identification of the previously reported material weaknesses not covered by
the auditor's opinion should not be included, primarily because they believe
that it may increase the risk of confusion about the scope of the engagement
and what is being covered in the auditor's opinion. Several commenters who
agreed that specific identification was not necessary suggested that in addition
to the report modification included in the proposed standard, the auditor's report on this engagement should specifically direct the reader to the previous
auditor's report (issued under Auditing Standard No. 2), by either attaching a
copy of the audit report or by providing direction as to where the report could
be obtained.
B78. The Board believes that including a complete specific identification of the
previously reported material weaknesses not covered by this engagement would
prove problematic. As noted by many commenters, it is possible that including
this detail would confuse report readers regarding the scope of this narrow engagement and could simply that, unless told otherwise, a report user should
assume that those other material weaknesses do continue to exist. In some of
the material weakness descriptions included in management's and the auditor's
reports on the effectiveness of the company's internal control over financial reporting as of year-end, the description of multiple material weaknesses covered
several pages. That level of detail in an auditor's report specifically targeted at
whether just one material weakness continues to exist could easily overwhelm
the rest of the audit report, making the report prone to various kinds of misinterpretations.
B79. The Board concluded that report readers would be better served by requiring the auditor to provide information regarding where to obtain the previously
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issued audit report—either by attaching it or referring to where it could be publicly obtained.

Other Reporting Matters
B80. No Requirement to Issue a Report. The proposed standard required that
the auditor, if he or she concluded that the material weakness continues to
exist, communicate that conclusion in writing to the audit committee. The proposed standard, however, did not require the issuance of a report. Rather, the
proposed standard recognized that the auditor must consider this knowledge in
connection with the auditor's responsibilities under Auditing Standard No. 2 to
determine whether management's quarterly disclosures about internal control
over financial reporting are not materially misleading.
B81. Several auditors who commented recommended that the proposed standard should require the auditor to issue an adverse report in the event that
the auditor concludes that the material weakness continues to exist. One suggested that issuance of an adverse report would be necessary only if the auditor
believed that the company had previously publicly disclosed that the material
weakness had been addressed.
B82. The Board continues to believe that requiring the issuance of an adverse
report to the company would serve no useful purpose in this circumstance because the company might not make such a report public. The Board believes,
therefore, that requiring the auditor to communicate, in writing, with the audit
committee his or her conclusion that a material weakness that was the subject
of this engagement continues to exist would serve the same purpose as requiring the issuance of an adverse report. At the same time, such a requirement
would provide the auditor with additional flexibility as to the form of communication that would be most meaningful to the audit committee. Regarding the
potential for management to lead investors to incorrectly believe that the material weakness no longer exists in its public disclosures, the Board believes that
the federal securities laws, as well as auditor's existing responsibilities related
to management's quarterly disclosures, are adequate safeguards to protect investors from misleading information.
B83. No Distinction in Standard Between Unqualified and Adverse Opinion. As
discussed in the note to paragraph 43 of the standard, the standard no longer
distinguishes between an unqualified and an adverse opinion. The auditor's
opinion was revised to state that the material weakness exists or no longer exists. This revision is discussed further in the section "Form of Auditor's Opinion"
and is now referred to in the standard as the auditor's opinion.
B84. Inherent Limitations. The inherent limitations paragraph of the auditor's
report provided in the proposed standard discussed the inherent limitations
of internal control over financial reporting overall, rather than the inherent
limitations of the controls related to the material weakness being reported on.
B85. One commenter suggested that the inherent limitations paragraph was
too broad for this engagement and needed to be modified to more accurately
reflect the narrow focus of this type of engagement.
B86. The Board agreed that the inherent limitations paragraph, in this context,
should be targeted to the specific controls identified in this auditor report. In
addition, the Board continues to believe that the broader concept of inherent
limitations in internal control over financial reporting overall is equally applicable. The inherent limitations paragraph in the auditor's report has been
modified to reflect both of these conclusions.
B87. Obtaining an Understanding of Internal Control Over Financial Reporting. The proposed standard included a required report element stating that

REL 2005-015

Reported Material Weakness Continues to Exist

3041

"the engagement includes obtaining an understanding of internal control over
financial reporting, examining evidence supporting management's assertion,
and performing such other procedures as the auditor considered necessary in
the circumstances." This language also was included in the example report included in the proposed standard.
B88. Several auditors expressed concern that the phrase, "the engagement includes obtaining an understanding of internal control over financial reporting,"
implies that, as a part of the current engagement, the auditor spent a significant amount of time understanding internal control over financial reporting
overall rather than carrying forward his or her understanding from the prior
annual audit. These commenters believed this implication conflicted with the
direction in the body of the proposed standard that an auditor who has audited
the company's internal control over financial reporting within the past year in
accordance with Auditing Standard No. 2 would be expected to have obtained
a sufficient knowledge of the company and its internal control over financial
reporting to perform this engagement. One commenter acknowledged that the
proposed wording may be appropriate in cases in which a successor auditor is
performing this engagement without previously gaining that understanding.
B89. The Board continues to believe that an auditor who has audited the company's internal control over financial reporting as of the company's most recent
annual assessment in accordance with Auditing Standard No. 2 would be expected to have obtained a sufficient knowledge of the company and its internal
control over financial reporting to perform an engagement to report on whether
a previously reported material weakness continues to exist. To require a continuing auditor to update and document his or her understanding of internal
control over financial reporting overall (to the full measure required by Auditing Standard No. 2) would be unnecessarily burdensome and costly. The Board
modified the report element for a continuing auditor to clarify that the auditor
previously obtained an understanding of internal control over financial reporting overall at the company and updated that understanding as it specifically
relates to changes in internal control over financial reporting associated with
the specified material weakness.
B90. The Board continues to believe, however, that a successor auditor that
has not yet audited the company's internal control over financial reporting in
accordance with Auditing Standard No. 2 would need to obtain a current understanding of internal control over financial reporting in connection with this
engagement. Therefore, the report element described in the proposed standard
is appropriate and has been retained for a successor auditor's reporting.
B91. Example Reports. The proposed standard included only one example report, which illustrated reporting on one material weakness by a continuing auditor when no additional material weaknesses were reported previously. Several commenters requested modification of the standard to address circumstances that the Board believed were already addressed by the proposed standard but were not illustrated in the single example report. Some commenters
also made specific requests for additional example reports.
B92. The Board determined, after considering the nature of the comments, that
additional example reports, while not covering all possible situations, would
provide additional clarity to the various reporting situations. The Board selected three reports to illustrate most facets of the reporting provisions of the
standard. Appendix A includes those reports.

Conforming Amendments to AT sec. 101
B93. The proposed standard contained a proposed conforming amendment to
AT sec. 101, Attest Engagements. The proposed conforming amendment would
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have required the proposed standard to be used, rather than AT sec. 101, for any
engagements in which the subject matter is whether a material weakness continues to exist. This conforming amendment would have precluded the auditor
from performing an agreed-upon procedures or review engagement (using AT
sec. 101) when the subject matter of the engagement was whether a material
weakness continues to exist.
B94. The Board received few comments related to the proposed conforming
amendment. One auditor agreed that a conforming amendment to preclude a
review-level attestation was appropriate when the subject matter was whether
a material weakness continues to exist. This commenter went on to suggest,
however, that there could be appropriate uses for an agreed-upon procedures engagement and that the Board should not preclude agreed-upon procedures from
being performed under the Board's standards. Such reports, the commenter
noted, would be restricted to the use of the specified parties who take responsibility for the sufficiency of the agreed-upon procedures for their purposes and,
therefore, these reports would not generally be available to investors. Thus,
these reports would not be a substitute for the engagements addressed in the
proposed standard. Another commenter separately suggested broadly retaining the ability for the auditor to perform a review engagement when the subject
matter is a previously reported material weakness.
B95. The Board continues to believe that investors and other report users in the
public domain will be best served by the Board's standards permitting only positive assurance (i.e., an examination-level attestation) from the auditor when
the subject matter is whether a material weakness continues to exist. The Board
agrees, however, that private parties (such as audit committees) who wish to
engage the auditor to perform specified procedures when the subject matter is
whether a material weakness continues to exist should be allowed to negotiate
such a private arrangement, as long as the results are not intended for public
use. The Board, therefore, decided to modify the conforming amendment to AT
sec. 101 of the Board's interim standards. As adopted, an auditor may not use
AT 101 to report on whether a material weakness in internal control over financial reporting continues to exist for any purpose other than the company's
internal use.
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Appendix 2
Conforming Amendment to PCAOB Auditing and Related
Professional Practice Standards Resulting From the
Adoption of the Auditing Standard No. 4—Reporting on
Whether a Previously Reported Material Weakness
Continues to Exist
Attestation Standards
The Board's interim attestation standards include the Statements on Standards for Attestation Engagements promulgated by the ASB, as in existence on
April 16, 2003. The conforming amendment to the Board's interim attestation
standards is as follows:

•

AT sec. 101, Attest Engagements
AT sec. 101 is amended by adding as letter f. to paragraph .04, the
following:
Engagements in which the practitioner is engaged to report on
whether a material weakness in internal control over financial
reporting continues to exist for any purpose other than the company's internal use. Such engagements must be conducted pursuant to PCAOB Auditing Standard No. 4, Reporting on Whether
a Previously Reported Material Weakness Continues to Exist.
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PCAOB Release No. 2005-020

Ethics and Independence Rule Concerning
Independence, Tax Services, and Contingent
Fees
PCAOB Release No. 2005-020
November 22, 2005
PCAOB Rulemaking
Docket Matter No. 017
Approved by the Securities and Exchange Commission on April 19,
2006, with varying effective dates.
The Securities and Exchange Commission has approved PCAOB ethics and
independence rules concerning independence, tax services and contingent
fees.
The rules introduce a foundation for the independence component of the
Board's ethics rules by establishing a general obligation requiring a registered public accounting firm and its associated persons to be independent of
the firm's audit clients throughout the audit and professional engagement
period.
The rules identify circumstances in which the provision of tax services impairs an auditor's independence, including services related to marketing,
planning, or opining in favor of the tax treatment of, among other things,
transactions that are based on aggressive interpretations of applicable tax
laws and regulations.
The rules also treat registered public accounting firms as not independent
of their audit clients if they enter into contingent fee arrangements with
those clients or if the firms provide tax services to certain members of management who serve in financial reporting oversight roles at an audit client
or to immediate family members of such persons.
The rules further implement the Sarbanes-Oxley Act's requirement that
auditors' non-audit services be pre-approved by the audit committee by
strengthening the auditor's responsibilities in connection with seeking audit committee pre-approval of tax services. Specifically, the rules require a
registered public accounting firm that seeks such pre-approval to describe
proposed tax services engagements, in writing, for the audit committee; to
discuss with the audit committee the potential effects of the services on the
firm's independence; and to document the substance of that discussion.
Finally, an ethics rule also codifies the principle that persons associated with
a registered public accounting firm (e.g., individual accountants) can be held
responsible when certain of their actions contribute to a firm's violation of
relevant laws, rules, or professional standards.
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The effective dates for the rules follow:
Rule

Effective Date

3501—Definition of Terms

April 29, 2006

3502—Responsibility Not to
Knowingly or Recklessly
Contribute to Violations

April 29, 2006

3520—Auditor
Independence

April 29, 2006

3521—Contingent Fees

Rule 3521 will not apply to contingent fee
arrangements that were paid in their
entirety, converted to fixed fee
arrangements, or otherwise unwound
before June 18, 2006.

3522—Tax Transactions

Rule 3522 will not apply to tax services
that were completed by a registered public
accounting firm no later than June 18,
2006.

3523—Tax Services for
Persons in Financial
Reporting Oversight Roles

Rule 3523 will not apply to tax services
being provided pursuant to an engagement
in process on April 19, 2006, provided that
such services are completed on or before
October 31, 2006.

3524—Audit Committee
Pre-approval of Certain Tax
Services

Rule 3524 will not apply to any tax service
pre-approved on an engagementby-engagement basis before June 18, 2006.
With respect to tax services provided to
audit clients whose audit committees
pre-approve tax services pursuant to
policies and procedures, Rule 3524 will not
apply to any such tax service that is begun
by April 20, 2007.

Summary:
The Public Company Accounting Oversight Board ("PCAOB" or "Board") is
adopting technical amendments to certain rules it adopted in July 2005 to promote the ethics and independence of registered public accounting firms that
audit financial statements of U.S. public companies.

Public Comments:
The Board, on December 14, 2004, released for public comment proposed rules
to promote the ethics and independence of registered public accounting firms.
The Board received 807 letters of comment. After considering these comments,
the Board adopted final rules on July 26, 2005. Because the amendments being
adopted today do not change the substance of these rules, the Board is not
seeking additional comment. The rules adopted on July 26, 2005, as amended
by this release, remain subject to the Securities and Exchange Commission
("SEC") approval process, which includes a period for public comment.
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Board Contacts:
Bella Rivshin, Assistant Chief Auditor (202/207 -9180; rivshinb@pcaobus.org),
or Greg Scates, Associate Chief Auditor (202/207 -9114; scatesg@pcaobus.org).
*

*

*

On July 26, 2005, the Board adopted certain rules related to registered public
accounting firms' provision of tax services to public company audit clients. The
rules were designed to address certain concerns related to auditor independence
when auditors become involved in marketing or otherwise opining in favor of
aggressive tax shelter schemes or in selling personal tax services to individuals
who play a direct role in preparing the financial statements of public company
audit clients. As part of this rulemaking, the Board adopted an ethics rule, Rule
3502, to codify the principle that persons associated with a registered public
accounting firm should not cause the firm to violate relevant laws, rules, and
standards. The rules were submitted to the SEC on August 2, 2005, for its
approval, pursuant to Section 107 of the Sarbanes-Oxley Act of 2002.
After discussions with the SEC, the Board has decided to remove the word
"cause" from the title and text of Rule 3502. This amendment is intended to
avoid any misperception that the rule affects the interpretation of any provision
of the federal securities laws. The rule, as amended, should be interpreted and
understood to be the same as the rule adopted by the Board in July, however.1 In
particular, under the amended rule, the person's conduct must have the same
relation to the violation and the person must act with the same mental state
as under the rule the Board adopted in July.
The Board is also amending Note 1 to Rule 3522(b) to correct a typographical
error in the citation of the provision of the Internal Revenue Code cited in that
note.
In light of the time that has elapsed since their adoption, the Board has also
decided to revise the effective dates for certain of the rules. Three of those
rules—Rules 3521, 3522 and 3524—had effective dates of the later of December
31, 2005 or 10 days after the date the SEC approves the rules.2 The Board has
decided to revise the effective dates of those three rules to 60 days after the
date the SEC approves the rules.3
Specifically, the Board will not apply Rule 3521 to contingent fee arrangements
that were paid in their entirety, converted to fixed fee arrangements, or otherwise unwound before 60 days after the date that the SEC approves the rules.4
The Board will not apply Rule 3522 to tax services that were completed by
a registered public accounting firm no later than 60 days after the date that
the SEC approves the rules. Rule 3524 will not apply to any tax service preapproved before 60 days after the date that the SEC approves the rules, or, in
the case of an issuer that pre-approves non-audit services by policies and procedures, the rule will not apply to any tax service provided by March 31, 2006.
Combined with the time period since the rules' adoption, the extension of the
effective dates for these rules should allow reasonable time for affected firms to

1

See PCAOB Release No. 2005-014 (July 26, 2005), at 9–14 (discussing Rule 3502).
See id., at 47–48.
3
The effective dates of Rules 3501, 3502, 3520 and 3523 are not changed by this release and
remain as set forth in the Board's adopting release. Id.
4
Of course, the Commission's Rule 2-01 on auditor independence treats an auditor as not independent if it enters into a contingent fee arrangement with an audit client today. 17 C.F.R. § 210.2-01
(c)(5).
2
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prepare internal policies and procedures, train their employees to ensure compliance with the new requirements, and, if necessary, terminate or complete
any ongoing engagements covered by the rules in a professional manner.
*

*

*

On the 22nd day of November, in the year 2005, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/
J. Gordon Seymour
Acting Secretary
November 22, 2005

APPENDIX—
Technical Amendments to Ethics and Independence Rules Concerning Independence, Tax Services, and Contingent Fees
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Appendix
Amendments to Rules
[Underlining indicates an addition; strikethrough indicates a deletion.]

Rule 3502. Responsibility Not to Cause Knowingly or Recklessly
Contribute to Violations
A person associated with a registered public accounting firm shall not take
or omit to take an action knowing, or recklessly not knowing, that the act
or omission would directly and substantially contribute to a violation by that
registered public accounting firm of cause that registered public accounting
firm to violate the Act, the Rules of the Board, the provisions of the securities
laws relating to the preparation and issuance of audit reports and the obligations and liabilities of accountants with respect thereto, including the rules of
the Commission issued under the Act, or professional standards; due to an act
or omission the person knew, or was reckless in not knowing, would directly
and substantially contribute to such violation.

Rule 3522. Tax Transactions.
***
(b)

Aggressive Tax Position Transactions—that was initially recommended, directly or indirectly, by the registered public accounting firm and a significant purpose of which is tax avoidance, unless
the proposed tax treatment is at least more likely than not to be
allowable under applicable tax laws.
Note 1: With respect to transactions subject to the United States
tax laws, paragraph (b) of this rule includes, but is not limited to,
any transaction that is a listed transaction within the meaning of
26 C.F.R. §1.6011.1–4(b)(2).
***
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Observations on Auditors’ Implementation of
PCAOB Standards Relating to Auditors’
Responsibilities With Respect to Fraud
PCAOB Release No. 2007-001
January 22, 2007
This report focuses on aspects of the Board's interim auditing standards that
address the auditor's responsibility with respect to fraud, principally AU § 316,
Consideration of Fraud in a Financial Statement Audit.1 The Board is not, in
this report, changing or proposing to change any existing standard, nor is the
report meant to provide a new interpretation of any aspect of existing standards.
The Board has, however, identified certain observations, made in the course
of Board inspections, that are sufficiently important or arise with sufficient
frequency to warrant discussion in a public report, both for the purpose of
generally focusing auditors on being diligent about these matters and for the
purpose of providing information that audit committees may find useful in
working with auditors.2
The auditor's responsibility with respect to the detection of a material misstatement caused by fraud is an important focus of the Board. The Board's
standards state that the auditor has a responsibility to plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement, including misstatements caused by fraud.3
Although any financial statement audit entails some risk that the auditor will
not detect a material misstatement even when the audit has been conducted in
accordance with the standards of the PCAOB,4 the risk of nondetection is likely
to be higher for misstatements caused by fraud than for misstatements caused
by error, since fraud usually involves deliberate concealment and may involve
collusion with third parties. The auditor should, therefore, assess risks and apply procedures directed specifically to the detection of a material, fraudulent
misstatement of the financial statements.

1
On April 16, 2003, the Board adopted certain pre-existing auditing standards as its interim
auditing standards to be used on an initial, transitional basis. PCAOB Rule 3200T describes the
auditing standards that the Board adopted and requires registered public accounting firms and their
associated persons to comply with these auditing standards to the extent not superseded or amended
by the Board. See www.pcaobus.org/standards.
2
The inspection observations described in this report reflect information reported to the Board
by its inspection staff and do not reflect or constitute any determinations by the Board as to whether
any firms or persons have engaged in any conduct for which the Board could sanction them through
the Board's disciplinary process.
3
See paragraph .01 of AU §316, Consideration of Fraud in a Financial Statement Audit.
4
See AU § 316.12.
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Using observations from certain Board inspections as a focal point, this report
discusses aspects of procedures relevant to an auditor's consideration of fraud.5
The discussion is organized around the following topics:6

•
•
•
•
•
•

Auditor's Overall Approach to the Detection of Financial Fraud
Brainstorming Sessions and Fraud-Related Inquiries
Auditor's Response to Fraud Risk Factors
Financial Statement Misstatements
Risk of Management Override of Controls
Other Areas to Improve Fraud Detection

Auditor’s Overall Approach to the Detection
of Financial Fraud
The auditor is to make various judgments about the nature, timing, and extent
of tests to perform to address specifically identified risks of material misstatement due to fraud.7
PCAOB inspection teams have observed, however, that auditors often document
their consideration of fraud merely by checking off items on standard audit
programs and checklists. PCAOB standards require additional documentation
evidencing the actual performance of certain of the procedures outlined in those
programs and checklists.8
In addition, in audits performed by multi-person audit engagement teams, the
lack of such additional documentation makes it difficult for senior members
of the audit team to supervise engagement team members properly and to
review the procedures performed with respect to the consideration of fraud. In
certain instances involving such engagement teams, PCAOB inspection teams
have observed that engagement teams' documentation did not contain any such
additional evidence of the actual performance of the procedures, suggesting that
there may not be sufficient involvement of senior members in supervising and
reviewing the engagement team's application of the provisions of AU § 316.
In addition, PCAOB inspection teams have, in some cases, observed that auditors failed to expand audit procedures when addressing identified fraud risk
factors. In those cases, it appeared that auditors might be performing the procedures required in AU § 316 mechanically, without using those procedures to
develop insights on the risk of fraud or with a view toward identifying ways to
modify the audit plan in order to address the risk. If used properly, firm programs and checklists can be useful tools for achieving the objectives of AU §
316. Mechanical implementation of the standard is unlikely to be very effective
in detecting fraud.

5
Information received or prepared by the Board in connection with any inspection of a registered
public accounting firm is subject to certain confidentiality restrictions set out in Sections 104(g)(2) and
105(b)(5) of the Act. Under the Board's Rule 4010, the Board may publish summaries, compilations,
or general reports concerning the results of its various inspections, provided that no such published
report may identify the firm or firms to which any quality control criticisms in the report relate.
6
This report's focus on certain topics should not be understood to suggest any relatively lesser
degree of importance of topics that are not addressed. Topics are included in this report because of
the nature and frequency of deficiencies that Board inspectors have observed concerning these points
in certain of their inspections.
7
See AU § 316.52.
8
See AU § 316.83 and paragraph 6 of PCAOB Auditing Standard No. 3, Audit Documentation.
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Brainstorming Sessions and Fraud-Related Inquiries
The auditor's planning should include consideration of how the issuer's financial
statements might be susceptible to material misstatement due to fraud, how
management could perpetrate and conceal fraudulent financial reporting, and
how the issuer's assets could be misappropriated.9 In audits involving multiperson audit teams, the audit team should hold what the standard refers to as a
"brainstorming session" to discuss those issues. This discussion allows the audit
team to be alerted to how fraud might be perpetrated and concealed based on
the general and client-specific knowledge of key members of the audit team and
the expertise of the more experienced members of the team. This brainstorming
session also reinforces the concept that the detection of a material misstatement
in the financial statements caused by fraud is an essential element of an audit.
During this stage of planning the audit, AU § 316.15 states the auditor should
set "aside any prior beliefs the audit team members may have that management is honest and has integrity." The emphasis at this stage is on the issuer's
vulnerability to fraud, if management and employees were inclined to perpetrate it,10 and not solely on the likelihood that fraud has occurred. To be most
effective, this stage of planning the audit, including an audit team's brainstorming discussion, should occur during the early stages of audit planning so that
auditors can consider the issuer's vulnerability to fraud when developing an
overall strategy for the expected scope and conduct of the audit. To most effectively identify fraud risk factors, an audit team's brainstorming session should
involve key members of the audit team, including, for example, information
technology ("IT"), tax, and other specialists, when they are key members of the
audit engagement team.11
Despite the importance of this planning stage to an effective audit, PCAOB
inspection teams have noted instances of failures to comply with this aspect
of the standard. In particular, PCAOB inspectors have (1) identified audits in
which the audit team was unable to demonstrate that brainstorming sessions
were held; (2) identified audits in which the audit teams' brainstorming sessions
occurred after planning and after substantive fieldwork had begun; and (3)
identified audits in which key members of the audit team did not attend the
brainstorming sessions.
To appropriately discharge the auditor's responsibility with respect to the detection of a material misstatement caused by fraud, the auditor should make
inquiries of the audit committee, management, and others about their knowledge of alleged or suspected fraud and fraud risks within the organization.12
In some engagements, however, inspection teams have found no evidence in
the audit documentation that the auditor made required inquiries of the audit
committee, management, or others about their knowledge of fraud and fraud
risks.

Auditor’s Response to Fraud Risk Factors
Auditors respond to the assessment of the risks of material misstatement due
to fraud by using a combination of overall and specific responses.13 The auditor

9

See AU § 316.14.
See AU § 316.15.
11
See AU § 316.17.
12
See AU § 316.20–.27.
13
See AU § 316.48.
10
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should evaluate whether the fraud risk assessment can be linked to individual accounts or classes of transactions and related assertions.14 Linking in this
manner assists the auditor in designing the appropriate audit procedures.15
An overall response involves a general consideration of how the audit is to
be conducted and involves procedures such as modifying the assignment of
personnel and the extent of supervision and incorporating an element of unpredictability into the selection of auditing procedures to be performed.16 For
specifically identified risks of material misstatement due to fraud, such as significant related-party transactions not in the ordinary course of business, the
auditor generally responds by changing the nature, timing, and/or extent of
auditing procedures.17
PCAOB inspection teams have observed instances of auditors failing to respond
appropriately to identified fraud risk factors. Inspection teams also observed
instances in which auditors examined transactions warranting further fraud
risk consideration, but for which there was no evidence that the auditors had
considered any associated fraud risk factors.

Financial Statement Misstatements
When the auditor's procedures identify misstatements in the financial statements, the auditor should document the nature and effect of the misstatements18 and consider whether the misstatements might be indicative of fraud.19
The auditor's evaluation of misstatements may influence the auditor's conclusion about the materiality of those misstatements.20 Qualitative considerations
related to indications of fraud may mean that misstatements of relatively small
amounts are material.21 Although intent might be difficult to ascertain, that
difficulty does not relieve the auditor of the responsibility to consider whether
misstatements might be indicative of fraud.22 In addition, the auditor's ongoing assessment of the risk of material misstatement due to fraud should take
into account, among other things, any last-minute adjustments significantly
affecting financial results.23
PCAOB inspectors noted instances in which auditors failed to properly calculate
planning materiality and/or the threshold for posting proposed audit adjustments to a summary schedule. As a result, certain uncorrected misstatements
were not evaluated, or were not evaluated appropriately, both individually and
in the aggregate, with other misstatements because the summary schedule was
incomplete. The inspection teams also observed that some auditors did not fulfill
their responsibility to investigate identified departures from generally accepted
accounting principles to determine whether such departures were indicative of
fraud.
In addition, PCAOB inspectors noted instances in which auditors did not post all
proposed audit adjustments in excess of the posting threshold to the summary
14
15
16
17
18
19
20
21
22
23

See AU § 316.38.
Ibid.
See AU § 316.50.
See AU § 316.52.
See paragraph .40 of AU § 312, Audit Risk and Materiality in Conducting an Audit.
See AU § 316.75.
Ibid.
See AU § 316.74–.75.
See AU § 316.05–.12.
See AU § 316.68.
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schedule, thus rendering the summary incomplete. Inspectors also noted instances in which auditors had netted the effects of known misstatements that
individually met the posting threshold. The net effect of those particular misstatements was lower than the posting threshold for the summary of unadjusted
differences. As a result, those misstatements were improperly excluded from
the evaluation of potential misstatements. Furthermore, inspection teams observed that some auditors did not adequately scrutinize late adjustments, significantly affecting financial results, that were proposed by management and
that partially or completely offset adjustments previously proposed by the auditors.

Risk of Management Override of Controls
AU § 316.08 recognizes that "[m]anagement has a unique ability to perpetrate
fraud because it frequently is in a position to directly or indirectly manipulate
accounting records and to present fraudulent financial information. Fraudulent
financial reporting often involves management override of controls that otherwise may appear to be operating effectively." To address the risk of management
override of controls, AU § 316 requires an auditor to perform certain procedures,
such as the examination of journal entries and other adjustments for evidence
of possible material misstatements due to fraud24 and the review of accounting
estimates for biases that similarly could result in material misstatements due
to fraud.25
PCAOB inspection teams noted instances in which it did not appear that the
auditor had performed adequate procedures with respect to evaluating the
risk of management override of controls. More specifically, in some instances it
did not appear that the auditor had appropriately addressed the risk of management override of controls with respect to journal entries and accounting
estimates.

Journal Entries
Management has often used journal entries to perpetrate or conceal fraudulent financial reporting by recording inappropriate or unauthorized amounts in
the accounting records, including computer records, or by making adjustments
directly to draft financial statements in post-closing or consolidating entries.
Accordingly, auditors should understand the company's financial reporting process and the controls over journal entries and evaluate these areas.26
To identify, select, and test specific entries and other adjustments and to determine the appropriate method of examining the underlying support for these
entries, auditors should consider several important issues, for example:

24
25
26

•

Fraud risk factors that might help identify specific classes of journal entries for testing, such as entries made by unauthorized personnel or personnel who do not ordinarily enter journal entries, or
entries that lack detailed explanations or other supporting documentation,

•

The characteristics of fraudulent entries, including entries made
at unusual times, such as nights, weekends, or holidays, and entries made to intercompany or suspense accounts, and

See AU § 316.58.
See AU § 316.63.
See AU § 316.58a.
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•

Nonstandard journal entries that might not be subjected to the
same level of internal control as recurring journal entries, for instance, entries at the close of quarterly and annual reporting periods and those that are part of the post-closing process.27

PCAOB inspection teams identified certain audit engagements in which auditors performed tests of journal entries, but failed to demonstrate that they had
appropriately assessed the completeness and integrity of the population of journal entries obtained from the issuer. The inspection teams also noted instances
in which there was no evidence in the audit documentation, and no persuasive other evidence, that an appropriate examination and evaluation of journal
entries was performed. In addition, inspection teams noted the exclusion of
journal entries with lower dollar amounts from the examination. Setting the
scope in such a manner fails to appropriately address the risk of fraud occurring
as a result of the frequent use of low-dollar entries.
In reviewing journal entries, auditors should obtain an understanding of the
financial reporting process related to the initiation, recording, and processing
of journal entries;28 the procedures used to record recurring and nonrecurring
adjustments; and the controls over journal entries and similar adjustments. Auditors might need to use IT specialists and computer-assisted audit techniques
to assist them in this process to ensure the integrity and completeness of the
population of journal entries and to assist in the selection of journal entries for
testing.29

Accounting Estimates
Fraudulent financial reporting often is accomplished through intentional misstatement of accounting estimates.30 Financial frauds have been committed by
management intentionally biasing assumptions and judgments used to estimate account balances. In certain cases, management also has used significant
or unusual accounting estimates to intentionally distort results of operations
by, for example, failing to recognize losses due to the impairment of assets or
intentionally overstating estimates in one period so that the estimates can be
reversed in future periods to manage earnings in those periods. Such accounting estimates include allowances for bad debts, accruals for merger-related expenses in connection with business combinations, and so-called restructuring
reserves.
Auditors, in complying with AU § 316, should consider the possibility of management bias in developing estimates by considering whether the differences
between the estimates best supported by the audit evidence and the estimates
included in the financial statements indicate a possible management bias.31
For example, if each individual accounting estimate included in the financial
statements was reasonable and, at the same time, the effect of the difference
between each management estimate and the estimate best supported by the
audit evidence was to increase income, the auditor should reconsider the estimates taken as a whole.32 Moreover, auditors should perform a retrospective

27
28
29
30
31
32

See AU § 316.61.
See AU § 316.58–.59 and .61.
See AU § 316.61.
See AU § 316.63.
Ibid.
See AU § 312.36.
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review of significant accounting estimates reflected in the prior year's financial
statements to determine whether management's judgments and assumptions
relating to estimates indicate a possible bias on the part of management.33 If
the auditor identifies a possible bias, he or she should evaluate whether the
circumstances producing such a bias represent a risk of material misstatement
due to fraud.34
PCAOB inspection teams observed that some auditors have failed to test, or
failed to document their testing of, management's assumptions and other aspects of issuers' accounting estimates. The inspection teams also noted that
some auditors failed to assess, or failed to include in their audit documentation
evidence that they had assessed, whether the overstatement or understatement
of accounting estimates indicated a bias in management's estimates that could
result in material misstatements due to fraud.

Other Areas to Improve Fraud Detection
Improvement in auditors' performance in the areas described below also may
better position auditors to detect possible misstatements due to fraud.35

Analytical Procedures
Although analytical procedures alone are not well-suited for detecting fraud,36
they can be an effective diagnostic tool, depending on the reliability of the data
used to develop the expected results. For example, auditors can use analytical procedures on information that management is less able or less likely to
manipulate, such as operating statistics maintained by operating personnel or
audited information.
PCAOB inspection teams have noted numerous deficiencies in auditors' performance of analytical procedures that were intended to be substantive analytical
procedures. These deficiencies include the failure to test the underlying data
used in the analytical procedures as well as the failure to disaggregate the data
in order to improve the precision of the analytical procedures when such disaggregation was appropriate. In addition, inspection teams noted that, when
the analytical procedures were intended to be substantive tests, some auditors
failed to establish expectations, establish thresholds for identifying significant
differences, or investigate differences from the expectations that were greater
than the established thresholds. Moreover, some auditors failed to obtain corroboration of management's explanations for differences in excess of the established thresholds.

33

See AU § 316.64.
See AU § 316.65.
35
Each of the areas described in this section has significant relevance to aspects of an audit other
than an auditor's responsibilities with respect to fraud. The discussion of any inspection observations
in this section should not be understood to mean that any observed deficiencies in these areas have
been addressed with the particular firm specifically in relation to detection of fraud. These matters
are included in this report because appropriate attention to these areas may play a role in helping
the auditor detect material misstatements caused by fraud.
36
See paragraph .09 of AU §329, Analytical Procedures, as amended by the Conforming Amendments to PCAOB Interim Standards Resulting From the Adoption of PCAOB Auditing Standard No. 2,
"An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements."
34
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Confirmation Process
AU § 316.41 states that auditors ordinarily should presume that revenue recognition is a fraud risk, thus requiring the auditor to respond with appropriate
audit procedures. Numerous financial frauds have been perpetrated by management through premature or fictitious revenue recognition schemes.
The recognition of fictitious revenue often results in complementary false and
uncollectible receivables. Historically, one of the most widely used substantive tests for determining the existence of receivables and similar assets and,
perhaps, for detecting revenue-related fraud as a result, has been direct communication by the auditor with the issuer's customers and others. That audit
procedure is based on the premise that audit evidence obtained from third parties will provide the auditor with higher quality audit evidence than is typically
available from within the entity.37
PCAOB auditing standards permit the use of either positive or negative confirmation requests.38 With positive confirmation requests, audit evidence is obtained when the auditor receives completed confirmations from the issuer's
customers or other intended recipients39 or, in the absence of such responses,
when the auditor performs alternative procedures, such as the examination
of shipping documents and cash receipts.40 (Recipients of negative confirmations are requested to respond only if they disagree with the stated information.) The interim auditing standards caution auditors to use negative confirmations only when certain conditions are present, one of which is that the
combined assessed level of inherent and control risk is low.41 When auditors do
not request confirmation of accounts receivable or do not receive responses
to positive confirmation requests, they should apply alternative procedures
to obtain the evidence necessary to reduce audit risk to an acceptably low
level.
PCAOB inspection teams have identified instances in which auditors who had
not requested confirmations of account balances or had not received responses
to positive confirmation requests either failed to obtain, or failed to include
evidence in their audit documentation that they had obtained, sufficient other
evidence regarding the existence of accounts receivable balances.

Roll-Forward of Interim Substantive Testing
Auditors usually perform some of their audit work as of an interim date. Interim audit procedures may include confirmation of accounts receivable and
observation of physical inventories. PCAOB auditing standards allow auditors
to apply substantive tests to the details of asset or liability accounts as of an
interim date if additional substantive tests can be designed to cover the remaining period to provide a reasonable basis for extending the audit conclusions at
the interim date to the balance sheet date.42

37
38
39
40
41
42

See paragraph .34 of AU §330, The Confirmation Process.
See AU § 330.17.
See AU § 330.18.
See AU § 330.31–.32.
See AU § 330.20.
See paragraph .03 of AU § 313, Substantive Tests Prior to the Balance Sheet Date.
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Interim audit work creates a somewhat higher risk that the auditor will not detect fraud because management may record fraudulent transactions in this rollforward period, believing that the auditors will be less likely to detect them. The
auditing standards caution auditors that such interim audit procedures potentially increase the risk that misstatements that exist at the balance sheet date
will not be detected by the auditor. Furthermore, audit risk tends to increase
as the period from the interim date to the balance-sheet date is lengthened.43
Therefore, in determining audit procedures to be performed from the interim
date to the balance-sheet date, auditors should consider the following factors:
the length of the period between the interim and balance-sheet dates; any
changes in controls; the nature and volume of transactions during this period;
the comparability of the items comprising the account balance at the interim
and balance-sheet dates; and any misstatements detected as a result of the
interim procedures.44
PCAOB inspection teams have observed that some auditors failed to perform, or
failed to include evidence in their audit documentation that they had performed,
adequate substantive roll-forward procedures to cover the activity from the
interim date to the balance sheet date.

Review of Interim Financial Information
Financial frauds, including revenue and expense recognition schemes, often
originate with the manipulation of quarterly earnings. The SEC requires the
auditor to review the issuer's interim financial information before the company files its quarterly report on Form 10-Q or Form 10-QSB with the SEC
for each of the first three quarters of the company's fiscal year. In addition,
certain issuers, pursuant to item 302(a) of Regulation S-K, are required to include selected quarterly financial data in their annual (and certain other) filings
with the SEC. Thus, a review of a company's interim financial information is
required for the fourth quarter for those issuers, even though the company
does not file a report on Form 10-Q or Form 10-QSB for that quarter. PCAOB
inspection teams observed, in some instances, that auditors had failed to perform, or failed to include evidence in their audit documentation that they had
performed, sufficient procedures with respect to the review of fourth-quarter
financial information for those issuers that were required to disclose selected
quarterly financial data.
***
The particular inspection observations described in this report gave rise to
quality control concerns that were communicated to the firms at which the
deficiencies were identified. By law, those quality control criticisms are not made
public with respect to any particular firm if the firm addresses the criticism to
the Board's satisfaction within 12 months after the issuance of the inspection
report on the firm.45 No later than the conclusion of this 12-month period, a
firm that seeks to keep such criticisms nonpublic must provide the Board with
explanation and evidence, which the Board evaluates, concerning how the firm

43
44
45

Ibid.
See AU § 313.04–.07.
See Section 104(g)(2) of the Sarbanes-Oxley Act of 2002.
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has addressed the criticisms.46 To date, the Board's initial experience with the
remediation process has been very positive;47 the Board will continue to monitor
the firms' progress in this important area.

46
See generally, PCAOB Release 104-2006-077 (March 21, 2006), The Process for Board Determinations Regarding Firms' Efforts to Address Quality Control Criticisms In Inspection Reports.
47
See PCAOB Release 104-2006-078 (March 21, 2006), Observations on the Initial Implementation of the Process for Addressing Quality Control Criticisms Within 12 Months After An Inspection
Report.
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Summary
After public comment, the Public Company Accounting Oversight Board is
adopting Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, as well
as an independence rule and conforming amendments to the Board's auditing
standards.

Board Contact
Sharon Virag, Associate Chief Auditor (202/207-9164)
******

1. Introduction
In 2002, Congress passed the Sarbanes-Oxley Act (the "Act"), which, among
other things, established new provisions related to internal control over financial reporting. Section 404 of the Act requires company management to assess
and report on the effectiveness of the company's internal control. It also requires a company's independent auditor, registered with the Public Company
Accounting Oversight Board ("PCAOB" or "Board"), to attest to management's
disclosures regarding the effectiveness of its internal control. As directed by
Sections 103 and 404 of the Act, the Board established a standard to govern
the newly required audit by adopting Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an
Audit of Financial Statements ("Auditing Standard No. 2").1 The Securities and
Exchange Commission ("Commission" or "SEC") approved Auditing Standard
No. 2 on June 17, 2004.2

1
2

See PCAOB Release No. 2004-001 (March 9, 2004).
See Securities Exchange Act Release No. 49884 (June 17, 2004).
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Since Auditing Standard No. 2 became effective, the Board has closely monitored the progress registered firms have made in implementing its requirements. The PCAOB's monitoring has included gathering information during
inspections of registered public accounting firms; participating, along with the
SEC, in two roundtable discussions with representatives of issuers, auditors,
investor groups, and others; meeting with its Standing Advisory Group; receiving feedback from participants in the Board's Forums on Auditing in the
Small Business Environment; and reviewing academic, government, and other
reports and studies.
As a result of this monitoring, two basic propositions emerged.3 First, the audit
of internal control over financial reporting has produced significant benefits,
including an enhanced focus on corporate governance and controls and higher
quality financial reporting. Second, these benefits have come at a significant
cost. Costs have been greater than expected and, at times, the related effort
has appeared greater than necessary to conduct an effective audit of internal
control over financial reporting.
As part of a four-point plan to improve implementation of the internal control
requirements, the Board determined to amend Auditing Standard No. 2.4 On
December 19, 2006, the Board proposed for comment a new standard on auditing internal control, An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements, that would replace
Auditing Standard No. 2. The Board also proposed a related auditing standard,
Considering and Using the Work of Others in an Audit, an independence rule
relating to the auditor's provision of internal control-related non-audit services,
and conforming amendments to its auditing standards.5
The Board issued these proposals with the primary objectives of focusing auditors on the most important matters in the audit of internal control over financial
reporting and eliminating procedures that the Board believes are unnecessary
to an effective audit of internal control. The proposals were designed to both
increase the likelihood that material weaknesses in companies' internal control
will be found before they cause material misstatement of the financial statements and steer the auditor away from procedures that are not necessary to
achieve the intended benefits. The Board also sought to make the internal control audit more clearly scalable for smaller and less complex public companies
and to make the text of the standard easier to understand. In formulating these
proposals, the Board re-evaluated every significant aspect of Auditing Standard
No. 2.
The Board received 175 comment letters on its proposals. The Board also discussed the proposals with its Standing Advisory Group on February 22, 2007.6
A large majority of commenters were generally supportive of the Board's proposals, particularly the top-down, risk-based approach and focus on the most
3
See Proposed Auditing Standard: An Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements and Related Other Proposals, PCAOB Release
No. 2006-007 (Dec. 19, 2006).
4
See PCAOB Press Release, "Board Announces Four-Point Plan to Improve Implementation of
Internal Control Reporting Requirements" (May 17, 2006). The other aspects of the plan are: (1)
reinforcing auditor efficiency through PCAOB inspections; (2) developing or facilitating development
of implementation guidance for auditors of smaller public companies; and (3) continuing PCAOB
Forums on Auditing in the Small Business Environment.
5
Proposed Auditing Standard: An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements and Related Other Proposals, PCAOB Release No.
2006-007 (Dec. 19, 2006).
6
A transcript of the portion of the meeting that related to the proposals and an archived web
cast of the entire meeting are available on the Board's Web site at http://pcaobus.org/News/Events/
Documents/02222007_SAGMeeting/SAG_Transcript.pdf.
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important matters. Based on the comments received, the Board believes that
the proposal achieves, in large part, the objectives the Board set out when
deciding to amend Auditing Standard No. 2. Many commenters also offered
suggestions to improve the final standard, which the Board has carefully analyzed.
In considering the comments received and formulating a final standard, the
Board closely coordinated its work with the SEC, which proposed guidance for
management on evaluating internal control at the same time that the Board
issued its proposals.7 In addition to its role in implementing Section 404(a) of
the Act, the SEC must approve new PCAOB auditing standards before they can
become effective.8 On April 4, 2007, the Commission held a public meeting to
discuss the Board's proposals and the coordination of those proposals with the
Commission's proposed management guidance. At the meeting, the SEC staff
provided the Commission its analysis of the public comments on the PCAOB's
proposal and the proposed management guidance. The Commission endorsed
the recommendations of its staff and directed its staff to focus its remaining
work in four areas:

•

"Aligning the PCAOB's new auditing standard ... with the SEC's
proposed new management guidance under Section 404, particularly with regard to prescriptive requirements, definitions, and
terms";

•

"Scaling the 404 audit to account for the particular facts and circumstances of companies, particularly smaller companies";

•

"Encouraging auditors to use professional judgment in the 404
process, particularly in using risk-assessment"; and

•

"Following a principles-based approach to determining when and
to what extent the auditor can use the work of others."9

After careful consideration of the comments it received and the input from
the SEC, the Board has refined its proposals to provide additional clarity and
further help auditors to focus on the most important matters. The Board has
decided to adopt the revised standard on auditing internal control as Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements ("Auditing Standard No. 5"),
to supersede Auditing Standard No. 2. The Board has also decided to adopt the
independence rule and conforming amendments to the auditing standards.10

2. Notable Areas of Change in the Final Standard
As stated above, the Board believes that the changes made to the proposal reflect
refinements, rather than significant shifts in approach. This section describes
the areas of change to the proposals that are most notable. Appendix 4 contains
additional discussion of comments received on the proposals and the Board's
response.

7

See Securities Exchange Act Release No. 54976 (Dec. 20, 2006).
See Section 107 of the Act.
9
See SEC Press Release, "SEC Commissioners Endorse Improved Sarbanes-Oxley Implementation To Ease Smaller Company Burdens, Focusing Effort On 'What Truly Matters'" (Apr. 4, 2007).
10
As discussed below, the Board has determined not to adopt the proposed auditing standard on
considering and using the work of others.
8
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A. Alignment with management guidance
On December 20, 2006, the SEC issued proposed guidance to help management
evaluate internal control for purposes of its annual assessment. In formulating
a new standard on auditing internal control, the Board sought to describe an
audit process that would be coordinated with management's evaluation process.
Many commenters suggested, however, that the SEC's management guidance
and the Board's standard should be more closely aligned.
After considering the comments in this area, the Board has decided to make
changes that will improve the coordination between the SEC's management
guidance and the Board's standard. In doing so, the Board has been mindful
of the inherent differences in the roles of management and the auditor. Management's daily involvement with its internal control system provides it with
knowledge and information that may influence its judgments about how best
to evaluate internal control and the sufficiency of the evidence it needs for its
annual assessment. Management also should be able to rely on self-assessment
and, more generally, the monitoring component of internal control, provided the
monitoring component is properly designed and operates effectively.
The auditor is required to provide an independent opinion on the effectiveness
of the company's internal control over financial reporting. The auditor does not
have the familiarity with the company's controls that management has and does
not interact with or observe these controls with the same frequency as management. Therefore, the auditor cannot obtain sufficient evidence to support an
opinion on the effectiveness of internal control based solely on observation of or
interaction with the company's controls. Rather, the auditor needs to perform
procedures such as inquiry, observation, and inspection of documents, or walkthroughs, which consist of a combination of those procedures, in order to fully
understand and identify the likely sources of potential misstatements, while
management might be aware of those risk areas on an on-going basis.
The Board believes, however, that the general concepts necessary to an understanding of internal control should be described in the same way in the Board's
standard and in the SEC's guidance. Accordingly, the Board has decided to use
the same definition of material weakness in its standard that the SEC uses
in its final management guidance and related rules. In addition, the Board is
adopting the definition of significant deficiencies that the SEC has proposed.
The final standard and final management guidance also describe the same indicators of a material weakness. In addition, as described more fully below, the
final standard on auditing internal control uses the term "entity-level controls"
instead of "company-level controls," which was used in the proposed standard,
in order to use the same term as the SEC uses in its final management guidance.11 Auditing Standard No. 5's discussion of the effect of these controls is
also consistent with the discussion of the same topic in the SEC's final guidance.

B. The top-down approach
The proposed standard on auditing internal control was structured around the
top-down approach to identifying the most important controls to test. This approach follows the same principles that apply to the financial statement audit—
the auditor determines the areas of focus through the identification of significant accounts and disclosures and relevant assertions. Under the proposed

11
These terms were used interchangeably in the proposed standard and SEC's proposed management guidance and, for these purposes, they mean the same thing. See Securities Exchange Act
Release No. 54976 (Dec. 20, 2006), at 12 fn. 29.
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standard, the auditor would specifically identify major classes of transactions
and significant processes before identifying the controls to test.
In response to comments about the level of detail in the requirements of the proposed standard, the Board has reconsidered whether the final standard should
include the identification of major classes of transactions and significant processes as a specifically required step in the top-down approach. As a practical
matter, the auditor will generally need to understand the company's processes
to appropriately identify the correct controls to test. The Board believes, however, that specific requirements directing the auditor how to obtain that understanding are unnecessary and could contribute to a "checklist approach"
to compliance, particularly for auditors who have a long-standing familiarity
with the company. Accordingly, the Board has removed the requirements to
identify major classes of transactions and significant processes from the final
standard. While this should allow auditors to apply more professional judgment
as they work through the top-down approach, the end point is the same as in
the proposed standard—the requirement to test those controls that address the
assessed risk of misstatement to each relevant assertion.12

C. Emphasis on fraud controls
The proposed standard on auditing internal control discussed fraud controls
and the auditor's procedures related to these controls among the testing concepts included near the end of the standard. Commenters suggested that the
placement of the discussion, or the lack of specificity regarding the controls that
should be deemed fraud controls, failed to properly emphasize these controls
or provide auditors with sufficient direction on how to test fraud controls. In
response, the Board has made several changes in the final standard.
First, the discussion of fraud risk and anti-fraud controls has been moved closer
to the beginning of the standard to emphasize to auditors the relative importance of these matters in assessing risk throughout the top-down approach.13
Incorporating the auditor's fraud risk assessment—required in the financial
statement audit—into the auditor's planning process for the audit of internal
control should promote audit quality as well as better integration. While internal control cannot provide absolute assurance that fraud will be prevented or
detected, these controls should help to reduce instances of fraud, and, therefore,
a concerted focus on fraud controls in the internal control audit should enhance
investor protection. Second, management fraud has also been identified in the
final standard as an area of higher risk; accordingly, the auditor should focus
more of his or her attention on this area.14 Finally, the standard, as adopted,
provides additional guidance on the types of controls that might address fraud
risk.15

D. Entity-level controls
The proposed standard on auditing internal control emphasized entity-level
controls because of their importance both to the auditor's ability to appropriately tailor the audit through a top-down approach—specifically by identifying and testing the most important controls—and to effective internal control. Additionally, the proposed standard emphasized that these controls might,
12
13
14
15

See paragraph 21.
See paragraphs 14 and 15.
See paragraph 11.
See paragraph 14.
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depending on the circumstances, allow the auditor to reduce the testing of controls at the process level. Commenters suggested that the proposed standard
did not provide enough direction on how entity-level controls can significantly
reduce testing, and some suggested that controls that operate at the level of precision necessary to do so are uncommon. Many commenters suggested incorporating in the final standard the discussion of direct versus indirect entity-level
controls that was included in the SEC's proposed management guidance.
The Board continues to believe that entity-level controls, depending on how they
are designed and operate, can reduce the testing of other controls related to a
relevant assertion. This is either because the entity-level control sufficiently
addresses the risk related to the relevant assertion, or because the entity-level
controls provide some assurance so that the testing of other controls related to
that assertion can be reduced. In response to comments and in order to clarify
these concepts, the Board included in the final standard a discussion of three
broad categories of entity-level controls, which vary in nature and precision,
along with an explanation of how each category might have a different effect
on the performance of tests of other controls.16
The final standard explains that some controls, such as certain control environment controls, have an important, but indirect effect, on the likelihood that
a misstatement will be detected or prevented on a timely basis. These controls
might affect the other controls the auditor selects for testing and the nature,
timing, and extent of procedures the auditor performs on other controls.
The final standard explains that other entity-level controls may not operate
at the level of precision necessary to eliminate the need for testing of other
controls, but can reduce the required level of testing of other controls, sometimes substantially. This is because the auditor obtains some of the supporting
evidence related to a control from an entity-level control and the remaining
necessary evidence from the testing of the control at the process level. Controls
that monitor the operation of other controls are the best example of these types
of controls. These monitoring controls help provide assurance that the controls
that address a particular risk are effective and, therefore, they can provide
some evidence about the effectiveness of those lower-level controls, reducing
the testing of those controls that otherwise would be necessary.
Lastly, the final standard explains that some entity-level controls might operate at a level of precision that, without the need for other controls, sufficiently
addresses the risk of misstatement to a relevant assertion. If a control sufficiently addresses the risk in this manner, the auditor does not need to test other
controls related to that risk.

E. Walkthroughs
The proposed standard on auditing internal control would have required auditors to perform a walkthrough of each significant process each year. This proposed requirement represented a change from Auditing Standard No. 2, which
required a walkthrough of each major class of transactions within a significant
process. Commenters were split on the question of whether the re-calibration
from major class of transactions to significant process in the proposed standard
would result in a reduction of effort. Some issuers and auditors suggested that
walkthroughs are already being performed on significant processes, while other
16
See paragraph 23. The Board believes that expertise of auditors and companies in the area of
entity-level controls will continue to evolve. For example, the Committee of Sponsoring Organizations
of the Treadway Commission has begun a project on the monitoring component of internal control
that may provide some guidance in this area.
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issuers and auditors commented that this proposed requirement would make a
difference. A few commenters suggested that a walkthrough of each significant
process was insufficient and would negatively affect audit quality, but many
others stated that walkthroughs should not be required at all.
In evaluating these comments, the Board focused principally on the objectives
it believes are achieved through a properly performed walkthrough. The Board
firmly believes that those objectives should be met for the auditor to verify
that he or she has a sufficient understanding of the points within the processes
where misstatements could occur and to properly identify the controls to test.17
Procedures that fulfill those objectives also play an important role in the evaluation of the effectiveness of the design of the controls. The Board believes
that, in some instances, the requirement to perform a walkthrough may have
overshadowed the objectives it was meant to achieve. This may have resulted
in some walkthroughs being performed to meet the requirement but failing to
achieve the intended purpose. The final standard, therefore, focuses specifically
on achieving certain important objectives, and the performance requirement is
based on fulfilling those objectives as they relate to the understanding of likely
sources of misstatement and the selection of controls to test.18 While a walkthrough will frequently be the best way of attaining these goals, the auditor's
focus should be on the objectives, not on the mechanics of the walkthrough.
In some cases, other procedures may be equally or more effective means of
achieving them.

F. Evaluation and communication of deficiencies
The proposed standard on auditing internal control required the auditor to
evaluate the severity of identified control deficiencies to determine whether
they are significant deficiencies or material weaknesses. It then required the
auditor to communicate, in writing, to management and the audit committee
all significant deficiencies and material weaknesses identified during the audit.
The proposed standard defined "significant deficiency" as "a control deficiency,
or combination of control deficiencies, such that there is a reasonable possibility
that a significant misstatement of the company's annual or interim financial
statements will not be prevented or detected." The term "significant misstatement" was defined, in turn, to mean "a misstatement that is less than material
yet important enough to merit attention by those responsible for oversight of
the company's financial reporting."
Commenters generally supported the proposed definition of the term "significant misstatement," though some were concerned that it was too subjective.
Other commenters questioned whether the standard should include a definition
of significant deficiency and a requirement to communicate significant deficiencies to the audit committee. At least one commenter suggested that the term
be removed from the standard.
After considering these comments, the Board has determined to make changes
to the definition of significant deficiency and related requirements.19 The Board
continues to believe that the standard should require auditors to provide
17

See paragraph 34, which describes these objectives.
See paragraph 34.
19
The Board also made minor changes to the definition of material weakness in order to use the
same definition in the SEC's management guidance and related rule. In the final standard, material
weakness is defined as "a deficiency, or a combination of deficiencies, in internal control over financial
reporting, such that there is a reasonable possibility that a material misstatement of the company's
annual or interim financial statements will not be prevented or detected on a timely basis."
18
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relevant information about important control deficiencies—even those less severe than a material weakness—to management and to the audit committee.
The final standard, therefore, requires the auditor to consider and communicate any identified significant deficiencies to the audit committee. In order to
emphasize that the auditor need not scope the audit to identify all significant
deficiencies, however, the Board placed these provisions in the section of the
final standard that describes communications requirements.20
The relatively minor changes that the Board made to the definition of significant deficiency are also intended to focus the auditor on the communication
requirement and away from scoping issues. The final definition is based on the
proposed definition of "significant misstatement," which commenters generally
supported, and is aligned with the SEC's proposed definition of the same term.
Under the final standard, a significant deficiency is "a deficiency, or a combination of deficiencies, in internal control over financial reporting that is less
severe than a material weakness yet important enough to merit attention by
those responsible for oversight of the company's financial reporting."

G. Scaling the audit
The proposed standard on auditing internal control indicated that a company's
size and complexity are important considerations and that the procedures an
auditor should perform depend upon where along the size and complexity continuum a company falls. The proposed standard included a section on scaling
the audit for smaller, less complex companies and would have required auditors
to evaluate and document the effect of the company's size and complexity on
the audit. This documentation requirement applied to audits of companies of
all sizes. The proposed standard also included a list of the attributes of smaller,
less complex companies and a description of how the auditor might tailor his
or her procedures when these attributes are present. In general, commenters
were supportive of the proposed standard's general approach to scalability, but
had several recommendations for change.
Some commenters suggested that scalability should not be covered as a standalone discussion applicable only to smaller companies and that other companies, regardless of size, might have areas that are less complex. The Board
agrees that the direction on scaling will be most effective if it is a natural extension of the risk-based approach and applicable to all companies. Consequently,
the Board shortened the separate section on "scaling the audit," and incorporated a discussion of scaling concepts, similar to what was proposed, throughout
the final standard. Specifically, notes to relevant paragraphs describe how to
tailor the audit to the particular circumstances of a smaller, less complex company or unit. The Board also retained the list of attributes of smaller, less complex companies and acknowledged that, even within larger companies, some
business units or processes may be less complex than others. Discussion of
these attributes has been incorporated in the section on the auditor's planning
procedures in the final standard.21 As described in the proposing release, the

20
See paragraph 80. The final standard also includes the proposed requirement for the auditor
to communicate, in writing, to management, all deficiencies in internal control identified during the
audit and inform the audit committee when such a communication has been made, and the proposed
requirement to inform, when applicable, the board of directors of the auditor's conclusion that the
audit committee's oversight is ineffective. See paragraphs 79 and 81. Some commenters believed
that the requirement to communicate all identified deficiencies to management would result in an
unnecessary administrative exercise. The Board continues to believe, however, that auditors should
provide information about identified control deficiencies to management.
21
See paragraph 9.
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provisions on scalability in the final standard will form the basis for guidance
on auditing internal control in smaller companies to be issued this year.
Several commenters, mostly auditors, suggested that the performance requirements that applied to all companies, including large, complex companies,
would lead to unnecessary and costly documentation requirements. These commenters were particularly concerned about the requirement to document the
effects of size and complexity on all aspects of the audit, even if a particular
engagement could not be tailored as a result of these factors. After considering
these comments, the Board agreed that this documentation requirement is not
necessary to promote audit quality and, therefore, has not included it in the
final standard.

H. Use of the work of others in an integrated audit
At the time the Board proposed Auditing Standard No. 5 for public comment,
the Board also proposed an auditing standard entitled Considering and Using
the Work of Others in an Audit that would have superseded the Board's interim standard AU sec. 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements ("AU sec. 322"), and replaced the
direction on using the work of others in an audit of internal control in Auditing
Standard No. 2. As discussed in the proposing release, the Board had several
objectives in proposing this standard. The first was to better integrate the financial statement audit and the audit of internal control by having only one
framework for using the work of others in both audits. Additionally, the Board
wanted to encourage auditors to use the work of others to a greater extent when
the work is performed by sufficiently competent and objective persons. Among
other things, under the proposed standard, auditors would have been able to
use the work of sufficiently competent and objective company personnel—not
just internal auditors—and third parties working under the direction of management or the audit committee for purposes of the financial statement audit
as well as the audit of internal control.
The Board received numerous comments on the proposed standard on using the
work of others. Commenters generally indicated support for a single framework
regarding the auditor's use of the work of others in an integrated audit. Some,
however, suggested retaining existing AU sec. 322 as the basis for that single
framework. They expressed the view that the objective of removing barriers to
integration and using the work of others to the fullest extent appropriate could
be achieved by retaining AU sec. 322 and going forward with the proposed
removal of the "principal evidence" provision. At the same time, some other
commenters suggested that the proposed standard did not go far enough in
encouraging auditors to use the work of others.
After considering these comments, the Board continues to believe that a single
framework for the auditor's use of the work of others is preferable to separate frameworks for the audit of internal control and the audit of financial
statements. The factors used to determine whether and to what extent it is
appropriate to use the work of others should be the same for both audits. At
the same time, the Board agreed with those commenters who suggested that
better integration of the audits could be achieved without replacing the existing
auditing standard. The Board therefore has decided to retain AU sec. 322 for
both audits and incorporate language into Auditing Standard No. 5 that establishes these integration concepts rather than adopt the proposed standard on
considering and using the work of others.
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Consistent with the proposal, however, Auditing Standard No. 5 allows the
auditor to use the work of others to obtain evidence about the design and operating effectiveness of controls and eliminates the principal evidence provision.
Recognizing that issuers might employ personnel other than internal auditors
to perform activities relevant to management's assessment of internal control
over financial reporting, the final standard allows the auditor to use the work
of company personnel other than internal auditors, as well as third parties
working under the direction of management or the audit committee.22
In line with the overall risk-based approach to the audit of internal control over
financial reporting, the extent to which the auditor may use the work of others
depends, in part, on the risk associated with the control being tested. As the risk
decreases, so does the need for the auditor to perform the work him or herself.
The impact of the work of others on the auditor's work also depends on the
relationship between the risk and the competence and objectivity of those who
performed the work. As the risk decreases, the necessary level of competence
and objectivity decreases as well.23 Likewise, in higher risk areas (for example,
controls that address specific fraud risks), use of the work of others would be
limited, if it could be used at all.
Finally, the Board understands that some of the work performed by others for
the purposes of management's assessment of internal controls can be relevant
to the audit of financial statements. Therefore, in an integrated audit, the final
standard allows the auditor to use the work of these sufficiently competent and
objective others—not just internal auditors—to obtain evidence supporting the
auditor's assessment of control risk for purposes of the audit of financial statements.24 The Board believes that this provision will promote better integration
of the audit of internal control with the audit of financial statements.

3. Rule 3525—Audit Committee Pre-Approval of
Non-Audit Services Related to Internal Control Over
Financial Reporting
The Board also proposed a new rule related to the auditor's responsibilities
when seeking audit committee pre-approval of internal control related nonaudit services. As proposed, the rule required a registered public accounting
firm that seeks pre-approval of an issuer audit client's audit committee to perform internal control-related non-audit services that are not otherwise prohibited by the Act or the rules of the SEC or the Board to: describe, in writing, to the
audit committee the scope of the proposed service; discuss with the audit committee the potential effects of the proposed service on the firm's independence;
and document the substance of the firm's discussion with the audit committee.
These requirements parallel the auditor's responsibility in seeking audit committee pre-approval to perform tax services for an audit client under PCAOB
Rule 3524. Most commenters were supportive of the rule as proposed, though
some offered suggestions about what should be included in the required communication. After considering the comments on the proposed rule, the Board
has adopted it without change.

22
23
24

See paragraph 17.
See paragraph 18.
See paragraph 17.
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4. Conforming Amendments
As part of the proposal issued for public comment, the Board proposed amendments to certain of the Board's other auditing standards. Only one comment
letter specifically addressed the proposed amendments. That letter expressed
support for the amendments and suggested a few additional amendments that
might be necessary. The Board has considered this comment and added these
additional amendments, as well as others, as necessary based on the final
standard.

5. Effective Date
The proposing release solicited commenters' feedback on how the Board could
structure the effective date of the final requirements so as to best minimize
disruption to ongoing audits, but make greater flexibility available to auditors
as early as possible. Most commenters on this topic suggested making the final
standard on auditing internal control effective as soon as possible in order to
be available for 2007 audits.
The Board agrees that the improvements in Auditing Standard No. 5 should
be available as soon as possible. Accordingly, the Board has determined that
Auditing Standard No. 5, Rule 3525, and the conforming amendments will be
effective, subject to approval by the SEC, for audits of fiscal years ending on or
after November 15, 2007. Earlier adoption is permitted, however, at any point
after SEC approval. Auditors who elect to comply with Auditing Standard No.
5 after SEC approval but before its effective date must also comply, at the same
time, with Rule 3525 and other PCAOB standards as amended by this release.
Auditing Standard No. 2 will be superseded when Auditing Standard No. 5
becomes effective. Auditors who do not elect to comply with Auditing Standard
No. 5 before that date (but after SEC approval) must continue to comply with
Auditing Standard No. 2 until it is superseded. Such auditors should, however,
apply the definition of "material weakness" contained in Auditing Standard
No. 5, rather than the one contained in Auditing Standard No. 2. The SEC has
adopted a rule to define the term "material weakness," and the definition in
Auditing Standard No. 5 parallels the new SEC definition.
***
On the 24th day of May, in the year 2007, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
June 12, 2007
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Appendix 1
Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit
of Financial Statements

Introduction
1. This standard establishes requirements and provides direction that applies when an auditor is engaged to perform an audit of management’s assessment1 of the effectiveness of internal control over financial reporting
("the audit of internal control over financial reporting") that is integrated with
an audit of the financial statements.2
2. Effective internal control over financial reporting provides reasonable
assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes.3 If one or more material weaknesses exist, the company's internal control over financial reporting cannot be
considered effective.4
3. The auditor's objective in an audit of internal control over financial reporting is to express an opinion on the effectiveness of the company's internal
control over financial reporting. Because a company's internal control cannot be
considered effective if one or more material weaknesses exist, to form a basis for
expressing an opinion, the auditor must plan and perform the audit to obtain
competent evidence that is sufficient to obtain reasonable assurance5 about
whether material weaknesses exist as of the date specified in management's
assessment. A material weakness in internal control over financial reporting
may exist even when financial statements are not materially misstated.
4. The general standards6 are applicable to an audit of internal control over
financial reporting. Those standards require technical training and proficiency
as an auditor, independence, and the exercise of due professional care, including
professional skepticism. This standard establishes the fieldwork and reporting
standards applicable to an audit of internal control over financial reporting.
5. The auditor should use the same suitable, recognized control framework
to perform his or her audit of internal control over financial reporting as management uses for its annual evaluation of the effectiveness of the company's
internal control over financial reporting.7
1

Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
This auditing standard supersedes Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with An Audit of Financial Statements, and is the
standard on attestation engagements referred to in Section 404(b) of the Act. It also is the standard
referred to in Section 103(a)(2)(A)(iii) of the Act.
3
See Securities Exchange Act Rules 13a-15(f) and 15d-15(f), 17 C.F.R. §§ 240.13a-15(f) and
240.15d-15(f); Paragraph A5.
4
See Item 308 of Regulation S-K, 17 C.F.R. § 229.308.
5
See AU section 230, Due Professional Care in the Performance of Work, for further discussion of
the concept of reasonable assurance in an audit.
6
See AU section 150, Generally Accepted Auditing Standards.
7
See Securities Exchange Act Rules 13a-15(c) and 15d-15(c), 17 C.F.R. §§ 240.13a-15(c) and
240.15d-15(c). SEC rules require management to base its evaluation of the effectiveness of the
(continued)
2
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Integrating the Audits
6. The audit of internal control over financial reporting should be integrated with the audit of the financial statements. The objectives of the audits
are not identical, however, and the auditor must plan and perform the work to
achieve the objectives of both audits.
7. In an integrated audit of internal control over financial reporting and
the financial statements, the auditor should design his or her testing of controls
to accomplish the objectives of both audits simultaneously—

•

To obtain sufficient evidence to support the auditor's opinion on
internal control over financial reporting as of year-end, and

•

To obtain sufficient evidence to support the auditor's control risk
assessments for purposes of the audit of financial statements.

8. Obtaining sufficient evidence to support control risk assessments of low
for purposes of the financial statement audit ordinarily allows the auditor to
reduce the amount of audit work that otherwise would have been necessary to
opine on the financial statements. (See Appendix B for additional direction on
integration.)
Note: In some circumstances, particularly in some audits of smaller and less
complex companies, the auditor might choose not to assess control risk as low
for purposes of the audit of the financial statements. In such circumstances,
the auditor's tests of the operating effectiveness of controls would be performed
principally for the purpose of supporting his or her opinion on whether the
company's internal control over financial reporting is effective as of year-end.
The results of the auditor's financial statement auditing procedures also should
inform his or her risk assessments in determining the testing necessary to
conclude on the effectiveness of a control.

Planning the Audit
9. The auditor should properly plan the audit of internal control over financial reporting and properly supervise any assistants. When planning an
integrated audit, the auditor should evaluate whether the following matters
are important to the company's financial statements and internal control over
financial reporting and, if so, how they will affect the auditor's procedures—

•

Knowledge of the company's internal control over financial reporting obtained during other engagements performed by the auditor;

•

Matters affecting the industry in which the company operates,
such as financial reporting practices, economic conditions, laws
and regulations, and technological changes;

•

Matters relating to the company's business, including its organization, operating characteristics, and capital structure;

(footnote continued)
company's internal control over financial reporting on a suitable, recognized control framework (also
known as control criteria) established by a body or group that followed due-process procedures,
including the broad distribution of the framework for public comment. For example, the report of the
Committee of Sponsoring Organizations of the Treadway Commission (known as the COSO report)
provides such a framework, as does the report published by the Financial Reporting Council, Internal
Control Revised Guidance for Directors on the Combined Code, October 2005 (known as the Turnbull
Report).
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•

The extent of recent changes, if any, in the company, its operations,
or its internal control over financial reporting;

•

The auditor's preliminary judgments about materiality, risk, and
other factors relating to the determination of material weaknesses;

•

Control deficiencies previously communicated to the audit committee8 or management;

•
•

Legal or regulatory matters of which the company is aware;

•

Preliminary judgments about the effectiveness of internal control
over financial reporting;

•

Public information about the company relevant to the evaluation
of the likelihood of material financial statement misstatements
and the effectiveness of the company's internal control over financial reporting;

•

Knowledge about risks related to the company evaluated as part
of the auditor's client acceptance and retention evaluation; and

•

The relative complexity of the company's operations.

The type and extent of available evidence related to the effectiveness of the company's internal control over financial reporting;

Note: Many smaller companies have less complex operations. Additionally, some larger, complex companies may have less complex units or processes. Factors that might indicate less complex
operations include: fewer business lines; less complex business
processes and financial reporting systems; more centralized accounting functions; extensive involvement by senior management
in the day-to-day activities of the business; and fewer levels of
management, each with a wide span of control.

Role of Risk Assessment
10. Risk assessment underlies the entire audit process described by this
standard, including the determination of significant accounts and disclosures and relevant assertions, the selection of controls to test, and the determination of the evidence necessary for a given control.
11. A direct relationship exists between the degree of risk that a material
weakness could exist in a particular area of the company's internal control over
financial reporting and the amount of audit attention that should be devoted to
that area. In addition, the risk that a company's internal control over financial
reporting will fail to prevent or detect misstatement caused by fraud usually
is higher than the risk of failure to prevent or detect error. The auditor should
focus more of his or her attention on the areas of highest risk. On the other hand,
it is not necessary to test controls that, even if deficient, would not present a
reasonable possibility of material misstatement to the financial statements.
12. The complexity of the organization, business unit, or process, will play
an important role in the auditor's risk assessment and the determination of the
necessary procedures.

8
If no audit committee exists, all references to the audit committee in this standard apply to the
entire board of directors of the company. See 15 U.S.C. §§ 78c(a)58 and 7201(a)(3).
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Scaling the Audit
13. The size and complexity of the company, its business processes, and
business units, may affect the way in which the company achieves many of its
control objectives. The size and complexity of the company also might affect
the risks of misstatement and the controls necessary to address those risks.
Scaling is most effective as a natural extension of the risk-based approach and
applicable to the audits of all companies. Accordingly, a smaller, less complex
company, or even a larger, less complex company might achieve its control objectives differently than a more complex company. 9

Addressing the Risk of Fraud
14. When planning and performing the audit of internal control over financial reporting, the auditor should take into account the results of his or her
fraud risk assessment.10 As part of identifying and testing entity-level controls,
as discussed beginning at paragraph 22, and selecting other controls to test, as
discussed beginning at paragraph 39, the auditor should evaluate whether the
company's controls sufficiently address identified risks of material misstatement due to fraud and controls intended to address the risk of management
override of other controls. Controls that might address these risks include—

•

Controls over significant, unusual transactions, particularly those
that result in late or unusual journal entries;

•

Controls over journal entries and adjustments made in the periodend financial reporting process;

•
•
•

Controls over related party transactions;
Controls related to significant management estimates; and
Controls that mitigate incentives for, and pressures on, management to falsify or inappropriately manage financial results.

15. If the auditor identifies deficiencies in controls designed to prevent
or detect fraud during the audit of internal control over financial reporting,
the auditor should take into account those deficiencies when developing his or
her response to risks of material misstatement during the financial statement
audit, as provided in AU section 316.44 and .45.

Using the Work of Others
16. The auditor should evaluate the extent to which he or she will use the
work of others to reduce the work the auditor might otherwise perform himself
or herself. AU section 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies in an integrated audit of
the financial statements and internal control over financial reporting.
17. For purposes of the audit of internal control, however, the auditor may
use the work performed by, or receive direct assistance from, internal auditors,

9
The SEC Advisory Committee on Smaller Public Companies considered a company's size with
respect to compliance with the internal control reporting provisions of the Act. See Advisory Committee
on Smaller Public Companies to the United States Securities and Exchange Commission, Final Report,
at p. 5 (April 23, 2006).
10
See paragraphs .19–.42 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit,
regarding identifying risks that may result in material misstatement due to fraud.
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company personnel (in addition to internal auditors), and third parties working under the direction of management or the audit committee that provides
evidence about the effectiveness of internal control over financial reporting. In
an integrated audit of internal control over financial reporting and the financial
statements, the auditor also may use this work to obtain evidence supporting
the auditor's assessment of control risk for purposes of the audit of the financial
statements.
18. The auditor should assess the competence and objectivity of the persons whose work the auditor plans to use to determine the extent to which the
auditor may use their work. The higher the degree of competence and objectivity, the greater use the auditor may make of the work. The auditor should
apply paragraphs .09–.11 of AU section 322 to assess the competence and objectivity of internal auditors. The auditor should apply the principles underlying
those paragraphs to assess the competence and objectivity of persons other than
internal auditors whose work the auditor plans to use.
Note: For purposes of using the work of others, competence means the attainment and maintenance of a level of understanding and knowledge that enables
that person to perform ably the tasks assigned to them, and objectivity means
the ability to perform those tasks impartially and with intellectual honesty. To
assess competence, the auditor should evaluate factors about the person's qualifications and ability to perform the work the auditor plans to use. To assess
objectivity, the auditor should evaluate whether factors are present that either
inhibit or promote a person's ability to perform with the necessary degree of
objectivity the work the auditor plans to use.
Note: The auditor should not use the work of persons who have a low degree of
objectivity, regardless of their level of competence. Likewise, the auditor should
not use the work of persons who have a low level of competence regardless of
their degree of objectivity. Personnel whose core function is to serve as a testing
or compliance authority at the company, such as internal auditors, normally
are expected to have greater competence and objectivity in performing the type
of work that will be useful to the auditor.

19. The extent to which the auditor may use the work of others in an audit
of internal control also depends on the risk associated with the control being
tested. As the risk associated with a control increases, the need for the auditor
to perform his or her own work on the control increases.

Materiality
20. In planning the audit of internal control over financial reporting, the
auditor should use the same materiality considerations he or she would use in
planning the audit of the company's annual financial statements.11

Using a Top-Down Approach
21. The auditor should use a top-down approach to the audit of internal
control over financial reporting to select the controls to test. A top-down approach begins at the financial statement level and with the auditor's understanding of the overall risks to internal control over financial reporting. The
auditor then focuses on entity-level controls and works down to significant accounts and disclosures and their relevant assertions. This approach directs the
11
See AU section 312, Audit Risk and Materiality in Conducting an Audit, which provides additional explanation of materiality.
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auditor's attention to accounts, disclosures, and assertions that present a reasonable possibility of material misstatement to the financial statements and
related disclosures. The auditor then verifies his or her understanding of the
risks in the company's processes and selects for testing those controls that sufficiently address the assessed risk of misstatement to each relevant assertion.
Note: The top-down approach describes the auditor's sequential thought process
in identifying risks and the controls to test, not necessarily the order in which
the auditor will perform the auditing procedures.

Identifying Entity-Level Controls
22. The auditor must test those entity-level controls that are important
to the auditor's conclusion about whether the company has effective internal
control over financial reporting. The auditor's evaluation of entity-level controls
can result in increasing or decreasing the testing that the auditor otherwise
would have performed on other controls.
23. Entity-level controls vary in nature and precision—

•

Some entity-level controls, such as certain control environment
controls, have an important, but indirect, effect on the likelihood
that a misstatement will be detected or prevented on a timely
basis. These controls might affect the other controls the auditor
selects for testing and the nature, timing, and extent of procedures
the auditor performs on other controls.

•

Some entity-level controls monitor the effectiveness of other controls. Such controls might be designed to identify possible breakdowns in lower-level controls, but not at a level of precision that
would, by themselves, sufficiently address the assessed risk that
misstatements to a relevant assertion will be prevented or detected on a timely basis. These controls, when operating effectively,
might allow the auditor to reduce the testing of other controls.

•

Some entity-level controls might be designed to operate at a level of
precision that would adequately prevent or detect on a timely basis misstatements to one or more relevant assertions. If an entitylevel control sufficiently addresses the assessed risk of misstatement, the auditor need not test additional controls relating to that
risk.

24. Entity-level controls include—

•
•

Controls related to the control environment;
Controls over management override;
Note: Controls over management override are important to effective internal control over financial reporting for all companies,
and may be particularly important at smaller companies because
of the increased involvement of senior management in performing controls and in the period-end financial reporting process. For
smaller companies, the controls that address the risk of management override might be different from those at a larger company.
For example, a smaller company might rely on more detailed oversight by the audit committee that focuses on the risk of management override.

•

The company's risk assessment process;
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•

Centralized processing and controls, including shared service environments;

•
•

Controls to monitor results of operations;

•
•

Controls over the period-end financial reporting process; and

Controls to monitor other controls, including activities of the internal audit function, the audit committee, and self-assessment
programs;
Policies that address significant business control and risk management practices.

25. Control Environment. Because of its importance to effective internal
control over financial reporting, the auditor must evaluate the control environment at the company. As part of evaluating the control environment, the
auditor should assess—

•

Whether management's philosophy and operating style promote
effective internal control over financial reporting;

•

Whether sound integrity and ethical values, particularly of top
management, are developed and understood; and

•

Whether the Board or audit committee understands and exercises
oversight responsibility over financial reporting and internal control.

26. Period-end Financial Reporting Process. Because of its importance to
financial reporting and to the auditor's opinions on internal control over financial reporting and the financial statements, the auditor must evaluate the
period-end financial reporting process. The period-end financial reporting process includes the following—

•
•

Procedures used to enter transaction totals into the general ledger;

•

Procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Procedures used to record recurring and nonrecurring adjustments to the annual and quarterly financial statements; and

•

Procedures for preparing annual and quarterly financial statements and related disclosures.

Procedures related to the selection and application of accounting
policies;

Note: Because the annual period-end financial reporting process
normally occurs after the "as-of" date of management's assessment, those controls usually cannot be tested until after the as-of
date.
27. As part of evaluating the period-end financial reporting process, the
auditor should assess—

•

Inputs, procedures performed, and outputs of the processes the
company uses to produce its annual and quarterly financial statements;

•

The extent of information technology ("IT") involvement in the
period-end financial reporting process;

•

Who participates from management;
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•

The locations involved in the period-end financial reporting process;

•
•

The types of adjusting and consolidating entries; and
The nature and extent of the oversight of the process by management, the board of directors, and the audit committee.
Note: The auditor should obtain sufficient evidence of the effectiveness of those quarterly controls that are important to determining
whether the company's controls sufficiently address the assessed
risk of misstatement to each relevant assertion as of the date of
management's assessment. However, the auditor is not required
to obtain sufficient evidence for each quarter individually.

Identifying Significant Accounts and Disclosures and Their
Relevant Assertions
28. The auditor should identify significant accounts and disclosures and
their relevant assertions. Relevant assertions are those financial statement
assertions that have a reasonable possibility of containing a misstatement that
would cause the financial statements to be materially misstated. The financial
statement assertions include12 —

•
•
•
•
•

Existence or occurrence
Completeness
Valuation or allocation
Rights and obligations
Presentation and disclosure
Note: The auditor may base his or her work on assertions that
differ from those in this standard if the auditor has selected and
tested controls over the pertinent risks in each significant account
and disclosure that have a reasonable possibility of containing
misstatements that would cause the financial statements to be
materially misstated.

29. To identify significant accounts and disclosures and their relevant assertions, the auditor should evaluate the qualitative and quantitative risk factors related to the financial statement line items and disclosures. Risk factors
relevant to the identification of significant accounts and disclosures and their
relevant assertions include—

•
•
•

Size and composition of the account;

•
•

Nature of the account or disclosure;

Susceptibility to misstatement due to errors or fraud;
Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account or reflected in the disclosure;
Accounting and reporting complexities associated with the account or disclosure;

12
See AU section 326, Evidential Matter, which provides additional information on financial
statement assertions.
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•
•

Exposure to losses in the account;

•
•

Existence of related party transactions in the account; and

Possibility of significant contingent liabilities arising from the activities reflected in the account or disclosure;
Changes from the prior period in account or disclosure characteristics.

30. As part of identifying significant accounts and disclosures and their
relevant assertions, the auditor also should determine the likely sources of
potential misstatements that would cause the financial statements to be materially misstated. The auditor might determine the likely sources of potential
misstatements by asking himself or herself "what could go wrong?" within a
given significant account or disclosure.
31. The risk factors that the auditor should evaluate in the identification
of significant accounts and disclosures and their relevant assertions are the
same in the audit of internal control over financial reporting as in the audit of
the financial statements; accordingly, significant accounts and disclosures and
their relevant assertions are the same for both audits.
Note: In the financial statement audit, the auditor might perform substantive
auditing procedures on financial statement accounts, disclosures and assertions
that are not determined to be significant accounts and disclosures and relevant
assertions.13

32. The components of a potential significant account or disclosure might
be subject to significantly differing risks. If so, different controls might be necessary to adequately address those risks.
33. When a company has multiple locations or business units, the auditor
should identify significant accounts and disclosures and their relevant assertions based on the consolidated financial statements. Having made those determinations, the auditor should then apply the direction in Appendix B for
multiple locations scoping decisions.

Understanding Likely Sources of Misstatement
34. To further understand the likely sources of potential misstatements,
and as a part of selecting the controls to test, the auditor should achieve the
following objectives—

•

Understand the flow of transactions related to the relevant assertions, including how these transactions are initiated, authorized,
processed, and recorded;

•

Verify that the auditor has identified the points within the company's processes at which a misstatement—including a misstatement due to fraud—could arise that, individually or in combination with other misstatements, would be material;

•

Identify the controls that management has implemented to address these potential misstatements; and

13
This is because his or her assessment of the risk that undetected misstatement would cause
the financial statements to be materially misstated is unacceptably high (see AU sec. 312.39 for
further discussion about undetected misstatement) or as a means of introducing unpredictability in the
procedures performed (see paragraph 61 and AU sec. 316.50 for further discussion about predictability
of auditing procedures).

REL 2007-005A

An Audit of Internal Control Over Financial Reporting

•

3081

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets that could result in a material
misstatement of the financial statements.

35. Because of the degree of judgment required, the auditor should either
perform the procedures that achieve the objectives in paragraph 34 himself or
herself or supervise the work of others who provide direct assistance to the
auditor, as described in AU section 322.
36. The auditor also should understand how IT affects the company's flow
of transactions. The auditor should apply paragraphs .16–.20, .30–.32, and .77–
.79, of AU section 319, Consideration of Internal Control in a Financial Statement Audit, which discuss the effect of information technology on internal
control over financial reporting and the risks to assess.
Note: The identification of risks and controls within IT is not a separate evaluation. Instead, it is an integral part of the top-down approach used to identify
significant accounts and disclosures and their relevant assertions, and the controls to test, as well as to assess risk and allocate audit effort as described by
this standard.

37. Performing Walkthroughs. Performing walkthroughs will frequently be
the most effective way of achieving the objectives in paragraph 34. In performing a walkthrough, the auditor follows a transaction from origination through
the company's processes, including information systems, until it is reflected
in the company's financial records, using the same documents and information technology that company personnel use. Walkthrough procedures usually
include a combination of inquiry, observation, inspection of relevant documentation, and re-performance of controls.
38. In performing a walkthrough, at the points at which important processing procedures occur, the auditor questions the company's personnel about
their understanding of what is required by the company's prescribed procedures
and controls. These probing questions, combined with the other walkthrough
procedures, allow the auditor to gain a sufficient understanding of the process
and to be able to identify important points at which a necessary control is missing or not designed effectively. Additionally, probing questions that go beyond
a narrow focus on the single transaction used as the basis for the walkthrough
allow the auditor to gain an understanding of the different types of significant
transactions handled by the process.

Selecting Controls to Test
39. The auditor should test those controls that are important to the auditor's conclusion about whether the company's controls sufficiently address the
assessed risk of misstatement to each relevant assertion.
40. There might be more than one control that addresses the assessed
risk of misstatement to a particular relevant assertion; conversely, one control
might address the assessed risk of misstatement to more than one relevant assertion. It is neither necessary to test all controls related to a relevant assertion
nor necessary to test redundant controls, unless redundancy is itself a control
objective.
41. The decision as to whether a control should be selected for testing
depends on which controls, individually or in combination, sufficiently address
the assessed risk of misstatement to a given relevant assertion rather than on
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how the control is labeled (e.g., entity-level control, transaction-level control,
control activity, monitoring control, preventive control, detective control).

Testing Controls
Testing Design Effectiveness
42. The auditor should test the design effectiveness of controls by determining whether the company's controls, if they are operated as prescribed
by persons possessing the necessary authority and competence to perform the
control effectively, satisfy the company's control objectives and can effectively
prevent or detect errors or fraud that could result in material misstatements
in the financial statements.
Note: A smaller, less complex company might achieve its control objectives in
a different manner from a larger, more complex organization. For example, a
smaller, less complex company might have fewer employees in the accounting
function, limiting opportunities to segregate duties and leading the company
to implement alternative controls to achieve its control objectives. In such circumstances, the auditor should evaluate whether those alternative controls are
effective.

43. Procedures the auditor performs to test design effectiveness include
a mix of inquiry of appropriate personnel, observation of the company's operations, and inspection of relevant documentation. Walkthroughs that include
these procedures ordinarily are sufficient to evaluate design effectiveness.

Testing Operating Effectiveness
44. The auditor should test the operating effectiveness of a control by determining whether the control is operating as designed and whether the person
performing the control possesses the necessary authority and competence to
perform the control effectively.
Note: In some situations, particularly in smaller companies, a company might
use a third party to provide assistance with certain financial reporting functions. When assessing the competence of personnel responsible for a company's
financial reporting and associated controls, the auditor may take into account
the combined competence of company personnel and other parties that assist
with functions related to financial reporting.

45. Procedures the auditor performs to test operating effectiveness include a mix of inquiry of appropriate personnel, observation of the company's
operations, inspection of relevant documentation, and re-performance of the
control.

Relationship of Risk to the Evidence to be Obtained
46. For each control selected for testing, the evidence necessary to persuade
the auditor that the control is effective depends upon the risk associated with
the control. The risk associated with a control consists of the risk that the control
might not be effective and, if not effective, the risk that a material weakness
would result. As the risk associated with the control being tested increases, the
evidence that the auditor should obtain also increases.

REL 2007-005A

An Audit of Internal Control Over Financial Reporting

3083

Note: Although the auditor must obtain evidence about the effectiveness of
controls for each relevant assertion, the auditor is not responsible for obtaining sufficient evidence to support an opinion about the effectiveness of each
individual control. Rather, the auditor's objective is to express an opinion on
the company's internal control over financial reporting overall. This allows the
auditor to vary the evidence obtained regarding the effectiveness of individual
controls selected for testing based on the risk associated with the individual
control.

47. Factors that affect the risk associated with a control include—

•

The nature and materiality of misstatements that the control is
intended to prevent or detect;

•

The inherent risk associated with the related account(s) and assertion(s);

•

Whether there have been changes in the volume or nature of transactions that might adversely affect control design or operating effectiveness;

•
•

Whether the account has a history of errors;

•
•

The nature of the control and the frequency with which it operates;

•

The competence of the personnel who perform the control or monitor its performance and whether there have been changes in key
personnel who perform the control or monitor its performance;

•

Whether the control relies on performance by an individual or is
automated (i.e., an automated control would generally be expected
to be lower risk if relevant information technology general controls
are effective); and

The effectiveness of entity-level controls, especially controls that
monitor other controls;

The degree to which the control relies on the effectiveness of other
controls (e.g., the control environment or information technology
general controls);

Note: A less complex company or business unit with simple business processes and centralized accounting operations might have
relatively simple information systems that make greater use of offthe-shelf packaged software without modification. In the areas in
which off-the-shelf software is used, the auditor's testing of information technology controls might focus on the application controls
built into the pre-packaged software that management relies on to
achieve its control objectives and the IT general controls that are
important to the effective operation of those application controls.

•

The complexity of the control and the significance of the judgments
that must be made in connection with its operation.
Note: Generally, a conclusion that a control is not operating effectively can be supported by less evidence than is necessary to
support a conclusion that a control is operating effectively.

48. When the auditor identifies deviations from the company's controls, he
or she should determine the effect of the deviations on his or her assessment of
the risk associated with the control being tested and the evidence to be obtained,
as well as on the operating effectiveness of the control.
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Note: Because effective internal control over financial reporting cannot, and
does not, provide absolute assurance of achieving the company's control objectives, an individual control does not necessarily have to operate without any
deviation to be considered effective.

49. The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix of the nature, timing, and extent of the auditor's
procedures. Further, for an individual control, different combinations of the nature, timing, and extent of testing may provide sufficient evidence in relation
to the risk associated with the control.
Note: Walkthroughs usually consist of a combination of inquiry of appropriate personnel, observation of the company's operations, inspection of relevant
documentation, and re-performance of the control and might provide sufficient
evidence of operating effectiveness, depending on the risk associated with the
control being tested, the specific procedures performed as part of the walkthrough and the results of those procedures.

50. Nature of Tests of Controls. Some types of tests, by their nature, produce
greater evidence of the effectiveness of controls than other tests. The following
tests that the auditor might perform are presented in order of the evidence
that they ordinarily would produce, from least to most: inquiry, observation,
inspection of relevant documentation, and re-performance of a control.
Note: Inquiry alone does not provide sufficient evidence to support a conclusion
about the effectiveness of a control.

51. The nature of the tests of effectiveness that will provide competent
evidence depends, to a large degree, on the nature of the control to be tested,
including whether the operation of the control results in documentary evidence
of its operation. Documentary evidence of the operation of some controls, such
as management's philosophy and operating style, might not exist.
Note: A smaller, less complex company or unit might have less formal documentation regarding the operation of its controls. In those situations, testing
controls through inquiry combined with other procedures, such as observation
of activities, inspection of less formal documentation, or re-performance of certain controls, might provide sufficient evidence about whether the control is
effective.

52. Timing of Tests of Controls. Testing controls over a greater period of
time provides more evidence of the effectiveness of controls than testing over
a shorter period of time. Further, testing performed closer to the date of management's assessment provides more evidence than testing performed earlier
in the year. The auditor should balance performing the tests of controls closer
to the as-of date with the need to test controls over a sufficient period of time
to obtain sufficient evidence of operating effectiveness.
53. Prior to the date specified in management's assessment, management
might implement changes to the company's controls to make them more effective or efficient or to address control deficiencies. If the auditor determines that
the new controls achieve the related objectives of the control criteria and have
been in effect for a sufficient period to permit the auditor to assess their design
and operating effectiveness by performing tests of controls, he or she will not
need to test the design and operating effectiveness of the superseded controls
for purposes of expressing an opinion on internal control over financial reporting. If the operating effectiveness of the superseded controls is important to the
auditor's control risk assessment, the auditor should test the design and operating effectiveness of those superseded controls, as appropriate. (See additional
direction on integration beginning at paragraph B1.)

REL 2007-005A

An Audit of Internal Control Over Financial Reporting

3085

54. Extent of Tests of Controls. The more extensively a control is tested, the
greater the evidence obtained from that test.
55. Roll-Forward Procedures. When the auditor reports on the effectiveness of controls as of a specific date and obtains evidence about the operating
effectiveness of controls at an interim date, he or she should determine what
additional evidence concerning the operation of the controls for the remaining
period is necessary.
56. The additional evidence that is necessary to update the results of
testing from an interim date to the company's year-end depends on the following
factors—

•

The specific control tested prior to the as-of date, including the
risks associated with the control and the nature of the control,
and the results of those tests;

•

The sufficiency of the evidence of effectiveness obtained at an interim date;

•
•

The length of the remaining period; and
The possibility that there have been any significant changes in
internal control over financial reporting subsequent to the interim
date.
Note: In some circumstances, such as when evaluation of the foregoing factors indicates a low risk that the controls are no longer
effective during the roll-forward period, inquiry alone might be
sufficient as a roll-forward procedure.

Special Considerations for Subsequent Years’ Audits
57. In subsequent years' audits, the auditor should incorporate knowledge
obtained during past audits he or she performed of the company's internal control over financial reporting into the decision-making process for determining
the nature, timing, and extent of testing necessary. This decision-making process is described in paragraphs 46–56.
58. Factors that affect the risk associated with a control in subsequent
years' audits include those in paragraph 47 and the following—

•

The nature, timing, and extent of procedures performed in previous audits,

•
•

The results of the previous years' testing of the control, and
Whether there have been changes in the control or the process in
which it operates since the previous audit.

59. After taking into account the risk factors identified in paragraphs 47
and 58, the additional information available in subsequent years' audits might
permit the auditor to assess the risk as lower than in the initial year. This, in
turn, might permit the auditor to reduce testing in subsequent years.
60. The auditor may also use a benchmarking strategy for automated application controls in subsequent years' audits. Benchmarking is described further beginning at paragraph B28.
61. In addition, the auditor should vary the nature, timing, and extent of
testing of controls from year to year to introduce unpredictability into the testing and respond to changes in circumstances. For this reason, each year the
auditor might test controls at a different interim period, increase or reduce
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the number and types of tests performed, or change the combination of procedures used.

Evaluating Identified Deficiencies
62. The auditor must evaluate the severity of each control deficiency that
comes to his or her attention to determine whether the deficiencies, individually
or in combination, are material weaknesses as of the date of management's
assessment. In planning and performing the audit, however, the auditor is not
required to search for deficiencies that, individually or in combination, are less
severe than a material weakness.
63. The severity of a deficiency depends on—

•

Whether there is a reasonable possibility that the company's controls will fail to prevent or detect a misstatement of an account
balance or disclosure; and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

64. The severity of a deficiency does not depend on whether a misstatement
actually has occurred but rather on whether there is a reasonable possibility
that the company's controls will fail to prevent or detect a misstatement.
65. Risk factors affect whether there is a reasonable possibility that a deficiency, or a combination of deficiencies, will result in a misstatement of an
account balance or disclosure. The factors include, but are not limited to, the
following—

•

The nature of the financial statement accounts, disclosures, and
assertions involved;

•
•

The susceptibility of the related asset or liability to loss or fraud;

•

The interaction or relationship of the control with other controls,
including whether they are interdependent or redundant;

•
•

The interaction of the deficiencies; and

The subjectivity, complexity, or extent of judgment required to determine the amount involved;

The possible future consequences of the deficiency.
Note: The evaluation of whether a control deficiency presents a
reasonable possibility of misstatement can be made without quantifying the probability of occurrence as a specific percentage or
range.
Note: Multiple control deficiencies that affect the same financial
statement account balance or disclosure increase the likelihood
of misstatement and may, in combination, constitute a material
weakness, even though such deficiencies may individually be less
severe. Therefore, the auditor should determine whether individual control deficiencies that affect the same significant account
or disclosure, relevant assertion, or component of internal control
collectively result in a material weakness.

66. Factors that affect the magnitude of the misstatement that might result from a deficiency or deficiencies in controls include, but are not limited to,
the following—
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•

The financial statement amounts or total of transactions exposed
to the deficiency; and

•

The volume of activity in the account balance or class of transactions exposed to the deficiency that has occurred in the current
period or that is expected in future periods.

67. In evaluating the magnitude of the potential misstatement, the maximum amount that an account balance or total of transactions can be overstated
is generally the recorded amount, while understatements could be larger. Also,
in many cases, the probability of a small misstatement will be greater than the
probability of a large misstatement.
68. The auditor should evaluate the effect of compensating controls when
determining whether a control deficiency or combination of deficiencies is a material weakness. To have a mitigating effect, the compensating control should
operate at a level of precision that would prevent or detect a misstatement that
could be material.

Indicators of Material Weaknesses
69. Indicators of material weaknesses in internal control over financial
reporting include—

•

Identification of fraud, whether or not material, on the part of
senior management;14

•

Restatement of previously issued financial statements to reflect
the correction of a material misstatement;15

•

Identification by the auditor of a material misstatement of financial statements in the current period in circumstances that indicate that the misstatement would not have been detected by the
company's internal control over financial reporting; and

•

Ineffective oversight of the company's external financial reporting and internal control over financial reporting by the company's
audit committee.

70. When evaluating the severity of a deficiency, or combination of deficiencies, the auditor also should determine the level of detail and degree of
assurance that would satisfy prudent officials in the conduct of their own affairs that they have reasonable assurance that transactions are recorded as
necessary to permit the preparation of financial statements in conformity with
generally accepted accounting principles. If the auditor determines that a deficiency, or combination of deficiencies, might prevent prudent officials in the
conduct of their own affairs from concluding that they have reasonable assurance that transactions are recorded as necessary to permit the preparation of
financial statements in conformity with generally accepted accounting principles, then the auditor should treat the deficiency, or combination of deficiencies,
as an indicator of a material weakness.

14
For the purpose of this indicator, the term "senior management" includes the principal executive
and financial officers signing the company's certifications as required under Section 302 of the Act
as well as any other members of senior management who play a significant role in the company's
financial reporting process.
15
See Financial Accounting Standards Board Statement No. 154, Accounting Changes and Error
Corrections, regarding the correction of a misstatement.
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Wrapping-Up
Forming an Opinion
71. The auditor should form an opinion on the effectiveness of internal control over financial reporting by evaluating evidence obtained from all sources,
including the auditor's testing of controls, misstatements detected during the
financial statement audit, and any identified control deficiencies.
Note: As part of this evaluation, the auditor should review reports issued during
the year by internal audit (or similar functions) that address controls related
to internal control over financial reporting and evaluate control deficiencies
identified in those reports.

72. After forming an opinion on the effectiveness of the company's internal
control over financial reporting, the auditor should evaluate the presentation
of the elements that management is required, under the SEC's rules, to present
in its annual report on internal control over financial reporting.16
73. If the auditor determines that any required elements of management's
annual report on internal control over financial reporting are incomplete or
improperly presented, the auditor should follow the direction in paragraph C2.
74. The auditor may form an opinion on the effectiveness of internal control
over financial reporting only when there have been no restrictions on the scope
of the auditor's work. A scope limitation requires the auditor to disclaim an
opinion or withdraw from the engagement (see paragraphs C3–C7).

Obtaining Written Representations
75. In an audit of internal control over financial reporting, the auditor
should obtain written representations from management—
a.
b.

c.

d.

e.

16

Acknowledging management's responsibility for establishing and
maintaining effective internal control over financial reporting;
Stating that management has performed an evaluation and made
an assessment of the effectiveness of the company's internal control over financial reporting and specifying the control criteria;
Stating that management did not use the auditor's procedures
performed during the audits of internal control over financial reporting or the financial statements as part of the basis for management's assessment of the effectiveness of internal control over
financial reporting;
Stating management's conclusion, as set forth in its assessment,
about the effectiveness of the company's internal control over financial reporting based on the control criteria as of a specified
date;
Stating that management has disclosed to the auditor all deficiencies in the design or operation of internal control over financial
reporting identified as part of management's evaluation, including separately disclosing to the auditor all such deficiencies that
it believes to be significant deficiencies or material weaknesses in
internal control over financial reporting;

See Item 308(a) of Regulations S-B and S-K, 17 C.F.R. §§ 228.308(a) and 229.308(a).
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f.

Describing any fraud resulting in a material misstatement to
the company's financial statements and any other fraud that does
not result in a material misstatement to the company's financial
statements but involves senior management or management or
other employees who have a significant role in the company's internal control over financial reporting;

g.

Stating whether control deficiencies identified and communicated
to the audit committee during previous engagements pursuant to
paragraphs 78 and 80 have been resolved, and specifically identifying any that have not; and

h.

Stating whether there were, subsequent to the date being reported on, any changes in internal control over financial reporting or other factors that might significantly affect internal control
over financial reporting, including any corrective actions taken by
management with regard to significant deficiencies and material
weaknesses.

76. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the audit. As discussed further in paragraph C3, when the scope of the
audit is limited, the auditor should either withdraw from the engagement or
disclaim an opinion. Further, the auditor should evaluate the effects of management's refusal on his or her ability to rely on other representations, including
those obtained in the audit of the company's financial statements.
77. AU section 333, Management Representations, explains matters such
as who should sign the letter, the period to be covered by the letter, and when
to obtain an updated letter.

Communicating Certain Matters
78. The auditor must communicate, in writing, to management and the
audit committee all material weaknesses identified during the audit. The written communication should be made prior to the issuance of the auditor's report
on internal control over financial reporting.
79. If the auditor concludes that the oversight of the company's external financial reporting and internal control over financial reporting by the company's
audit committee is ineffective, the auditor must communicate that conclusion
in writing to the board of directors.
80. The auditor also should consider whether there are any deficiencies, or
combinations of deficiencies, that have been identified during the audit that are
significant deficiencies and must communicate such deficiencies, in writing,
to the audit committee.
81. The auditor also should communicate to management, in writing, all
deficiencies in internal control over financial reporting (i.e., those deficiencies in
internal control over financial reporting that are of a lesser magnitude than material weaknesses) identified during the audit and inform the audit committee
when such a communication has been made. When making this communication,
it is not necessary for the auditor to repeat information about such deficiencies
that has been included in previously issued written communications, whether
those communications were made by the auditor, internal auditors, or others
within the organization.
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82. The auditor is not required to perform procedures that are sufficient to
identify all control deficiencies; rather, the auditor communicates deficiencies
in internal control over financial reporting of which he or she is aware.
83. Because the audit of internal control over financial reporting does not
provide the auditor with assurance that he or she has identified all deficiencies
less severe than a material weakness, the auditor should not issue a report
stating that no such deficiencies were noted during the audit.
84. When auditing internal control over financial reporting, the auditor
may become aware of fraud or possible illegal acts. In such circumstances, the
auditor must determine his or her responsibilities under AU section 316, Consideration of Fraud in a Financial Statement Audit, AU section 317, Illegal Acts
by Clients, and Section 10A of the Securities Exchange Act of 1934.17

Reporting on Internal Control
85. The auditor's report on the audit of internal control over financial reporting must include the following elements18 —
a.
b.

c.
d.

e.
f.

g.

h.

i.
j.

A title that includes the word independent;
A statement that management is responsible for maintaining effective internal control over financial reporting and for assessing
the effectiveness of internal control over financial reporting;
An identification of management's report on internal control;
A statement that the auditor's responsibility is to express an opinion on the company's internal control over financial reporting
based on his or her audit;
A definition of internal control over financial reporting as stated
in paragraph A5;
A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);
A statement that the standards of the Public Company Accounting Oversight Board require that the auditor plan and perform
the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all
material respects;
A statement that an audit includes obtaining an understanding
of internal control over financial reporting, assessing the risk that
a material weakness exists, testing and evaluating the design and
operating effectiveness of internal control based on the assessed
risk, and performing such other procedures as the auditor considered necessary in the circumstances;
A statement that the auditor believes the audit provides a reasonable basis for his or her opinion;
A paragraph stating that, because of inherent limitations, internal control over financial reporting may not prevent or detect
misstatements and that projections of any evaluation of effectiveness to future periods are subject to the risk that controls may

17

See 15 U.S.C. § 78j-1.
See Appendix C, which provides direction on modifications to the auditor's report that are
required in certain circumstances.
18
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become inadequate because of changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate;
k.

The auditor's opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting as of the specified date, based on the control criteria;

l.

The manual or printed signature of the auditor's firm;

m.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's report has been issued; and

n.

The date of the audit report.

Separate or Combined Reports
86. The auditor may choose to issue a combined report (i.e., one report containing both an opinion on the financial statements and an opinion on internal
control over financial reporting) or separate reports on the company's financial
statements and on internal control over financial reporting.
87. The following example combined report expressing an unqualified
opinion on financial statements and an unqualified opinion on internal control over financial reporting illustrates the report elements described in this
section.
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of December 31, 20X8 and 20X7, and the related statements of income, stockholders' equity and comprehensive income, and cash flows for each of the years
in the three-year period ended December 31, 20X8. We also have audited W
Company's internal control over financial reporting as of December 31, 20X8,
based on [Identify control criteria, for example, "criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W Company's management
is responsible for these financial statements, for maintaining effective internal
control over financial reporting, and for its assessment of the effectiveness of
internal control over financial reporting, included in the accompanying [title
of management's report]. Our responsibility is to express an opinion on these
financial statements and an opinion on the company's internal control over
financial reporting based on our audits.

[Scope paragraph]
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audits to obtain reasonable assurance
about whether the financial statements are free of material misstatement and
whether effective internal control over financial reporting was maintained in all
material respects. Our audits of the financial statements included examining,
on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. Our audit of internal control over financial reporting included obtaining
an understanding of internal control over financial reporting, assessing the risk
that a material weakness exists, and testing and evaluating the design and operating effectiveness of internal control based on the assessed risk. Our audits
also included performing such other procedures as we considered necessary in
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the circumstances. We believe that our audits provide a reasonable basis for
our opinions.

[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company's internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted
accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have a material effect on the financial statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

[Opinion paragraph]
In our opinion, the financial statements referred to above present fairly, in
all material respects, the financial position of W Company as of December 31,
20X8 and 20X7, and the results of its operations and its cash flows for each
of the years in the three-year period ended December 31, 20X8 in conformity
with accounting principles generally accepted in the United States of America.
Also in our opinion, W Company maintained, in all material respects, effective
internal control over financial reporting as of December 31, 20X8, based on
[Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)."].
[Signature]
[City and State or Country]
[Date]

88. If the auditor chooses to issue a separate report on internal control
over financial reporting, he or she should add the following paragraph to the
auditor's report on the financial statements—
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), W Company's internal control
over financial reporting as of December 31, 20X8, based on [identify control
criteria] and our report dated [date of report, which should be the same as the
date of the report on the financial statements] expressed [include nature of
opinion].

The auditor also should add the following paragraph to the report on internal
control over financial reporting—
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
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of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

Report Date
89. The auditor should date the audit report no earlier than the date on
which the auditor has obtained sufficient competent evidence to support the auditor's opinion. Because the auditor cannot audit internal control over financial
reporting without also auditing the financial statements, the reports should be
dated the same.

Material Weaknesses
90. Paragraphs 62–70 describe the evaluation of deficiencies. If there are
deficiencies that, individually or in combination, result in one or more material
weaknesses, the auditor must express an adverse opinion on the company's
internal control over financial reporting, unless there is a restriction on the
scope of the engagement.19
91. When expressing an adverse opinion on internal control over financial
reporting because of a material weakness, the auditor's report must include—

•

The definition of a material weakness, as provided in paragraph
A7.

•

A statement that a material weakness has been identified and
an identification of the material weakness described in management's assessment.
Note: If the material weakness has not been included in management's assessment, the report should be modified to state that a
material weakness has been identified but not included in management's assessment. Additionally, the auditor's report should
include a description of the material weakness, which should provide the users of the audit report with specific information about
the nature of the material weakness and its actual and potential
effect on the presentation of the company's financial statements
issued during the existence of the weakness. In this case, the auditor also should communicate in writing to the audit committee
that the material weakness was not disclosed or identified as a
material weakness in management's assessment. If the material
weakness has been included in management's assessment but the
auditor concludes that the disclosure of the material weakness is
not fairly presented in all material respects, the auditor's report
should describe this conclusion as well as the information necessary to fairly describe the material weakness.

92. The auditor should determine the effect his or her adverse opinion on
internal control has on his or her opinion on the financial statements. Additionally, the auditor should disclose whether his or her opinion on the financial
statements was affected by the adverse opinion on internal control over financial reporting.
Note: If the auditor issues a separate report on internal control over financial
reporting in this circumstance, the disclosure required by this paragraph may
19

See paragraph C3 for direction when the scope of the engagement has been limited.
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be combined with the report language described in paragraphs 88 and 91. The
auditor may present the combined language either as a separate paragraph or
as part of the paragraph that identifies the material weakness.

Subsequent Events
93. Changes in internal control over financial reporting or other factors
that might significantly affect internal control over financial reporting might
occur subsequent to the date as of which internal control over financial reporting
is being audited but before the date of the auditor's report. The auditor should
inquire of management whether there were any such changes or factors and
obtain written representations from management relating to such matters, as
described in paragraph 75h.
94. To obtain additional information about whether changes have occurred
that might affect the effectiveness of the company's internal control over financial reporting and, therefore, the auditor's report, the auditor should inquire
about and examine, for this subsequent period, the following—

•

Relevant internal audit (or similar functions, such as loan review
in a financial institution) reports issued during the subsequent
period,

•

Independent auditor reports (if other than the auditor's) of deficiencies in internal control,

•

Regulatory agency reports on the company's internal control over
financial reporting, and

•

Information about the effectiveness of the company's internal control over financial reporting obtained through other engagements.

95. The auditor might inquire about and examine other documents for the
subsequent period. Paragraphs .01–.09 of AU section 560, Subsequent Events,
provide direction on subsequent events for a financial statement audit that
also may be helpful to the auditor performing an audit of internal control over
financial reporting.
96. If the auditor obtains knowledge about subsequent events that materially and adversely affect the effectiveness of the company's internal control over
financial reporting as of the date specified in the assessment, the auditor should
issue an adverse opinion on internal control over financial reporting (and follow
the direction in paragraph C2 if management's assessment states that internal
control over financial reporting is effective). If the auditor is unable to determine the effect of the subsequent event on the effectiveness of the company's
internal control over financial reporting, the auditor should disclaim an opinion. As described in paragraph C13, the auditor should disclaim an opinion on
management's disclosures about corrective actions taken by the company after
the date of management's assessment, if any.
97. The auditor may obtain knowledge about subsequent events with respect to conditions that did not exist at the date specified in the assessment but
arose subsequent to that date and before issuance of the auditor's report. If a
subsequent event of this type has a material effect on the company's internal
control over financial reporting, the auditor should include in his or her report
an explanatory paragraph describing the event and its effects or directing the
reader's attention to the event and its effects as disclosed in management's
report.
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98. After the issuance of the report on internal control over financial reporting, the auditor may become aware of conditions that existed at the report
date that might have affected the auditor's opinion had he or she been aware
of them. The auditor's evaluation of such subsequent information is similar to
the auditor's evaluation of information discovered subsequent to the date of
the report on an audit of financial statements, as described in AU section 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor's Report.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as follows—
A2. A control objective provides a specific target against which to evaluate
the effectiveness of controls. A control objective for internal control over financial reporting generally relates to a relevant assertion and states a criterion
for evaluating whether the company's control procedures in a specific area provide reasonable assurance that a misstatement or omission in that relevant
assertion is prevented or detected by controls on a timely basis.
A3. A deficiency in internal control over financial reporting exists when the
design or operation of a control does not allow management or employees, in
the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis.

•

A deficiency in design exists when (a) a control necessary to meet
the control objective is missing or (b) an existing control is not
properly designed so that, even if the control operates as designed,
the control objective would not be met.

•

A deficiency in operation exists when a properly designed control
does not operate as designed, or when the person performing the
control does not possess the necessary authority or competence to
perform the control effectively.

A4. Financial statements and related disclosures refers to a company's
financial statements and notes to the financial statements as presented in accordance with generally accepted accounting principles ("GAAP"). References
to financial statements and related disclosures do not extend to the preparation
of management's discussion and analysis or other similar financial information
presented outside a company's GAAP-basis financial statements and notes.
A5. Internal control over financial reporting is a process designed by, or
under the supervision of, the company's principal executive and principal financial officers, or persons performing similar functions, and effected by the
company's board of directors, management, and other personnel, to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
GAAP and includes those policies and procedures that—
(1) Pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of
the assets of the company;
(2) Provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of
the company; and
(3) Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have a material effect on the financial
statements.1
1
See Securities Exchange Act Rules 13a-15(f) and 15d-15(f), 17 C.F.R. §§ 240.13a-15(f) and
240.15d-15(f).
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Note: The auditor's procedures as part of either the audit of internal control over financial reporting or the audit of the financial
statements are not part of a company's internal control over financial reporting.
Note: Internal control over financial reporting has inherent limitations. Internal control over financial reporting is a process that
involves human diligence and compliance and is subject to lapses
in judgment and breakdowns resulting from human failures. Internal control over financial reporting also can be circumvented
by collusion or improper management override. Because of such
limitations, there is a risk that material misstatements will not
be prevented or detected on a timely basis by internal control
over financial reporting. However, these inherent limitations are
known features of the financial reporting process. Therefore, it is
possible to design into the process safeguards to reduce, though
not eliminate, this risk.
A6. Management’s assessment is the assessment described in Item 308(a)(3)
of Regulations S-B and S-K that is included in management's annual report on
internal control over financial reporting.2
A7. A material weakness is a deficiency, or a combination of deficiencies,
in internal control over financial reporting, such that there is a reasonable
possibility that a material misstatement of the company's annual or interim
financial statements will not be prevented or detected on a timely basis.
Note: There is a reasonable possibility of an event, as used in this standard,
when the likelihood of the event is either "reasonably possible" or "probable,"
as those terms are used in Financial Accounting Standards Board Statement
No. 5, Accounting for Contingencies ("FAS 5").3

A8. Controls over financial reporting may be preventive controls or detective controls. Effective internal control over financial reporting often includes
a combination of preventive and detective controls.

•

Preventive controls have the objective of preventing errors or
fraud that could result in a misstatement of the financial statements from occurring.

•

Detective controls have the objective of detecting errors or fraud
that has already occurred that could result in a misstatement of
the financial statements.

A9. A relevant assertion is a financial statement assertion that has a reasonable possibility of containing a misstatement or misstatements that would
cause the financial statements to be materially misstated. The determination of
whether an assertion is a relevant assertion is based on inherent risk, without
regard to the effect of controls.
A10. An account or disclosure is a significant account or disclosure if there
is a reasonable possibility that the account or disclosure could contain a misstatement that, individually or when aggregated with others, has a material
effect on the financial statements, considering the risks of both overstatement
and understatement. The determination of whether an account or disclosure is
significant is based on inherent risk, without regard to the effect of controls.

2
3

See 17 C.F.R. §§ 228.308(a)(3) and 229.308(a)(3).
See FAS 5, paragraph 3.

REL 2007-005A

3098

Select PCAOB Releases

A11. A significant deficiency is a deficiency, or a combination of deficiencies,
in internal control over financial reporting that is less severe than a material
weakness, yet important enough to merit attention by those responsible for
oversight of the company's financial reporting.
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Appendix B
Special Topics
Integration of Audits
B1. Tests of Controls in an Audit of Internal Control. The objective of the tests
of controls in an audit of internal control over financial reporting is to obtain
evidence about the effectiveness of controls to support the auditor's opinion
on the company's internal control over financial reporting. The auditor's opinion relates to the effectiveness of the company's internal control over financial
reporting as of a point in time and taken as a whole.
B2. To express an opinion on internal control over financial reporting as of a
point in time, the auditor should obtain evidence that internal control over financial reporting has operated effectively for a sufficient period of time, which
may be less than the entire period (ordinarily one year) covered by the company's financial statements. To express an opinion on internal control over
financial reporting taken as a whole, the auditor must obtain evidence about
the effectiveness of selected controls over all relevant assertions. This requires
that the auditor test the design and operating effectiveness of controls he or
she ordinarily would not test if expressing an opinion only on the financial
statements.
B3. When concluding on the effectiveness of internal control over financial reporting for purposes of expressing an opinion on internal control over financial
reporting, the auditor should incorporate the results of any additional tests of
controls performed to achieve the objective related to expressing an opinion on
the financial statements, as discussed in the following section.
B4. Tests of Controls in an Audit of Financial Statements. To express an opinion
on the financial statements, the auditor ordinarily performs tests of controls
and substantive procedures. The objective of the tests of controls the auditor
performs for this purpose is to assess control risk. To assess control risk for
specific financial statement assertions at less than the maximum, the auditor
is required to obtain evidence that the relevant controls operated effectively
during the entire period upon which the auditor plans to place reliance on those
controls. However, the auditor is not required to assess control risk at less
than the maximum for all relevant assertions and, for a variety of reasons, the
auditor may choose not to do so.
B5. When concluding on the effectiveness of controls for the purpose of assessing control risk, the auditor also should evaluate the results of any additional
tests of controls performed to achieve the objective related to expressing an
opinion on the company's internal control over financial reporting, as discussed
in paragraph B2. Consideration of these results may require the auditor to alter the nature, timing, and extent of substantive procedures and to plan and
perform further tests of controls, particularly in response to identified control
deficiencies.
B6. Effect of Tests of Controls on Substantive Procedures. If, during the audit
of internal control over financial reporting, the auditor identifies a deficiency,
he or she should determine the effect of the deficiency, if any, on the nature,
timing, and extent of substantive procedures to be performed to reduce audit
risk in the audit of the financial statements to an appropriately low level.
B7. Regardless of the assessed level of control risk or the assessed risk of material misstatement in connection with the audit of the financial statements,
the auditor should perform substantive procedures for all relevant assertions.
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Performing procedures to express an opinion on internal control over financial
reporting does not diminish this requirement.
B8. Effect of Substantive Procedures on the Auditor's Conclusions About the Operating Effectiveness of Controls. In an audit of internal control over financial
reporting, the auditor should evaluate the effect of the findings of the substantive auditing procedures performed in the audit of financial statements on the
effectiveness of internal control over financial reporting. This evaluation should
include, at a minimum—

•

The auditor's risk assessments in connection with the selection
and application of substantive procedures, especially those related
to fraud.

•

Findings with respect to illegal acts and related party transactions.

•

Indications of management bias in making accounting estimates
and in selecting accounting principles.

•

Misstatements detected by substantive procedures. The extent of
such misstatements might alter the auditor's judgment about the
effectiveness of controls.

B9. To obtain evidence about whether a selected control is effective, the control
must be tested directly; the effectiveness of a control cannot be inferred from
the absence of misstatements detected by substantive procedures. The absence
of misstatements detected by substantive procedures, however, should inform
the auditor's risk assessments in determining the testing necessary to conclude
on the effectiveness of a control.

Multiple Locations Scoping Decisions
B10. In determining the locations or business units at which to perform tests
of controls, the auditor should assess the risk of material misstatement to the
financial statements associated with the location or business unit and correlate
the amount of audit attention devoted to the location or business unit with the
degree of risk.
Note: The auditor may eliminate from further consideration locations or business units that, individually or when aggregated with others, do not present a
reasonable possibility of material misstatement to the company's consolidated
financial statements.

B11. In assessing and responding to risk, the auditor should test controls over
specific risks that present a reasonable possibility of material misstatement
to the company's consolidated financial statements. In lower-risk locations or
business units, the auditor first might evaluate whether testing entity-level
controls, including controls in place to provide assurance that appropriate controls exist throughout the organization, provides the auditor with sufficient
evidence.
B12. In determining the locations or business units at which to perform tests of
controls, the auditor may take into account work performed by others on behalf
of management. For example, if the internal auditors' planned procedures include relevant audit work at various locations, the auditor may coordinate work
with the internal auditors and reduce the number of locations or business units
at which the auditor would otherwise need to perform auditing procedures.
B13. The direction in paragraph 61 regarding special considerations for subsequent years' audits means that the auditor should vary the nature, timing, and
extent of testing of controls at locations or business units from year to year.
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B14. Special Situations. The scope of the audit should include entities that
are acquired on or before the date of management's assessment and operations
that are accounted for as discontinued operations on the date of management's
assessment. The direction in this multiple-locations discussion describes how to
determine whether it is necessary to test controls at these entities or operations.
B15. For equity method investments, the scope of the audit should include
controls over the reporting in accordance with generally accepted accounting
principles, in the company's financial statements, of the company's portion of
the investees' income or loss, the investment balance, adjustments to the income
or loss and investment balance, and related disclosures. The audit ordinarily
would not extend to controls at the equity method investee.
B16. In situations in which the SEC allows management to limit its assessment
of internal control over financial reporting by excluding certain entities, the auditor may limit the audit in the same manner. In these situations, the auditor's
opinion would not be affected by a scope limitation. However, the auditor should
include, either in an additional explanatory paragraph or as part of the scope
paragraph in his or her report, a disclosure similar to management's regarding
the exclusion of an entity from the scope of both management's assessment and
the auditor's audit of internal control over financial reporting. Additionally, the
auditor should evaluate the reasonableness of management's conclusion that
the situation meets the criteria of the SEC's allowed exclusion and the appropriateness of any required disclosure related to such a limitation. If the auditor
believes that management's disclosure about the limitation requires modification, the auditor should follow the same communication responsibilities that
are described in paragraphs .29–.32 of AU section 722, Interim Financial Information. If management and the audit committee do not respond appropriately,
in addition to fulfilling those responsibilities, the auditor should modify his or
her report on the audit of internal control over financial reporting to include an
explanatory paragraph describing the reasons why the auditor believes management's disclosure requires modification.

Use of Service Organizations
B17. AU section 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that
are part of the company's information system. The auditor may apply the relevant concepts described in AU section 324 to the audit of internal control over
financial reporting.
B18. AU section 324.03 describes the situation in which a service organization's services are part of a company's information system. If the service organization's services are part of a company's information system, as described
therein, then they are part of the information and communication component
of the company's internal control over financial reporting. When the service
organization's services are part of the company's internal control over financial
reporting, the auditor should include the activities of the service organization
when determining the evidence required to support his or her opinion.
B19. AU section 324.07–.16 describe the procedures that the auditor should
perform with respect to the activities performed by the service organization.
The procedures include—
a.

Obtaining an understanding of the controls at the service organization that are relevant to the entity's internal control and the
controls at the user organization over the activities of the service
organization, and
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b.

Obtaining evidence that the controls that are relevant to the auditor's opinion are operating effectively.

B20. Evidence that the controls that are relevant to the auditor's opinion are
operating effectively may be obtained by following the procedures described in
AU section 324.12. These procedures include—
a.

Obtaining a service auditor's report on controls placed in operation and tests of operating effectiveness, or a report on the application of agreed-upon procedures that describes relevant tests of
controls.
Note: The service auditor's report referred to above means a report with the service auditor's opinion on the service organization's description of the design of its controls, the tests of controls,
and results of those tests performed by the service auditor, and
the service auditor's opinion on whether the controls tested were
operating effectively during the specified period (in other words,
"reports on controls placed in operation and tests of operating effectiveness" described in AU section 324.24b). A service auditor's
report that does not include tests of controls, results of the tests,
and the service auditor's opinion on operating effectiveness (in
other words, "reports on controls placed in operation" described
in AU section 324.24a) does not provide evidence of operating
effectiveness. Furthermore, if the evidence regarding operating
effectiveness of controls comes from an agreed-upon procedures
report rather than a service auditor's report issued pursuant to
AU section 324, the auditor should evaluate whether the agreedupon procedures report provides sufficient evidence in the same
manner described in the following paragraph.

b.

Performing tests of the user organization's controls over the activities of the service organization (e.g., testing the user organization's independent re-performance of selected items processed
by the service organization or testing the user organization's reconciliation of output reports with source documents).

c.

Performing tests of controls at the service organization.

B21. If a service auditor's report on controls placed in operation and tests of
operating effectiveness is available, the auditor may evaluate whether this report provides sufficient evidence to support his or her opinion. In evaluating
whether such a service auditor's report provides sufficient evidence, the auditor
should assess the following factors—

•

The time period covered by the tests of controls and its relation to
the as-of date of management's assessment,

•

The scope of the examination and applications covered, the controls tested, and the way in which tested controls relate to the
company's controls, and

•

The results of those tests of controls and the service auditor's opinion on the operating effectiveness of the controls.
Note: These factors are similar to factors the auditor would consider in determining whether the report provides sufficient evidence to support the auditor's assessed level of control risk in
an audit of the financial statements, as described in AU section
324.16.
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B22. If the service auditor's report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objectives might be achieved only if the company applies controls contemplated in
the design of the system by the service organization, the auditor should evaluate whether the company is applying the necessary procedures.
B23. In determining whether the service auditor's report provides sufficient
evidence to support the auditor's opinion, the auditor should make inquiries
concerning the service auditor's reputation, competence, and independence. Appropriate sources of information concerning the professional reputation of the
service auditor are discussed in paragraph .10a of AU section 543, Part of Audit
Performed by Other Independent Auditors.
B24. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor's report and the date specified in management's assessment, additional procedures should be performed.
The auditor should inquire of management to determine whether management
has identified any changes in the service organization's controls subsequent to
the period covered by the service auditor's report (such as changes communicated to management from the service organization, changes in personnel at the
service organization with whom management interacts, changes in reports or
other data received from the service organization, changes in contracts or service level agreements with the service organization, or errors identified in the
service organization's processing). If management has identified such changes,
the auditor should evaluate the effect of such changes on the effectiveness of
the company's internal control over financial reporting. The auditor also should
evaluate whether the results of other procedures he or she performed indicate
that there have been changes in the controls at the service organization.
B25. The auditor should determine whether to obtain additional evidence about
the operating effectiveness of controls at the service organization based on the
procedures performed by management or the auditor and the results of those
procedures and on an evaluation of the following risk factors. As risk increases,
the need for the auditor to obtain additional evidence increases.

•

The elapsed time between the time period covered by the tests of
controls in the service auditor's report and the date specified in
management's assessment,

•
•

The significance of the activities of the service organization,

•

The nature and significance of any changes in the service organization's controls identified by management or the auditor.

Whether there are errors that have been identified in the service
organization's processing, and

B26. If the auditor concludes that additional evidence about the operating effectiveness of controls at the service organization is required, the auditor's additional procedures might include—

•

Evaluating procedures performed by management and the results
of those procedures.

•

Contacting the service organization, through the user organization, to obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures that will supply the necessary information.

•

Visiting the service organization and performing such procedures.
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B27. The auditor should not refer to the service auditor's report when expressing
an opinion on internal control over financial reporting.

Benchmarking of Automated Controls
B28. Entirely automated application controls are generally not subject to breakdowns due to human failure. This feature allows the auditor to use a "benchmarking" strategy.
B29. If general controls over program changes, access to programs, and computer operations are effective and continue to be tested, and if the auditor verifies that the automated application control has not changed since the auditor
established a baseline (i.e., last tested the application control), the auditor may
conclude that the automated application control continues to be effective without repeating the prior year's specific tests of the operation of the automated
application control. The nature and extent of the evidence that the auditor
should obtain to verify that the control has not changed may vary depending
on the circumstances, including depending on the strength of the company's
program change controls.
B30. The consistent and effective functioning of the automated application controls may be dependent upon the related files, tables, data, and parameters.
For example, an automated application for calculating interest income might
be dependent on the continued integrity of a rate table used by the automated
calculation.
B31. To determine whether to use a benchmarking strategy, the auditor should
assess the following risk factors. As these factors indicate lower risk, the control
being evaluated might be well-suited for benchmarking. As these factors indicate increased risk, the control being evaluated is less suited for benchmarking.
These factors are—

•

The extent to which the application control can be matched to a
defined program within an application.

•

The extent to which the application is stable (i.e., there are few
changes from period to period).

•

The availability and reliability of a report of the compilation
dates of the programs placed in production. (This information may
be used as evidence that controls within the program have not
changed.)

B32. Benchmarking automated application controls can be especially effective for companies using purchased software when the possibility of program
changes is remote—e.g., when the vendor does not allow access or modification
to the source code.
B33. After a period of time, the length of which depends upon the circumstances,
the baseline of the operation of an automated application control should be
reestablished. To determine when to reestablish a baseline, the auditor should
evaluate the following factors—

•

The effectiveness of the IT control environment, including controls over application and system software acquisition and maintenance, access controls and computer operations.

•

The auditor's understanding of the nature of changes, if any, on
the specific programs that contain the controls.

•

The nature and timing of other related tests.
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•

The consequences of errors associated with the application control
that was benchmarked.

•

Whether the control is sensitive to other business factors that
may have changed. For example, an automated control may have
been designed with the assumption that only positive amounts
will exist in a file. Such a control would no longer be effective if
negative amounts (credits) begin to be posted to the account.
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Appendix C
Special Reporting Situations
Report Modifications
C1. The auditor should modify his or her report if any of the following conditions
exist.
a. Elements of management's annual report on internal control are
incomplete or improperly presented,
b. There is a restriction on the scope of the engagement,
c. The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor's own report,
d. There is other information contained in management's annual
report on internal control over financial reporting, or
e. Management's annual certification pursuant to Section 302 of the
Sarbanes-Oxley Act is misstated.
C2. Elements of Management's Annual Report on Internal Control Over Financial Reporting Are Incomplete or Improperly Presented. If the auditor determines that elements of management's annual report on internal control over
financial reporting are incomplete or improperly presented, the auditor should
modify his or her report to include an explanatory paragraph describing the
reasons for this determination. If the auditor determines that the required
disclosure about a material weakness is not fairly presented in all material
respects, the auditor should follow the direction in paragraph 91.
C3. Scope Limitations. The auditor can express an opinion on the company's
internal control over financial reporting only if the auditor has been able to
apply the procedures necessary in the circumstances. If there are restrictions on
the scope of the engagement, the auditor should withdraw from the engagement
or disclaim an opinion. A disclaimer of opinion states that the auditor does
not express an opinion on the effectiveness of internal control over financial
reporting.
C4. When disclaiming an opinion because of a scope limitation, the auditor
should state that the scope of the audit was not sufficient to warrant the expression of an opinion and, in a separate paragraph or paragraphs, the substantive
reasons for the disclaimer. The auditor should not identify the procedures that
were performed nor include the statements describing the characteristics of an
audit of internal control over financial reporting (paragraph 85 g, h, and i); to
do so might overshadow the disclaimer.
C5. When the auditor plans to disclaim an opinion and the limited procedures
performed by the auditor caused the auditor to conclude that a material weakness exists, the auditor's report also should include—

•

The definition of a material weakness, as provided in paragraph
A7.

•

A description of any material weaknesses identified in the company's internal control over financial reporting. This description
should provide the users of the audit report with specific information about the nature of any material weakness and its actual
and potential effect on the presentation of the company's financial statements issued during the existence of the weakness. This
description also should address the requirements in paragraph 91.
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C6. The auditor may issue a report disclaiming an opinion on internal control
over financial reporting as soon as the auditor concludes that a scope limitation
will prevent the auditor from obtaining the reasonable assurance necessary to
express an opinion. The auditor is not required to perform any additional work
prior to issuing a disclaimer when the auditor concludes that he or she will not
be able to obtain sufficient evidence to express an opinion.
Note: In this case, in following the direction in paragraph 89 regarding dating
the auditor's report, the report date is the date that the auditor has obtained
sufficient competent evidence to support the representations in the auditor's
report.

C7. If the auditor concludes that he or she cannot express an opinion because
there has been a limitation on the scope of the audit, the auditor should communicate, in writing, to management and the audit committee that the audit
of internal control over financial reporting cannot be satisfactorily completed.
C8. Opinions Based, in Part, on the Report of Another Auditor. When another
auditor has audited the financial statements and internal control over financial
reporting of one or more subsidiaries, divisions, branches, or components of the
company, the auditor should determine whether he or she may serve as the
principal auditor and use the work and reports of another auditor as a basis, in
part, for his or her opinion. AU section 543, Part of Audit Performed by Other
Independent Auditors, provides direction on the auditor's decision of whether to
serve as the principal auditor of the financial statements. If the auditor decides
it is appropriate to serve as the principal auditor of the financial statements,
then that auditor also should be the principal auditor of the company's internal
control over financial reporting. This relationship results from the requirement
that an audit of the financial statements must be performed to audit internal
control over financial reporting; only the principal auditor of the financial statements can be the principal auditor of internal control over financial reporting.
In this circumstance, the principal auditor of the financial statements must
participate sufficiently in the audit of internal control over financial reporting
to provide a basis for serving as the principal auditor of internal control over
financial reporting.
C9. When serving as the principal auditor of internal control over financial
reporting, the auditor should decide whether to make reference in the report
on internal control over financial reporting to the audit of internal control over
financial reporting performed by the other auditor. In these circumstances, the
auditor's decision is based on factors analogous to those of the auditor who
uses the work and reports of other independent auditors when reporting on a
company's financial statements as described in AU section 543.
C10. The decision about whether to make reference to another auditor in the
report on the audit of internal control over financial reporting might differ from
the corresponding decision as it relates to the audit of the financial statements.
For example, the audit report on the financial statements may make reference to
the audit of a significant equity investment performed by another independent
auditor, but the report on internal control over financial reporting might not
make a similar reference because management's assessment of internal control
over financial reporting ordinarily would not extend to controls at the equity
method investee.1
C11. When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinion on the company's internal
1
See paragraph B15, for further discussion of the evaluation of the controls over financial reporting for an equity method investment.
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control over financial reporting, the auditor should refer to the report of the
other auditor when describing the scope of the audit and when expressing the
opinion.
C12. Management's Annual Report on Internal Control Over Financial Reporting Containing Additional Information. Management's annual report on internal control over financial reporting may contain information in addition to the
elements described in paragraph 72 that are subject to the auditor's evaluation.
C13. If management's annual report on internal control over financial reporting
could reasonably be viewed by users of the report as including such additional
information, the auditor should disclaim an opinion on the information.
C14. If the auditor believes that management's additional information contains a material misstatement of fact, he or she should discuss the matter with
management. If, after discussing the matter with management, the auditor
concludes that a material misstatement of fact remains, the auditor should notify management and the audit committee, in writing, of the auditor's views
concerning the information. AU section 317, Illegal Acts by Clients and Section
10A of the Securities Exchange Act of 1934 may also require the auditor to take
additional action.2
Note: If management makes the types of disclosures described in paragraph
C12 outside its annual report on internal control over financial reporting and
includes them elsewhere within its annual report on the company's financial
statements, the auditor would not need to disclaim an opinion. However, in that
situation, the auditor's responsibilities are the same as those described in this
paragraph if the auditor believes that the additional information contains a
material misstatement of fact.

C15. Management's Annual Certification Pursuant to Section 302 of the
Sarbanes-Oxley Act is Misstated. If matters come to the auditor's attention
as a result of the audit of internal control over financial reporting that lead
him or her to believe that modifications to the disclosures about changes in
internal control over financial reporting (addressing changes in internal control over financial reporting occurring during the fourth quarter) are necessary
for the annual certifications to be accurate and to comply with the requirements of Section 302 of the Act and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a), whichever applies,3 the auditor should follow the communication
responsibilities as described in AU section 722, Interim Financial Information,
for any interim period. However, if management and the audit committee do
not respond appropriately, in addition to the responsibilities described in AU
section 722, the auditor should modify his or her report on the audit of internal
control over financial reporting to include an explanatory paragraph describing
the reasons the auditor believes management's disclosures should be modified.

Filings Under Federal Securities Statutes
C16. AU section 711, Filings Under Federal Securities Statutes, describes the
auditor's responsibilities when an auditor's report is included in registration
statements, proxy statements, or periodic reports filed under the federal securities statutes. The auditor should apply AU section 711 with respect to the
auditor's report on internal control over financial reporting included in such filings. In addition, the auditor should extend the direction in AU section 711.10

2
3

See 15 U.S.C. § 78j-1.
See 17 C.F.R. §§ 240.13a-14(a) and 240.15d-14(a).
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to inquire of and obtain written representations from officers and other executives responsible for financial and accounting matters about whether any events
have occurred that have a material effect on the audited financial statements
to matters that could have a material effect on internal control over financial
reporting.
C17. When the auditor has fulfilled these responsibilities and intends to consent
to the inclusion of his or her report on internal control over financial reporting in
the securities filing, the auditor's consent should clearly indicate that both the
audit report on financial statements and the audit report on internal control
over financial reporting (or both opinions if a combined report is issued) are
included in his or her consent.
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Appendix 2
Rule 3525. Audit Committee Pre-Approval of Non-Audit
Services Related to Internal Control Over Financial
Reporting
In connection with seeking audit committee pre-approval to perform for an
audit client any permissible non-audit service related to internal control over
financial reporting, a registered public accounting firm shall—
(a) describe, in writing, to the audit committee of the issuer the scope
of the service;
(b) discuss with the audit committee of the issuer the potential effects
of the service on the independence of the firm; and
Note: Independence requirements provide that an auditor is not
independent of his or her audit client if the auditor is not, or a
reasonable investor with knowledge of all relevant facts and circumstances would conclude that the auditor is not, capable of
exercising objective and impartial judgment on all issues encompassed within the accountant's engagement. Several principles
guide the application of this general standard, including whether
the auditor assumes a management role or audits his or her own
work. Therefore, an auditor would not be independent if, for example, management had delegated its responsibility for internal
control over financial reporting to the auditor or if the auditor had
designed or implemented the audit client's internal control over
financial reporting.
(c) document the substance of its discussion with the audit committee
of the issuer.
[Effective pursuant to SEC Release No. 34-56152; File No. PCAOB-2007-02;
July 27, 2007]
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Appendix 3
Conforming Amendments to PCAOB Auditing Standards
[Effective pursuant to SEC Release No. 34-56152; File No. PCAOB-200702; July 27, 2007]

AU sec. 230, ”Due Professional Care in the Performance
of Work”
Statement on Auditing Standards ("SAS") No. 1, "Codification of Auditing Standards and Procedures," section 230, "Due Professional Care in the Performance
of Work" (AU sec. 230, "Due Professional Care in the Performance of Work"), as
amended, is amended as follows—
a.

b.

c.

Paragraph .10 is replaced with—
The exercise of due professional care allows the auditor to
obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether
caused by error or fraud, or whether any material weaknesses exist as of the date of management's assessment.
Absolute assurance is not attainable because of the nature of audit evidence and the characteristics of fraud.
Although not absolute assurance, reasonable assurance
is a high level of assurance. Therefore, an audit conducted
in accordance with the standards of the Public Company
Accounting Oversight Board (United States) may not detect a material weakness in internal control over financial reporting or a material misstatement to the financial
statements.
The term "financial statements" within the first sentence of paragraph .13 is replaced with the term "financial statements or internal control over financial reporting."
The second sentence of paragraph .13 is replaced with—
Therefore, the subsequent discovery that either a material misstatement, whether from error or fraud, exists in
the financial statements or a material weakness in internal control over financial reporting exists does not, in and
of itself, evidence (a) failure to obtain reasonable assurance, (b) inadequate planning, performance, or judgment,
(c) the absence of due professional care, or (d) a failure
to comply with the standards of the Public Company Accounting Oversight Board (United States).

AU sec. 310, ”Appointment of the Independent Auditor”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 310,
"Appointment of the Independent Auditor" (AU sec. 310, "Appointment of the
Independent Auditor"), as amended, is amended as follows—
a.

The third bullet point of paragraph .06 is replaced with—
Management is responsible for establishing and maintaining effective internal control over financial reporting. If, in an integrated audit of financial statements and

REL 2007-005A

3112

Select PCAOB Releases
internal control over financial reporting, the auditor concludes that he or she cannot express an opinion on internal control over financial reporting because there has
been a limitation on the scope of the audit, he or she
should communicate, in writing, to management and the
audit committee that the audit of internal control over
financial reporting cannot be satisfactorily completed.
b.

The eighth bullet point of paragraph .06 is amended as follows—
Under Integrated audit of financial statements and internal control over financial reporting, the last sub-bullet
point is replaced with the following—
To the board of directors—any conclusion that the audit committee's oversight of the company's external financial reporting and internal control over financial
reporting is ineffective.
Under Audit of financial statements, the last sub-bullet
is replaced with the following—
To the board of directors—if the auditor becomes aware
that the oversight of the company's external financial
reporting and internal control over financial reporting
by the audit committee is ineffective, that conclusion.

AU sec. 311, ”Planning and Supervision”
SAS No. 22, "Planning and Supervision" (AU sec. 311, "Planning and Supervision"), as amended, is amended as follows—
Within the note to paragraph 1, the reference to paragraph 39
of PCAOB Auditing Standard No. 2 is replaced with a reference
to paragraph 9 of PCAOB Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.

AU sec. 312, ”Audit Risk and Materiality in Conducting
an Audit”
SAS No. 47, "Audit Risk and Materiality in Conducting an Audit" (AU sec. 312,
"Audit Risk and Materiality in Conducting an Audit"), as amended, is amended
as follows—
a.

b.

c.

Within the note to paragraph 3, the reference to paragraphs 22–23
of PCAOB Auditing Standard No. 2 is replaced with a reference
to paragraph 20 of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
Within the note to paragraph 7, the reference to paragraphs 24–26
of PCAOB Auditing Standard No. 2 is replaced with a reference to
paragraphs 14–15 of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
The note to paragraph 12 is replaced with—
Note: When performing an integrated audit of financial
statements and internal control over financial reporting,
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refer to paragraphs 9 and 20 of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial
Statements, regarding planning considerations and materiality, respectively.
Within the note to paragraph 18, the reference to Appendix B,
Additional Performance Requirements and Directions; Extent-ofTesting Examples of PCAOB Auditing Standard No. 2 is replaced
with a reference to paragraphs B10–B16 of Appendix B, Special
Topics, of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements.
Within the note to paragraph 30, the reference to paragraphs
147–149 of PCAOB Auditing Standard No. 2 is replaced with a
reference to paragraphs 6–8 and paragraphs B1–B5 of Appendix
B, Special Topics, of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.

AU sec. 313, ”Substantive Tests Prior to the BalanceSheet Date”
SAS No. 45, "Omnibus Statement on Auditing Standards—1983" (AU sec. 313,
"Substantive Tests Prior to the Balance-Sheet Date"), is amended as follows—
Within the note to paragraph 1, the reference to paragraphs 98–
103 of PCAOB Auditing Standard No. 2 is replaced with a reference to paragraphs 52–53 of PCAOB Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.

AU sec. 315, ”Communications Between Predecessor and
Successor Auditors”
SAS No. 84, "Communications Between Predecessor and Successor Auditors"
(AU sec. 315, "Communications Between Predecessor and Successor Auditors"),
as amended, is amended as follows—
The last sentence of paragraph 16 is replaced with—
Furthermore, the predecessor auditor is not a specialist
as defined in AU sec. 336, Using the Work of a Specialist, nor does the predecessor auditor's work constitute the
work of others as described in AU sec. 322, The Auditor's
Consideration of the Internal Audit Function in an Audit
of Financial Statements, or paragraphs 16–19 of PCAOB
Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements.

AU sec. 316, ”Consideration of Fraud in a Financial
Statement Audit”
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), is amended as
follows—
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Within the note to paragraph 1, the reference to paragraphs 24–26
of PCAOB Auditing Standard No. 2 is replaced with a reference to
paragraphs 14–15 of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.

AU sec. 319, ”Consideration of Internal Control in a Financial
Statement Audit”
SAS No. 55, "Consideration of Internal Control in a Financial Statement Audit" (AU sec. 319, "Consideration of Internal Control in a Financial Statement
Audit"), as amended, is amended as follows—
a.

The note to paragraph 2 is replaced with—
Note: Refer to paragraph A9 of Appendix A, Definitions,
of PCAOB Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements for the definition of a
relevant assertion and paragraphs 28–33 of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of
Financial Statements, for discussion of identifying relevant assertions.

b.

Within the note to paragraph 9, the reference to Appendix B,
Additional Performance Requirements and Directions; Extent of
Testing Examples, of PCAOB Auditing Standard No. 2 is replaced
with a reference to paragraphs B10–B16 of Appendix B, Special
Topics, of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements.
The last sentence of paragraph 33 is deleted.
The note to paragraph 65 is deleted.
The note to paragraph 83 is deleted.
Within the note to paragraph 97, the reference to paragraphs
104–105 of PCAOB Auditing Standard No. 2 is replaced with a
reference to paragraph 54 of PCAOB Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
The appendix at paragraph 110 is deleted.

c.
d.
e.
f.

g.

AU sec. 322, ”The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements”
SAS No. 65, "The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements" (AU sec. 322, "The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial Statements"), is amended
as follows—
a.

b.

Within the note to paragraph 1, the reference to paragraphs 108–
126 of PCAOB Auditing Standard No. 2 is replaced with a reference to paragraphs 16–19 of PCAOB Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
The note to paragraph 20 is deleted.
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Within the note to paragraph 22, the reference to paragraph 122
of PCAOB Auditing Standard No. 2 is replaced with a reference to
paragraphs 18–19 of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.

AU sec. 324, ”Service Organizations”
SAS No. 70, "Service Organizations" (AU sec. 324, "Service Organizations"), as
amended, is amended as follows—
Within the note to paragraph 1, the reference to Appendix B,
Additional Performance Requirements and Directions; Extent-ofTesting Examples, of PCAOB Auditing Standard No. 2 is replaced
with a reference to paragraphs B17–B27 of Appendix B, Special
Topics, of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements.

AU sec. 325, ”Communications About Control Deficiencies in an
Audit of Financial Statements”1
AU sec. 325, "Communications About Control Deficiencies in an Audit of Financial Statements" is amended as follows—
a.

The first bullet point before paragraph 1 is amended as follows—
The reference to paragraphs 207–214 of PCAOB Auditing
Standard No. 2 is replaced with a reference to paragraphs
78–84 of PCAOB Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.

b.

The first bullet point in paragraph 1 is replaced with—
A deficiency in design exists when (a) a control necessary
to meet the control objective is missing or (b) an existing
control is not properly designed so that, even if the control
operates as designed, the control objective would not be
met.

c.

Paragraph 2 is replaced with—
A significant deficiency is a deficiency, or a combination of
deficiencies, in internal control over financial reporting,
that is less severe than a material weakness yet important enough to merit attention by those responsible for
oversight of the company's financial reporting.

d.

The notes to paragraph 2 are deleted.

1
When the Board adopted Auditing Standard No. 2, it superseded SAS No. 60 in the context of an
integrated audit of financial statements and internal control over financial reporting by paragraphs
207-214 of Auditing Standard No. 2. See PCAOB Release No. 2004-008, Conforming Amendments to
PCAOB Interim Standards Resulting From the Adoption of PCAOB Auditing Standard No. 2, "An Audit of Internal Control Over Financial Reporting Performed in Conjunction with An Audit of Financial
Statements" (Sept. 15, 2004). As a result of superseding Auditing Standard No. 2, paragraphs 78-84
of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements, now supersede SAS No. 60 in the context of an integrated
audit.
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e.

f.

g.

Paragraph 3 is replaced with—
A material weakness is a deficiency, or a combination of
deficiencies, in internal control over financial reporting,
such that there is a reasonable possibility that a material
misstatement of the company's annual or interim financial statements will not be prevented or detected on a
timely basis.
Note: There is a reasonable possibility of an event when
the likelihood of the event is either "reasonably possible"
or "probable," as those terms are used in paragraph 3 of
Financial Accounting Standards Board Statement No. 5,
Accounting for Contingencies.
Note: In evaluating whether a deficiency exists and
whether deficiencies, either individually or in combination with other deficiencies, are material weaknesses, the
auditor should follow the direction in paragraphs 62–70
of PCAOB Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.
Paragraph 5 is replaced with—
If oversight of the company's external financial reporting
and internal control over financial reporting by the company's audit committee is ineffective, that circumstance
should be regarded as an indicator that a material weakness in internal control over financial reporting exists.
Although there is not an explicit requirement to evaluate
the effectiveness of the audit committee's oversight in an
audit of only the financial statements, if the auditor becomes aware that the oversight of the company's external
financial reporting and internal control over financial reporting by the company's audit committee is ineffective,
the auditor must communicate that information in writing to the board of directors.
The last sentence of paragraph 9 is replaced with—
In an audit of financial statements only, auditing interpretation 1 to AU sec. 325, "Reporting on the Existence of
Material Weaknesses," continues to apply except that the
term "reportable condition" means "significant deficiency"
as defined in paragraph 2 of this standard.

AU sec. 9325, ”Communication of Internal Control Related
Matters Noted in an Audit: Auditing Interpretations
of Section 325”
AU sec. 9325, "Communication of Internal Control Related Matters Noted in
an Audit: Auditing Interpretations of Section 325" is amended as follows—
The note prior to paragraph 1 is replaced with—
Note: In an audit of financial statements only, auditing interpretation 1 to AU sec. 325, "Reporting on the Existence
of Material Weaknesses," continues to apply except that
the term "reportable condition" means "significant deficiency" as defined in paragraph 2 of this standard. Within

REL 2007-005A

An Audit of Internal Control Over Financial Reporting

3117

the example report within paragraph 4 of the interpretation, the third sentence is replaced with the definition of
a material weakness in paragraph A7 of Appendix A, Definitions, of PCAOB Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.

AU sec. 328, ”Auditing Fair Value Measurements
and Disclosures”
SAS No. 101, "Auditing Fair Value Measurements and Disclosures" (AU sec.
328, "Auditing Fair Value Measurements and Disclosures"), is amended as
follows—
The first sentence of paragraph 41 is replaced with—
Events and transactions that occur after the balancesheet date but before the date of the auditor's report (for
example, a sale of an investment shortly after the balancesheet date), may provide audit evidence regarding management's fair value measurements as of the balancesheet date7
____________________________________________________
7
The auditor's consideration of a subsequent event or transaction, as contemplated in this paragraph, is a substantive
test and thus differs from the review of subsequent events
performed pursuant to section 560, Subsequent Events.

AU sec. 332, ”Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities”
SAS No. 92, "Auditing Derivative Instruments, Hedging Activities, and Investments in Securities" (AU sec. 332, "Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities"), is amended as follows—
The note to paragraph 11 is replaced with—
Note: When performing an integrated audit of financial
statements and internal control over financial reporting,
paragraph 39 of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, states
"[t]he auditor should test those controls that are important to the auditor's conclusion about whether the company's controls sufficiently address the assessed risk of
misstatement to each relevant assertion." Therefore, in
an integrated audit of financial statements and internal
control over financial reporting, if there are relevant assertions related to the company's investment in derivatives and securities, the auditor's understanding of controls should include controls over derivatives and securities transactions from their initiation to their inclusion in
the financial statements and should encompass controls
placed in operation by the entity and service organizations whose services are part of the entity's information
system.
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AU sec. 333, ”Management Representations”
SAS No. 85, "Management Representations" (AU sec. 333, "Management Representations"), as amended, is amended as follows—
a.

b.

Within the note to paragraph 5, the reference to paragraphs 142–
144 of PCAOB Auditing Standard No. 2 is replaced with a reference to paragraphs 75–77 of PCAOB Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
The second sentence of paragraph 9 is replaced with—
Because the auditor is concerned with events occurring
through the date of his or her report that may require
adjustment to or disclosure in the financial statements,
the representations should be made as of the date of the
auditor's report.

AU sec. 9337, ”Inquiry of a Client’s Lawyer Concerning
Litigation, Claims, and Assessments: Auditing Interpretations of
Section 337”
AU sec. 9337, "Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments: Auditing Interpretations of Section 337" is amended as follows—
a.

b.

The last sentence of paragraph 4 is replaced with—
What is the relationship between the effective date of the
lawyer's response and the date of the auditor's report?
Paragraph 5 is replaced with—
Interpretation—Section 560.10 through .12 indicates that
the auditor is concerned with events, which may require
adjustment to, or disclosure in, the financial statements,
occurring through the date of his or her report. Therefore, the latest date of the period covered by the lawyer's
response (the "effective date") should be as close to the
date of the auditor's report as is practicable in the circumstances. Consequently, specifying the effective date of the
lawyer's response to reasonably approximate the expected
date of the auditor's report will in most instances obviate
the need for an updated response from the lawyer.

AU sec. 341, ”The Auditor’s Consideration of an Entity’s Ability
to Continue as a Going Concern”
SAS No. 59, "The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern" (AU sec. 341, "The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern"), as amended, is amended as follows—
The second sentence of paragraph 2 is replaced with—
The auditor's evaluation is based on his or her knowledge
of relevant conditions and events that exist at or have
occurred prior to the date of the auditor's report.

AU sec. 342, ”Auditing Accounting Estimates”
SAS No. 57, "Auditing Accounting Estimates" (AU sec. 342, "Auditing Accounting Estimates"), is amended as follows—
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Subparagraph c. of paragraph 10 is replaced with—
c. Review subsequent events or transactions occurring
prior to the date of the auditor's report.

b.

Paragraph 13 is replaced with—
Review subsequent events or transactions. Events or transactions sometimes occur subsequent to the date of the balance sheet, but prior to the date of the auditor's report,
that are important in identifying and evaluating the reasonableness of accounting estimates or key factors or assumptions used in the preparation of the estimate. In such
circumstances, an evaluation of the estimate or of a key
factor or assumption may be minimized or unnecessary
as the event or transaction can be used by the auditor in
evaluating their reasonableness.

AU sec. 380, ”Communication With Audit Committees”
SAS No. 61, "Communication With Audit Committees" (AU sec. 380, "Communication With Audit Committees"), as amended, is amended as follows—
Within footnote 1 to paragraph 1, the reference to PCAOB Auditing Standard No. 2 is replaced with a reference to PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements.

AU sec. 508, ”Reports on Audited Financial Statements”
SAS No. 58, "Reports on Audited Financial Statements" (AU sec. 508, "Reports
on Audited Financial Statements"), as amended, is amended as follows—
Within the note to paragraph 1, the reference to paragraphs 162–
199 of PCAOB Auditing Standard No. 2 is replaced with a reference to paragraphs 85–98 of PCAOB Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, and Appendix C,
Special Reporting Situations, of PCAOB Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements. The sentence
that reads "In addition, see Appendix A, Illustrative Reports on
Internal Control Over Financial Reporting, of PCAOB Auditing
Standard No. 2, which includes an illustrative combined audit report and examples of separate reports," is replaced with, "In addition, see paragraphs 86–88 of PCAOB Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, which includes
an illustrative combined audit report."

AU sec. 530, ”Dating of the Independent Auditor’s Report”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 530,
"Dating of the Independent Auditor's Report" (AU sec. 530, "Dating of the Independent Auditor's Report"), as amended, is amended as follows—
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a.

Paragraph .01 is replaced with—
The auditor should date the audit report no earlier than
the date on which the auditor has obtained sufficient competent evidence to support the auditor's opinion. Paragraph .05 describes the procedure to be followed when a
subsequent event occurring after the report date is disclosed in the financial statements.
Note: When performing an integrated audit of financial
statements and internal control over financial reporting,
the auditor's reports on the company's financial statements and on internal control over financial reporting
should be dated the same date.
Note: If the auditor concludes that a scope limitation will
prevent the auditor from obtaining the reasonable assurance necessary to express an opinion on the financial
statements, then the auditor's report date is the date that
the auditor has obtained sufficient competent evidence to
support the representations in the auditor's report.

b.

Paragraph .05 is replaced with—
The independent auditor has two methods for dating the
report when a subsequent event disclosed in the financial statements occurs after the auditor has obtained sufficient competent evidence on which to base his or her
opinion, but before the issuance of the related financial
statements. The auditor may use "dual dating," for example, "February 16, 20__, except for Note __, as to which the
date is March 1, 20__," or may date the report as of the
later date. In the former instance, the responsibility for
events occurring subsequent to the original report date is
limited to the specific event referred to in the note (or otherwise disclosed). In the latter instance, the independent
auditor's responsibility for subsequent events extends to
the later report date and, accordingly, the procedures outlined in section 560.12 generally should be extended to
that date.

c.

Within the heading before paragraph .03, the reference to "completion of field work" is replaced with "the date of the independent
auditor's report."

AU sec. 543, ”Part of Audit Performed by Other
Independent Auditors”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 543,
"Part of Audit Performed by Other Independent Auditors" (AU sec. 543, "Part
of Audit Performed by Other Independent Auditors"), as amended, is amended
as follows—
Within the note to paragraph .01, the reference to paragraphs
182–185 of PCAOB Auditing Standard No. 2 is replaced with a
reference to paragraphs C8–C11 of Appendix C, Special Reporting
Situations, of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.
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AU sec. 560, ”Subsequent Events”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 560,
"Subsequent Events" (AU sec. 560, "Subsequent Events"), as amended, is
amended as follows—
a.

b.

Within the note to paragraph .01, the reference to paragraphs
186–189 of PCAOB Auditing Standard No. 2 is replaced with a
reference to paragraphs 93–97 of PCAOB Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
The second sentence of paragraph .12 is replaced with—
These procedures should be performed at or near the date
of the auditor's report.

AU sec. 561, ”Subsequent Discovery of Facts Existing at the
Date of the Auditor’s Report”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 561,
"Subsequent Discovery of Facts Existing at the Date of the Auditor's Report"
(AU sec. 561, "Subsequent Discovery of Facts Existing at the Date of the Auditor's Report"), as amended, is amended as follows—
Within the note to paragraph .01, the reference to paragraph 197
of PCAOB Auditing Standard No. 2 is replaced with a reference
to paragraph 98 of PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.

AU sec. 711, ”Filings Under Federal Securities Statutes”
SAS No. 37, "Filings Under Federal Securities Statutes" (AU sec. 711, "Filings
Under Federal Securities Statutes"), is amended as follows—
a.

b.

Within the note to paragraph 2, the reference to paragraphs 198–
199 of PCAOB Auditing Standard No. 2 is replaced with a reference to paragraphs C16–C17 of Appendix C, Special Reporting
Situations, of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.
The third sentence of paragraph 10 is replaced with—
The likelihood that the auditor will discover subsequent
events necessarily decreases following the date of the auditor's report, and, as a practical matter, after that time
the independent auditor may rely, for the most part, on
inquiries of responsible officials and employees.

AU sec. 722, ”Interim Financial Information”
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), is amended as follows—
a.

The following is inserted after the first sentence of paragraph 3—
The SEC also requires management, with the participation of the principal executive and financial officers (the
certifying officers) to make certain quarterly and annual
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certifications with respect to the company's internal control over financial reporting.2
____________________________________________________
2

See Section 302 of the Sarbanes-Oxley Act of 2002, and Securities Exchange Act Rule 13a-14(a) or 15d-14(a), (17 C.F.R.
§240.13a-14a or 17 C.F.R. §240.15d-14a), whichever applies.

b.

The note to paragraph 3 is deleted.

c.

The following is added to the end of paragraph 7—
Likewise, the auditor's responsibility as it relates to management's quarterly certifications on internal control over
financial reporting is different from the auditor's responsibility as it relates to management's annual assessment
of internal control over financial reporting. The auditor
should perform limited procedures quarterly to provide a
basis for determining whether he or she has become aware
of any material modifications that, in the auditor's judgment, should be made to the disclosures about changes
in internal control over financial reporting in order for
the certifications to be accurate and to comply with the
requirements of Section 302 of the Act.
Note: The auditor's responsibilities for evaluating management's certification disclosures about internal control
over financial reporting take effect beginning with the
first quarter after the company's first annual assessment
of internal control over financial reporting as described in
Item 308(a)(3) of Regulations S-B and S-K.

d.

The following lettered section is added to the end of paragraph
18—
g. Evaluating management's quarterly certifications about
internal control over financial reporting by performing the
following procedures—

e.

•

Inquiring of management about significant
changes in the design or operation of internal
control over financial reporting as it relates to the
preparation of annual as well as interim financial
information that could have occurred subsequent
to the preceding annual audit or prior review of
interim financial information;

•

Evaluating the implications of misstatements
identified by the auditor as part of the auditor's
other interim review procedures as they relate to
effective internal control over financial reporting;
and

•

Determining, through a combination of observation and inquiry, whether any change in internal
control over financial reporting has materially affected, or is reasonably likely to materially affect,
the company's internal control over financial reporting.

Paragraph 29 is replaced with—
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f.

As a result of conducting a review of interim financial
information, the accountant may become aware of matters
that cause him or her to believe that—
a. Material modification should be made to the interim financial information for it to conform with
generally accepted accounting principles;
b. Modification to the disclosures about changes in
internal control over financial reporting is necessary for the certifications to be accurate and to
comply with the requirements of Section 302 of
the Act and Securities Exchange Act Rule 13a14(a) or 15d-14(a), whichever applies; and
c. The entity filed the Form 10-Q or Form 10-QSB
before the completion of the review.
In such circumstances, the accountant should communicate the matter(s) to the appropriate level of management
as soon as practicable.
Paragraph 32 is replaced with—
If the auditor becomes aware of information indicating
that fraud or an illegal act has or may have occurred, the
auditor must also determine his or her responsibilities
under AU sec. 316, Consideration of Fraud in a Financial
Statement Audit, AU sec. 317, Illegal Acts by Clients, and
Section 10A of the Securities Exchange Act of 1934.1
____________________________________________________
1

g.

3123

See 15 U.S.C. §78j-1

Within paragraph 33, the third sentence is replaced with—
A significant deficiency is a deficiency, or a combination of
deficiencies, in internal control over financial reporting,
that is less severe than a material weakness yet important enough to merit attention by those responsible for
oversight of the company's financial reporting.

Auditing Standard No. 3, Audit Documentation
Auditing Standard No. 3, Audit Documentation is amended as follows—
Within footnote 2 to paragraph 6, the reference to paragraphs
68–70 of Auditing Standard No. 2 is replaced with a reference
to paragraphs 28–33 of Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.

Auditing Standard No. 4, Reporting on Whether a Previously
Reported Material Weakness Continues to Exist
Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist is amended as follows—
a.

Within note 1 to paragraph 1, the reference to Auditing Standard
No. 2 is replaced with a reference to Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
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b.

Within paragraph 2, the two references to Auditing Standard No.
2 are replaced with references to Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.

c.

Within the note to paragraph 2, the reference to Auditing Standard No. 2 is replaced with a reference to Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.

d.

Within paragraph 4, the reference to Auditing Standard No. 2 is
replaced with a reference to Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.

e.

Paragraph 9 is replaced with—
The terms internal control over financial reporting, deficiency, significant deficiency, and material weakness have
the same meanings as the definitions of those terms in
Appendix A, Definitions, of Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements.

f.

The first sentence of paragraph 10 is replaced with—
Paragraph 5 of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements, states "[t]he auditor should use the same suitable, recognized control
framework to perform his or her audit of internal control over financial reporting as management uses for its
annual evaluation of the effectiveness of the company's
internal control over financial reporting."

g.

Within the note to paragraph 10, the reference to Auditing Standard No. 2 in the first sentence is replaced with a reference to
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements, and the last sentence is amended as follows—
More information about the COSO framework is included
within the COSO report.

h.

Paragraph 11 is replaced with—
The terms relevant assertion and control objective have
the same meaning as the definitions of those terms in
Appendix A, Definitions, of Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements.

i.

Paragraph 13 is replaced with—
In an audit of internal control over financial reporting,
the auditor should test the design effectiveness of controls by determining whether the company's controls, if
they are operated as prescribed by persons possessing the
necessary authority and competence to perform the control effectively, satisfy the company's control objectives
and can effectively prevent or detect errors or fraud that
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could result in material misstatements in the financial
statements.2
____________________________________________________
2

See paragraph 42 of Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
j.

k.

l.
m.

n.

o.

p.

q.

r.

Within the note to paragraph 17, the reference to Auditing Standard No. 2 is replaced with a reference to Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
Within note 2 to paragraph 18, the reference to Auditing Standard
No. 2 is replaced with a reference to Auditing Standard No. 5,
An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
Within paragraph 21, the last sentence is deleted.
Within paragraph 23, the reference to paragraphs 22 and 23 of
Auditing Standard No. 2 is replaced with a reference to paragraph
20 of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements. Additionally, the second sentence is deleted.
Within paragraph 24, the reference to paragraph 39 of Auditing
Standard No. 2 is replaced with a reference to paragraph 9 of
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements.
Within paragraph 25, the reference to Auditing Standard No. 2 is
replaced with a reference to Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
Within the note to paragraph 25, the two references to Auditing
Standard No. 2 are replaced with references to Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements.
Within subparagraph a. of paragraph 26, the reference to paragraphs 47 through 51 of Auditing Standard No. 2 is replaced with
a reference to paragraphs 22–27 of Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
Subparagraph b. of paragraph 26 is replaced with—
Perform the procedures described in paragraphs 34–38
of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements, for those transactions that
are directly affected by controls specifically identified by
management as addressing the material weakness.

s.
t.

u.

The note to subparagraph b. of paragraph 26 is deleted.
Within paragraph 27, the reference to Auditing Standard No. 2 is
replaced with a reference to Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
The note to paragraph 28 is deleted.
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v.

w.

x.

y.

z.

aa.

Within paragraph 31, the reference to paragraphs 88 through 91
of Auditing Standard No. 2 is replaced with a reference to paragraphs 42–43 of Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
Paragraph 32 is replaced with—
Consistent with the direction in paragraphs 44–45 of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of
Financial Statements, the auditor should test the operating effectiveness of a specified control by determining
whether the specified control operated as designed and
whether the person performing the control possesses the
necessary authority and qualifications to perform the control effectively. In determining the nature, timing, and
extent of tests of controls, the auditor should apply paragraphs 50–54 of Auditing Standard No. 5.
Paragraph 33 is replaced with—
The auditor should perform tests of the specified controls over a period of time that is adequate to determine
whether, as of the date specified in management's assertion, the controls necessary for achieving the stated
control objective are operating effectively. The timing of
the auditor's tests should vary with the risk associated
with the control being tested. For example, a transactionbased, daily reconciliation generally would permit the auditor to obtain sufficient evidence as to its operating effectiveness in a shorter period of time than a pervasive,
entity-level control, such as any of those described in paragraphs 22–24 of Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements. Additionally, the auditor typically will be able to obtain sufficient
evidence as to the operating effectiveness of controls over
the company's period-end financial reporting process only
by testing those controls in connection with a period-end.
Within paragraph 35, the reference to paragraphs B1 through
B13 of Appendix B of Auditing Standard No. 2 is replaced with a
reference to paragraphs B10–B16 of Appendix B, Special Topics,
of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements.
Within paragraph 36, the reference to paragraphs 109 through
115 and 117 through 125 of Auditing Standard No. 2 is replaced
with a reference to paragraphs 16–19 of Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
The second sentence of paragraph 37 is replaced with—
Therefore, if the auditor has been engaged to report
on more than one material weakness or on more than
one stated control objective, the auditor must evaluate
whether he or she has obtained sufficient evidence that
the control objectives related to each of the material weaknesses identified in management's assertion are achieved.
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The first two sentences of paragraph 38 are replaced with—
Paragraphs 18–19 of Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, should
be applied in the context of the engagement to report on
whether a previously reported material weakness continues to exist.
The note to paragraph 38 is deleted.
The note to paragraph 39 is deleted.
Paragraph 42 is replaced with—
Management may conclude that a previously reported
material weakness no longer exists because its severity
has been sufficiently reduced such that it is no longer a
material weakness.
Subparagraph f. of paragraph 44 is replaced with—
Describing any fraud resulting in a material misstatement to the company's financial statements and any other
fraud that does not result in a misstatement in the company's financial statements but involves senior management or management or other employees who have a significant role in the company's internal control over financial reporting and that has occurred or come to management's attention since the date of management's most recent annual assessment of internal control over financial
reporting.
Within the note to subparagraph b. of paragraph 51, the reference to Auditing Standard No. 2 is replaced with a reference to
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements.
Within the note to subparagraph l. of paragraph 51, the reference to Auditing Standard No. 2 is replaced with a reference to
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements.
Within the note to the second bullet point of subparagraph o. of
paragraph 51, the reference to Auditing Standard No. 2 is replaced with a reference to Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements.
Within paragraph 52, the reference to Auditing Standard No. 2 is
replaced with a reference to Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.
Within paragraph 63, the reference to paragraphs 202 through
206 of Auditing Standard No. 2 is replaced with a reference to
paragraphs 7 and 29–32 of AU sec. 722, Interim Financial Information.
Within paragraph 64, the reference to paragraphs 202 through
206 of Auditing Standard No. 2 is replaced with a reference to
paragraphs 7 and 29–32 of AU sec. 722, Interim Financial Information.
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Appendix 4
Additional Discussion of Comments and the Board’s
Response
As discussed in the first part of the Board's release, on December 19, 2006, the
Board proposed for comment a new standard on auditing internal control, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements, that would replace Auditing Standard No. 2, a
related auditing standard, Considering and Using the Work of Others in an Audit, an independence rule relating to the auditor's provision of internal controlrelated non-audit services, and certain amendments to its auditing standards.
The Board received 175 comment letters on its proposals and feedback from the
Board's Standing Advisory Group.
Notable changes that the Board made in finalizing its proposals in response to
comments are described in the first part of the Board's release. This appendix
contains a further discussion of comments received on the proposals and the
Board's response.

1. Alignment of Board’s Internal Control Auditing Standard
and the SEC’s Guidance to Management
Many commenters suggested that the SEC's guidance to management and the
Board's auditing standard should be more closely aligned. The commenters appeared to hold different opinions, however, about what alignment should mean
in this context. Some commenters suggested that the most important issue was
the need to use the same definitions of important terms in both documents.
Some focused on perceived differences in scope, testing, and documentation requirements, while others suggested that the tone of the two documents was different and that the Board's proposals were more prescriptive. A few commenters
suggested that the standard on auditing internal control should merely refer to
the SEC management guidance without providing additional direction to the
auditor.
As discussed more fully in the first part of this release, in formulating a new
standard on auditing internal control, the Board intended to describe an audit process that would be coordinated with management's evaluation process.
After considering the comments in this area, the Board made several changes,
described in the first part of this release, that improve coordination while recognizing the inherent differences in the roles of management and the independent
auditor under Section 404. The Board also adopted, as proposed, the final standard without a requirement for the auditor to perform an evaluation of management's assessment process. Commenters generally supported this aspect of the
proposal, which was intended to respond to concerns that the requirements of
Auditing Standard No. 2 had become de facto guidance for management's process. The absence of this requirement in the final standard should also allow
for improved coordination between management and the auditor.

2. Level of Prescriptive Detail
Some commenters suggested that there remained too many instances of the use
of the terms "should" and "must" in the proposed standard and that this might
drive excessive documentation and possibly unnecessary work. The Board's

REL 2007-005A

An Audit of Internal Control Over Financial Reporting

3129

Rule 3101 describes the level of responsibility that these imperatives impose
on auditors when used in PCAOB standards, and the Board uses these terms in
its standards to clearly convey its expectations. In response to these comments,
the Board analyzed each requirement in the proposed standard to determine
whether more reliance could be placed on general principles rather than detailed requirements. Where appropriate, the Board made modifications to make
the final standard more principles-based. As discussed more fully in the first
part of this release, areas in which changes were made include the focus on
fulfilling the objectives of a walkthrough and in the description of the top-down
approach. Some of these changes also contributed to better coordination with
the SEC's guidance for management.
In addition, several commenters expressed concern over the creation of presumptively mandatory responsibilities related to efficiency concepts. The example cited most often was the note to paragraph 3 of the proposed standard
on auditing internal control, which stated—
Note: The auditor should select for testing only those controls that are important to the auditor's conclusion about whether the company's controls sufficiently address the assessed risk of misstatement to a given relevant assertion
that could result in a material misstatement to the company's financial statements.

Commenters suggested that because of this requirement for the auditor to select
"only those controls that are important" for testing, an auditor would have
violated the Board's standards if he or she tested even one control that was later
shown to be not important. Commenters believed that this would undermine
audit effectiveness and recommended removal of such statements.
One of the objectives of the revised standard is to encourage auditors to focus
on those areas that present the greatest risk of allowing a material misstatement in the financial statements. However, the Board agrees that its standards
should not define a ceiling or maximum amount of work which the auditor may
not exceed. While this statement (and others like it) in the proposed standard
was not intended to imply that the Board would, with hindsight, suggest that
an auditor violated the standard through testing of a control that was later
determined to be not important to the audit, the Board has removed the note
to paragraph 3 in response to these comments. Similar statements throughout
the standard have also either been removed or modified.

3. Walkthroughs
The proposed standard required that the auditor perform a walkthrough of
each significant process each year and allowed the auditor to use others, such
as management personnel and internal auditors, to directly assist the auditor
in this work. The proposed standard also indicated that the walkthrough provides audit evidence but did not prescribe further requirements regarding the
circumstances in which a walkthrough might provide the auditor with sufficient evidence of operating effectiveness for a particular control. The proposing
release, however, noted that a walkthrough could be sufficient for some low-risk
controls in subsequent years.
As discussed in the first part of this release, the Board received a significant
number of comments on this topic. While several commenters expressed support for the importance of the walkthrough to audit quality, many commenters
suggested that the proposed provisions in this area were more prescriptive than
necessary, and suggested risk concepts as a way to add flexibility. While these
commenters acknowledged the value of a walkthrough and its importance to
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the evaluation of design effectiveness, many stated that the requirement to
perform a walkthrough in an area that is either low-risk, not complex, or unchanged appears inconsistent with the other areas in the proposed standard
that rely upon auditor judgment to a much greater extent.

Use of others in achieving the objectives of a walkthrough
Commenters supported allowing the auditor to use others to provide the auditor with direct assistance, particularly in low-risk areas, with only a few commenters believing that this change could jeopardize the quality of the audit. In
addition, many commenters believed that the standard should allow full use
of the work of others in performing walkthroughs, although some commenters
strongly disagreed with this point.
As discussed in the first part of this release, the final standard focuses the auditor on achieving four objectives related to the identification of where within the
company's processes misstatements could arise, rather than specifically on performing walkthroughs. Due to the importance of achieving these objectives to
the auditor's conclusion about internal control, the Board believes that allowing
the use of the work of others to a greater extent than what was proposed would
not provide the auditor with an adequate understanding of the relevant risks
and the related controls. Therefore, similar to the proposed standard, Auditing
Standard No. 5 allows the auditor to use the work of others in achieving the
objectives of a walkthrough, but only as direct assistance. That is, the auditor
will be required to supervise, review, evaluate, and test the work performed by
others.1

Using walkthroughs to test operating effectiveness
On the subject of using walkthroughs to test operating effectiveness, commenters suggested that walkthroughs can provide sufficient evidence of operating effectiveness, but held different views about situations in which this would
be the case. Some commenters supported the use of walkthroughs in low-risk
areas, while others focused on whether the control itself should be low-risk.
Several commenters suggested that a walkthrough could provide sufficient evidence of operating effectiveness for lower-risk controls but only when entitylevel controls are strong. Almost all commenters agreed that the proposed
standard focused on the appropriate conditions for using such an approach—
specifically, when risk is low, when past audits indicate effective design and
operation of the control, and when no changes have been made to the control
or process in which the control resides.
After considering these comments, the Board has decided that the risk-based
approach that is described in the final standard is the appropriate framework
for determining the evidence necessary to support the auditor's opinion. Therefore, Auditing Standard No. 5 articulates the principle that performance of a
walkthrough might provide sufficient evidence of operating effectiveness, depending on the risk associated with the control being tested, the specific procedures performed as part of the walkthroughs and the results of the procedures
performed.2 The Board believes that establishing more detailed requirements
in this area is not necessary, because application of the general principle in the
standard will depend on the particular facts and circumstances presented.

1
See paragraph 27 of AU sec. 322, The Auditor's Consideration of the Internal Audit Function in
an Audit of Financial Statements.
2
See paragraph 49.
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4. Assessing Risk
The Board's May 16, 2005 guidance emphasized the importance of risk assessment in the audit of internal control, and that element of the guidance
was incorporated and enhanced in the proposed standard. The proposed standard required risk assessment at each of the decision points in a top-down
approach, including the auditor's identification of significant accounts and disclosures and their relevant assertions. The proposed standard also required an
assessment of risk at the individual control level, and required that the auditor determine the evidence necessary for a given control based on this risk
assessment.
The Board received many comments on the risk assessment provisions in the
proposed standard. Comments on the proposed risk assessment approach were
generally supportive, with some commenters suggesting ways for improving the
risk assessment emphasis in the standard. Many commenters discussed the requirement in the proposed standard for the auditor to assess the risk that the
control might not be effective and, if not effective, the risk that a material weakness would result for each control the auditor selected for testing. Commenters
suggested that this requirement conflicted with both current practice and the
requirements within the interim standards for the financial statement audit,
which involve risk assessment at the financial statement assertion level. These
commenters believed that this requirement would result in risk assessments
at both the assertion level and the individual control level and suggested that
assessing (and documenting) risk at the relevant assertion level is sufficiently
precise to drive appropriate audits. Furthermore, they believed that a specific
requirement to assess risk at the individual control level and its associated
documentation requirement would be unnecessary.
After considering these comments, the Board continues to believe that the auditor may vary the nature, timing, and extent of testing based on the assessed
risk related to a control. Making this assessment a presumptively mandatory
requirement, as it was in the proposed standard, however, does not appear
necessary to achieve the intended benefits of varied testing based on the risk
associated with a control. Auditing Standard No. 5, therefore, requires the auditor to assess the risk related to the relevant assertion, but not the risk at the
individual control level. The standard permits the auditor to consider the risk
at the control level, however, and alter the nature, timing, and extent of testing
accordingly.
Several commenters expressed concern about the advisability of taking a riskbased approach and the adequacy of the Board's interim standards regarding
risk assessment. These commenters suggested that auditors have frequently
been unsuccessful at applying a risk-based approach to the financial statement
audit in the past.
The Board has found the arguments for a more principles-based approach to
internal control auditing convincing, and the principle that the auditor should
vary the testing to respond to the risk is one of the most important in the
standard. Early implementation of Auditing Standard No. 2 demonstrated that,
when internal control is audited without adequate consideration of risk, the
areas that pose the greatest danger of material misstatement may be obscured
or lost. The emphasis on risk, therefore, drives an audit that is more effective
and focused. While the Board believes that auditors can appropriately assess
risk based on the interim auditing standards, it has committed to examining
the existing standards in this area to see where improvements can be made.
This is currently one of the Board's standard setting priorities.
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5. Evaluation of Deficiencies
The Board received a substantial number of comments on the topic of evaluating deficiencies, including comments on the proposed definitions of material weakness and significant deficiency, the "strong indicators" of a material
weakness, and the requirement to evaluate all identified deficiencies. While a
number of commenters stated that auditors do identify material weaknesses
in the absence of an actual material misstatement, some noted that, in many
cases, material weaknesses are identified only when material misstatements
are discovered. Several commenters suggested that the proposed standard, with
its focus on using a top-down approach and scoping to identify material weaknesses, would allow auditors to do a more thorough review of the most important
controls with less effort expended on reviewing lower risk controls. These commenters often stated that this approach should increase the likelihood of the
auditor detecting material weaknesses before a material misstatement occurs.

Definition of a material weakness
The proposed standard retained the basic framework in Auditing Standard No.
2 that described material weaknesses by reference to the likelihood and magnitude of a potential misstatement. While the Board believed that framework
to be sound, it made an effort to clarify the definition in the proposed standard
by replacing the reference to "more than remote likelihood" with "reasonable
possibility." Financial Accounting Standards Board ("FASB") Statement No. 5
describes the likelihood of a future event occurring as "probable," "reasonably
possible," or "remote." The definition in Auditing Standard No. 2 referred to a
"more than remote" likelihood of a misstatement occurring. In accordance with
FASB Statement No. 5, the likelihood of an event is "more than remote" when
it is either "reasonably possible" or "probable."
As the Board noted in the proposing release, however, some auditors and issuers have misunderstood the term "more than remote" to mean something
significantly less likely than a reasonable possibility. This, in turn, could have
caused these issuers and auditors to evaluate the likelihood of a misstatement
at a much lower threshold than the Board intended. Because the term "more
than remote" could have resulted in auditors and issuers evaluating likelihood
at a more stringent level than originally intended, the Board proposed changing
the definition to refer to a "reasonable possibility."
Commenters on this change were split between those that felt the change would
reduce unnecessary effort spent on identifying and analyzing deficiencies, and
those who believed it would not. Several commenters noted that the replacement of the term "more than remote likelihood" with the term "reasonable possibility" does not raise the auditor's threshold for classifying deficiencies. According to those commenters, the change simply attempts to align the description
of the threshold for identifying deficiencies with previous guidance issued by
the PCAOB. The Board continues to believe that the proposed definition—as
well as Auditing Standard No. 2—established an appropriate threshold for the
likelihood part of the definition of material weakness. While the Board agrees
that, as a definitional matter, "reasonable possibility" and "more than remote"
describe the same threshold, it believes that "reasonable possibility" describes
that threshold more appropriately and clearly, and will therefore avoid the misunderstanding of the threshold created by the way it was described in Auditing
Standard No. 2. As a result, it retained that term in the final definition in the
standard.
In addition, some commenters noted that the definitions of material weakness
and significant deficiency in the proposed standard, like the definitions in Auditing Standard No. 2, referred to the likelihood of a material misstatement in
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both the interim and annual financial statements. Most of these commenters
suggested that the Board remove the term "interim" from the definitions of
material weakness and significant deficiency because, according to the commenters, it causes confusion when scoping the audit of internal control and
unnecessarily complicates the evaluation of deficiencies, particularly in the absence of guidance from the SEC and FASB regarding interim materiality. Some
commenters, however, said that the Board should not remove the term "interim"
from the definitions because the evaluation of deficiencies should be performed
to consider the effectiveness of internal control for both the interim and annual
financial statements. After carefully considering these comments, and in order
to use the same definition that the SEC uses in its guidance to management,
the Board determined to retain the reference to interim financial statements
in the final definition of material weakness.3

Indicators of a material weakness
The proposed standard described circumstances that should be regarded as
strong indicators of a material weakness in internal control. The proposing
release noted that the identification of one of these strong indicators should
bias the auditor toward a conclusion that a material weakness exists but does
not require the auditor to reach that conclusion. Under the proposal, the auditor
could determine that these circumstances do not rise to the level of a material
weakness, and in some cases, are not deficiencies at all.
Many commenters supported the proposed changes from Auditing Standard No.
2 relating to strong indicators, agreeing that, by allowing greater use of professional judgment in this area, practice will improve. A few commenters stated
that these changes may lead to some inconsistency in practice, but consistent
with other commenters, they still supported the use of greater professional judgment in the evaluation of deficiencies. At least one commenter suggested that
several of the strong indicators were not indicators of a material weakness but
should be, under all circumstances, a material weakness. A few commenters
also suggested that the list of strong indicators in Auditing Standard No. 2
actually stifles the auditor's judgment to the point that auditors fail to identify material weaknesses that exist because the deficiency is not on the list of
strong indicators. These commenters suggested that removing the list of strong
indicators entirely would be best.
The Board believes that auditor judgment is imperative in determining whether
a deficiency is a material weakness and that the standard should encourage auditors to use that judgment. At the same time, the Board continues to believe
that highlighting certain circumstances that are indicative of a material weakness provides practical information about the application of the standard. As
a result, the Board has included this information in the final standard but has
taken a more principles-based approach. Additionally, the Board has coordinated with the SEC so that the indicators in the auditing standard parallel
those in the SEC's management guidance.
Rather than referring to "strong indicators," the final standard refers simply to
"indicators" of material weakness.4 The standard also makes clear that the list
of indicators is not exhaustive and should not be used as a checklist. Specifically,
3
The provisions in the final standard relating to significant deficiencies are discussed in the first
part of this release. As discussed in the first part of this release, the Board also made minor wording
changes to the definition of material weakness in order to use the same definition as the SEC in its
guidance to management and related rules.
4
The Board included as an indicator the proposed standard's requirement to determine the
level of assurance that would satisfy prudent officials in the conduct of their own affairs that they
(continued)
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under the final standard, the presence of one of the indicators does not mandate
a conclusion that a material weakness exists. At the same time, a deficiency
that is not a listed indicator may be a material weakness.
The Board did not adopt as indicators in the final standard certain proposed
strong indicators. The Board believes, as at least one commenter suggested, that
some of these proposed strong indicators are better characterized as material
weaknesses rather than as indicators of a material weakness.5 Including them
in the list of indicators, as adopted, would therefore be inconsistent with the
degree of judgment required to evaluate whether an indicator of a material
weakness is, under particular facts and circumstances, a material weakness.

Requirement to evaluate all identified deficiencies
The proposed standard required the auditor to evaluate the severity of each
control deficiency that comes to his or her attention. The same provision in the
proposed standard made clear, however, that the auditor need not scope the
audit to find control deficiencies that are less severe than material weaknesses.
A few commenters believed that this requirement is not necessary and suggested that an acceptable alternative would be for the auditor to verify that
management has evaluated all deficiencies.
The Board continues to believe that the auditor needs to evaluate all deficiencies
that come to his or her attention. Without such an evaluation, there would not
be a sufficient basis for the auditor's opinion.

6. Additional Scoping and Materiality Issues
The proposed standard clarified that the auditor should plan and perform the
audit of internal control using the same materiality measures used to plan
and perform the audit of the annual financial statements. This direction was
intended to address concerns that auditors have interpreted Auditing Standard
No. 2 as directing them to search for potential defects in internal control at
a lower materiality level than that used in the audit of the annual financial
statements.
The Board received many comments on materiality and scoping, and a large
portion of the commenters expressed support for the proposed standard's approach. Some commenters, however, recommended providing clear quantitative
guidelines for calculating materiality. Other commenters expressed concern
about such an approach, fearing that material areas would be inappropriately
excluded from the audit scope. Finally, some commenters suggested that the

(footnote continued)
have reasonable assurance that transactions are recorded as necessary to permit the preparation of
financial statements in conformity with generally accepted accounting principles. In the proposal,
if the auditor determined that a deficiency would prevent prudent officials from concluding that
they have such reasonable assurance, the auditor was required to deem the deficiency to be at
least a significant deficiency. Under the final standard, if the auditor determines that a deficiency
might prevent prudent officials from concluding that they have such reasonable assurance, this
circumstance is an indicator of material weakness.
5
One such proposed strong indicator was an ineffective control environment. Under the proposal,
indicators of an ineffective control environment included identification of fraud on the part of senior
management and significant deficiencies that have been communicated to management and the audit
committee and remain uncorrected after some reasonable period of time. The final standard includes
the identification of fraud on the part of senior management as an indicator of a material weakness. In
order to simplify the list and make it more principles-based, as well as to align it with the SEC management guidance, however, the Board did not include significant deficiencies that remain uncorrected
as an indicator in the final standard.
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Board should provide additional guidance on scoping and extent of control testing decisions, such as guidance on sample sizes related to testing of high-risk
controls versus low-risk controls or more specific guidance on the scope of the
internal control audit for entities with multiple locations.6
After considering these comments, the Board has determined to adopt its discussion of materiality in the internal control audit as proposed. The Board believes that the auditing standard on internal control is an inappropriate place
to redefine or refine the meaning of materiality, which is a long-established
concept in the federal securities laws. With respect to requests for more specific
guidance on scoping or extent of testing issues, the Board has, as discussed in
the first part of this release, endeavored to adopt a standard that relies more on
general principles than detailed requirements. Accordingly, the Board believes
that auditors should make specific determinations of how to comply with the
general scoping and testing requirements in the standard using professional
judgment in the particular circumstances presented.

7. Scaling the Audit for Smaller Companies
As discussed in the first part of this release, the Board received many comments
on the proposed section on scaling the audit from commenters with a variety of
perspectives. The comments covered a wide range of issues. In addition to the
matters discussed in the first part of this release, commenters suggested:

•

That the proposed section on scalability should be focused more
closely on how complexity relates to a risk-based audit;

•

That the proposed standard did not provide sufficient flexibility
for smaller companies and that the standard should provide for
more "credit" for control testing based on work done as part of the
financial statement audit;

•

That the resulting costs of these proposed changes would need to
be studied for several years to determine if they are appropriate;

•

That the attributes of smaller, less complex companies that were
included in the proposed standard were appropriate and that the
tailoring directions for auditors were adequate;

•

That some of the attributes of smaller, less complex companies
that might allow the auditor to tailor the audit might be, instead,
risk factors that require more testing;

•

That the emphasis on entity-level controls might not be appropriate; and

•

That the Board's project to develop guidance on auditing internal
control in smaller public companies is necessary.

As discussed in the first part of this release, the Board made several changes in
response to comments in the final standard. The new standard provides direction on how to tailor internal control audits to fit the size and complexity of the
company being audited. It does so by including notes throughout the standard
on how to apply the principles in the standard to smaller, less complex companies, and by including a discussion of the relevant attributes of smaller, less
complex companies as well as less complex units of larger companies. The Board
6
The proposed standard focused on the auditor's assessment of risk of material misstatement
and how the auditor could carry that assessment process into the scoping of a multi-location audit.
Commenters were very supportive of the Board's approach in this area and, consequently, the Board
has determined to adopt these provisions as proposed.
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believes that the final standard appropriately considers the circumstances of
smaller and less complex public companies (and other companies with less complex business units) while requiring a high-quality audit regardless of company
size or complexity. The planned guidance on this topic will provide additional
practical information for auditors of smaller companies.

8. Information Technology Principles
In gaining an understanding of the effect of information technology ("IT") on
internal control over financial reporting and the risks the auditor should assess,
the proposed standard directed the auditor to apply guidance in AU sec. 319,
Consideration of Internal Control in a Financial Statement Audit. Additionally,
the proposed standard included a discussion of IT operations at smaller and
less complex companies. A number of commenters discussed the importance of
IT risks to determining the scope of the audit and recommended that the final
standard include additional guidance on how the risk assessment related to IT
is incorporated in the audit of internal control.
In response to these comments, the Board included in Auditing Standard No. 5
a note to paragraph 36 that clarifies that the identification of risks and controls
within IT should not be a separate evaluation but, rather, an integral part of
the auditor's top-down risk assessment, including identification of significant
accounts and disclosures and their relevant assertions, as well as the controls
to test.

9. Roll-forward Procedures
The proposed standard discussed the procedures the auditor should perform
to obtain additional evidence concerning the operation of the control when the
auditor reports on the effectiveness of the control "as of" a specific date, but has
tested the effectiveness of the control at an interim date. The Board received a
few comments on this topic, mainly from auditors. The comments were consistent in their view that the proposed standard improperly implies, by using the
expression "if any" in relation to additional evidence the auditor is required to
obtain, that the auditor may not need to do any roll-forward work. Commenters
suggested that such an approach would be inconsistent with paragraph .99 of
AU sec. 319 and suggested that the words "if any" be removed from the final
standard. The Board believes that its standard should be consistent with AU
sec. 319.99 in that the auditor should perform some level of roll-forward procedures. Consequently, the Board removed the words "if any" from the relevant
paragraphs of Auditing Standard No. 5 to correct the inconsistency. The Board
also noted that, in some circumstances, inquiry alone might be a sufficient rollforward procedure.

10. Cumulative Knowledge and Rotation
The proposed standard on auditing internal control allowed the auditor to incorporate knowledge from previous years' audits into his or her decision making
process for determining the nature, timing, and extent of testing necessary.
The section in the proposed standard on special considerations for subsequent
years' audits built upon the risk-based framework in the proposed standard
for determining the nature, timing and extent of testing by describing certain
additional factors for the auditor to evaluate in subsequent years. These factors
included the results of prior years' testing and any change that may have taken
place in the controls or the business since that testing was performed. This
section retained the requirement in Auditing Standard No. 2 that each control
deemed important to the auditor's conclusion be tested every year, but allowed
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for a reduction in testing when the additional risk factors indicated that the
risk was lower than in the past.
Many commenters strongly supported these provisions as proposed. Many investors, in particular, stated that while they supported the proposed approach,
they would not be supportive of rotation of control testing over a multiple-year
period. These commenters were generally concerned that rotation of control
testing would negatively affect audit quality. Among supporters of the approach
in the proposed standard, several requested further clarification in the standard or additional guidance on how this approach should affect the level of
testing.
Many issuers suggested that the standard should allow for full rotation—which
exempts some important controls from testing each year—of at least controls
in low-risk areas. Other commenters recommended that all controls should be
tested on a multiyear rotating basis. These comments often focused on the fact
that while the proposed standard required the auditor to evaluate whether
there had been any relevant changes since the control was tested, it still required testing at some level even when there had been no change. These commenters considered this requirement to be unnecessary.
The Board shares the concern that multi-year rotation of control testing would
not provide sufficient evidence for the auditor's opinion on internal control effectiveness, which is required by the Act to be issued each year. In the financial
statement audit, control testing plays a supporting role—to the extent that controls have been tested and are effective, the auditor can reduce the level of (but
not eliminate) the necessary substantive testing. In contrast, in the internal
control audit, control testing does not play a supporting role but is the sole
basis for the auditor's opinion. Additionally, even if the design of the control
and its related process does not change from the prior year, it is not possible
to assess the control's operating effectiveness without performing some level of
testing. For these reasons, rotation is not a viable option in the audit of internal
control.
Instead, the approach described in the proposed standard has been clarified in
the final standard and continues to focus the auditor on relevant changes since
a particular control was last tested, as many commenters suggested. Under this
approach, the auditor would consider, in addition to the risk factors described
in the standard that are always relevant to determining the nature, timing,
and extent of testing, whether there has been a change in the controls or in
the business that might necessitate a change in controls; the nature, timing,
and extent of procedures performed in previous audits; and the results of the
previous years' testing of the control.7 After taking into account these additional
factors, the additional information in subsequent years' audits might permit the
auditor to assess risk as lower than in the initial year and, thus, might permit
the auditor to reduce testing.
This treatment of cumulative knowledge is analogous to the roll-forward provisions in the final standard. In the case of subsequent years, the auditor, in
essence, rolls forward the prior years' testing when the control was found to be
effective in the past and no change has occurred (or would have been expected
to occur due to changes in the environment or process that contains the control).
Because the auditor might be able to assess the risk lower in the subsequent
years, a walkthrough, or equivalent procedures, might be sufficient for low-risk
controls. This approach appropriately factors in the effect of cumulative knowledge, while maintaining audit quality and providing a sufficient basis for the
auditor's opinion.
7

See paragraph 55.
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11. Reporting the Results of the Audit
In the proposed standard, the Board attempted to address concerns that the
separate opinion on management's assessment required by Auditing Standard
No. 2 contributed to the complexity of the standard and caused confusion regarding the scope of the auditor's work.8 Accordingly, to emphasize the proper
scope of the audit and to simplify the reporting, the proposed standard required
that the auditor express only one opinion on internal control—a statement of
the auditor's opinion on the effectiveness of the company's internal control over
financial reporting. The proposal eliminated the separate opinion on management's assessment because it was redundant of the opinion on internal control itself and because the opinion on the effectiveness of controls more clearly
conveys the same information—specifically, whether the company's internal
control is effective.
Many commenters agreed with the Board that eliminating the separate opinion
on management's assessment would reduce confusion and clarify the reporting.
Some commenters, however, suggested that the Board should instead require
only an opinion on management's assessment. These commenters expressed
their belief that the Act requires only that the auditor review management's
assessment process and not the company's internal control. Additionally, a few
commenters expressed confusion about why the proposed standard continued to
reference an audit of management's assessment in paragraph 1 of the proposed
standard and the auditor's report.
The Board has determined, after considering these comments, to adopt the
provision requiring only an opinion on internal control.9 The Board continues
to believe that the overall scope of the audit that was described by Auditing
Standard No. 2 and the proposed standard is correct; that is, to attest to and
report on management's assessment, as required by Section 404(b) of the Act,
the auditor must test controls directly to determine whether they are effective.10 Accordingly, paragraphs 1 and 2 of the proposed standard provided that
the auditor audits management's assessment—the statement in management's
annual report about whether internal control is effective—by auditing whether
that statement is correct—that is, whether internal control is, in fact, effective. The final standard similarly makes this clear. In response to commenters,
however, the Board has clarified the auditor's report so that it will consistently
refer to the required audit as the audit of internal control.

12. Implementation
Some commenters urged the Board to focus on implementation issues after it
adopts a final standard, and noted that effective implementation by the Board
is crucial to the internal control reporting process. Some of these commenters
focused on the inspections process, which they suggested is key to promoting
8
Although Auditing Standard No. 2 requires the auditor to evaluate management's process, the
auditor's opinion on management's assessment is not an opinion on management's internal control
evaluation process. Rather, it is the auditor's opinion on whether management's statements about the
effectiveness of the company's internal controls are fairly stated.
9
The SEC has adopted changes to its rules that require the auditor to express an opinion directly
on internal control.
10
In addition, Section 103 of the Act requires the Board's standard on auditing internal control
to include "testing of the internal control structure and procedures of the issuer ...." Under Section
103, the Board's standard also must require the auditor to present in the audit report, among other
things, "an evaluation of whether such internal control structure and procedures ... provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements
in accordance with generally accepted accounting principles ...."
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audit efficiency. Some stated that auditors would be unlikely to change their
audit approach until they are confident that the inspections will be similarly
focused. The Board is committed to effective monitoring of firms' compliance
with the new standard and will continue to promote proper implementation
through other means, including the Board's Forums on Auditing in the Small
Business Environment and guidance for auditors of smaller companies.
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A. Introduction
The Board proposed certain changes to its auditing standards in response to two
actions of the Financial Accounting Standards Board ("FASB"). In May 2005,
the FASB issued Statement of Financial Accounting Standards ("SFAS") No.
154, Accounting Changes and Error Corrections,1 which superseded Accounting
Principles Board ("APB") Opinion No. 20, Accounting Changes.2 The FASB has
also issued an exposure draft of a proposed Statement of Financial Accounting
Standards, The Hierarchy of Generally Accepted Accounting Principles.3
SFAS No. 154 establishes, unless impracticable, retrospective application as
the required method for reporting a change in accounting principle in the absence of explicit transition requirements specific to a newly adopted accounting
principle.4 SFAS No. 154 also redefines the term "restatement" to refer only
to "the process of revising previously issued financial statements to reflect the
1
Financial Accounting Standards Board ("FASB"), Statement of Financial Accounting Standards
("SFAS") No. 154, Accounting Changes and Error Corrections (2005) ("SFAS No. 154").
2
Accounting Principles Board ("APB") Opinion No. 20, Accounting Changes (1971). SFAS No. 154
also superseded SFAS No. 3, Reporting Accounting Changes in Interim Financial Statements.
3
FASB, Proposed Statement of Financial Accounting Standards, The Hierarchy of Generally Accepted Accounting Principles, Exposure Draft (April 2005).
4
Among other reasons for undertaking this project, the FASB intended to eliminate differences
between APB Opinion No. 20 and the International Accounting Standards Board standard, IAS 8,
Accounting Policies, Changes in Accounting Estimates and Errors. See introduction to SFAS No. 154.
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correction of an error in those financial statements."5 Under SFAS No. 154,
therefore, the term "restatement" does not refer to changes made to previously
issued financial statements to reflect a change in accounting principle.
AU sec. 420, Consistency of Application of Generally Accepted Accounting Principles, the Board's interim standard on the auditor's responsibilities for evaluating the consistency of the application of generally accepted accounting principles ("GAAP"), generally reflected the provisions of APB Opinion No. 20, which
was superseded by SFAS No. 154. To better align the Board's standards with
the new accounting standard, on April 3, 2007, the Board proposed a new auditing standard on evaluating consistency, which would supersede AU sec. 420,
and conforming amendments to AU sec. 508, Reports on Audited Financial
Statements, of its interim auditing standards.
The FASB's proposed standard on the GAAP hierarchy would incorporate the
hierarchy found in the auditing standards into the accounting standards. Historically, a description of the GAAP hierarchy has resided only in the auditing
standards.6
Because the GAAP hierarchy identifies the sources of accounting principles
and the framework for selecting principles to be used in preparing financial
statements, the Board believed that these requirements are more appropriately
located in the accounting standards. Accordingly, also on April 3, 2007, the
Board proposed to remove the GAAP hierarchy from the auditing standards.7
The proposed standard provided direction for the auditor's evaluation of the consistency of financial statements. It directed the auditor to recognize a change
in accounting principle or an adjustment to correct a misstatement8 in previously issued financial statements in the auditor's report if it had a material
effect on the financial statements. The conforming amendments to AU sec. 508,
Reports on Audited Financial Statements, provide language for the explanatory paragraph. The proposed standard also directed the auditor to review a
material change in financial statement classification and the related disclosure
to determine whether the change also is a change in accounting principle or a
correction of a material misstatement.
The proposed standard and amendments were intended to update and clarify
the auditing standards in light of SFAS No. 154 and the FASB's proposal on
the GAAP hierarchy. In particular, these updates and clarifications should enhance the clarity of auditor reporting on accounting changes and corrections of
misstatements by distinguishing between these events.
The Board received 11 comment letters. In general, the commenters were supportive of the proposed standard and amendments. They generally stated that
the proposed auditing standard appropriately described how the auditor should
evaluate the consistency of financial statements and reflected the changes to
accounting requirements under SFAS No. 154. Several commenters suggested

5

See SFAS No. 154, paragraph 2j.
See AU sec. 411, The Meaning of "Present Fairly in Conformity with Generally Accepted Accounting Principles." Although the Board is removing the GAAP hierarchy from this standard, the standard
remains in existence, as amended.
7
If the amendments are approved by the SEC, the effective date for the removal of the GAAP hierarchy from the auditing standards will be 60 days after the standard and amendments are approved
by the SEC. The Board has coordinated with the FASB and understands that the FASB intends to
coincide the effective date of its standard on the GAAP hierarchy with that of the PCAOB.
8
SFAS No. 154 uses the term "error" instead of "misstatement." This release, including the
final standard and amendments, uses "misstatement," the prevailing term used in PCAOB auditing
standards. The term "error," as used in SFAS No. 154, is equivalent to "misstatement," as used in the
auditing standards.
6
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clarifications in various parts of the standard. As described in the following sections, the Board has considered the comments and made changes to the final
standard and amendments.
The Board is adopting the proposed standard as Auditing Standard No. 6, as
well as the amendments to the interim standards. This release describes key aspects and elements of the new standard and amendments, comments received,
and changes incorporated in the final standard.

B. Evaluating Consistency
Under Auditing Standard No. 6, auditors are required to evaluate the consistency of a company's financial statements and report on inconsistencies. The
new standard updates these requirements and aligns them more closely with
SFAS No. 1549 by requiring the auditor's report to recognize a company's correction of a material misstatement, regardless of whether it involves the application of an accounting principle. Based on a discussion at an October 2005 meeting of the Board's Standing Advisory Group, the Board understands that this
requirement is consistent with current practice. The new standard focuses on
the auditor's responsibilities regarding events that warrant recognition in the
auditor's report on the financial statements–changes in accounting principles
and corrections of misstatements in previously issued financial statements.10
This standard also clarifies that the auditor's report should indicate whether
an adjustment to prior-period financial statements results from a change in
accounting principle or the correction of a misstatement.

1. Materiality
There were several comments on materiality. Some commenters suggested that
the standard should specifically state that the auditor need not recognize the
correction of a misstatement that is immaterial to the previously issued financial statements. Another suggested that the standard should remind the auditor
that professional judgment is required to evaluate consistency. Another commenter said that additional guidance on materiality as applied to individual
matters in the financial statements would be helpful in applying the standard.
Others suggested that clarity would be improved by inserting the word "material" in several places.
In general, the Board's view is that the purpose of the standard is to provide
direction on evaluating consistency; for example, the accounting periods the
auditor should evaluate, the recognition in the auditor's report of consistency
matters prescribed by the accounting standards, and the related audit reporting
requirements. Because an audit is predicated on the use of reasoned judgment
and the consideration of materiality in planning, performing, and reporting on
the audit, the Board does not believe it is necessary for this standard to specifically direct the auditor to exercise judgment and apply materiality. Further,
materiality is a concept that is defined under the federal securities laws, and it
is not the objective of this standard to alter or interpret that concept.

9
Because SFAS No. 154 provides comprehensive, authoritative accounting guidance on changes
in accounting principle and corrections of errors, Auditing Standard No. 6 omits the accounting guidance that was included in AU sec. 420.
10
AU sec. 420 also required recognition of those events. However, it only required recognition in
the auditor's report of the correction of a misstatement involving an accounting principle. In addition,
unlike AU sec. 420, the new standard does not describe the accounting changes that do not require
recognition in the auditor's report.
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The Board did agree that clarity could be improved in some areas by inserting
the word "material" to modify the word "misstatement." The Board added "material" to AU secs. 508.18A and B to be consistent with paragraph 4 of Auditing
Standard No. 6. However, AU sec. 508.18C does not include "material" because
that sentence summarizes the SFAS No. 154 requirement for correcting a misstatement, which does not directly mention materiality.

2. Periods Covered by the Evaluation of Consistency
The new standard describes the scope of the required evaluation of consistency
in terms that are similar to the description in AU sec. 420. Under the new standard, when the auditor reports only on the current period, the auditor should
evaluate whether the financial statements of the current period are consistent
with those of the preceding period. When the auditor reports on two or more
years, the auditor should evaluate whether the financial statements reported
on are consistent with each other and with the prior year's financial statements,
if presented. For example, assume that a company presents comparative financial statements covering three years and has a change in auditors. In the first
year in which the successor auditor reports, the successor auditor evaluates
consistency between the year on which he or she reports and the immediately
preceding year. In the second year in which the successor auditor reports, the
successor auditor would evaluate consistency between the two years on which
he or she reports and between those years and the earliest year presented. In
response to comments, the Board added this example to the final standard.
When a company uses retrospective application, as defined in SFAS No. 154, to
account for a change in accounting principle, the financial statements presented
generally will be consistent. However, the previous years' financial statements
presented with the current year's financial statements will reflect the change in
accounting principle and, therefore, will appear different from those previous
years' financial statements on which the auditor previously reported. For example, consider a company that adopts a new accounting standard in 2007 that
requires retrospective application to 2006 and 2005. The financial statements
for 2006 and 2005 will be consistent, as presented with 2007. However, the financial statements for the years 2006 and 2005 that were issued a year earlier
will not reflect the retrospective application and hence will not be consistent
with 2007 and will be different from the 2006 and 2005 financial statements
that are presented with 2007. The new standard clarifies that the auditor's evaluation of consistency should encompass previously issued financial statements
for the relevant periods.
Paragraph 3 of the proposed standard described the financial statement periods
covered by the evaluation of consistency. The third sentence of that paragraph
was intended to be a clarification of the requirement in AU sec. 420.22 regarding the evaluation of two or more years. However, some commenters found
the third sentence of paragraph 3 to be confusing and recommended retaining
the language in AU sec. 420.22, unless the Board had intended to change the
auditor's responsibilities for evaluating the consistency of GAAP. Because the
Board wanted to be clear that the auditor's responsibilities had not changed,
the Board decided to retain the original sentence from AU sec. 420.22, with some
changes, instead of the proposed third sentence of paragraph 3. The inserted
sentence, adapted from AU sec. 420.22, reads as follows (additions underlined
and deletions struck through):
When the independent auditor reports on two or more periodsyears, he or
she should evaluateaddressthe consistency of the application of accounting
principles between such periodsyears and the consistency of such periodsyears
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with the periodyear prior thereto if such prior periodyear is presented with the
financial statements being reported upon.

The Board did not include the reference to "the application of accounting principles" because paragraph 3 also relates to the auditor's evaluation of a company's
correction of a material misstatement, regardless of whether it involves the application of an accounting principle. The Board also used the word "evaluate"
because it describes the auditor's responsibilities consistently with the rest of
the paragraph.
Two commenters suggested that the last sentence of proposed paragraph 3,
which described the auditor's responsibility to evaluate whether the financial statements are consistent with previously issued financial statements for
the same period, was confusing and unnecessary. These commenters suggested
deleting the last sentence of paragraph 3. In addition, one commenter suggested
that paragraph 3 of the proposed standard could be clarified by including the
explanatory language from the proposing release regarding retrospective application under SFAS No. 154. As discussed above, the new standard is intended to
clarify that the auditor's evaluation of consistency should include an evaluation
of previously issued financial statements for the relevant periods. Accordingly,
the Board believed that the final sentence of paragraph 3 is necessary. However,
the Board agreed that including the suggested explanatory language from the
proposing release regarding retrospective application would clarify the paragraph and has added that language as a footnote to paragraph 3.

3. Reference to Application of Accounting Principles
Consistent with the discussion above related to paragraph 3 of the proposed
standard, the Board also removed the reference to "application of accounting
principles" from the first paragraph of Auditing Standard No. 6. Because the
auditor's evaluation of consistency under this standard includes errors not involving an accounting principle, the consistency evaluation is broader than that
described under the second standard of reporting. Accordingly, the Board also
removed the reference to the second standard of reporting from paragraph 2 of
Auditing Standard No. 6.

4. Change in Accounting Principle
The new standard requires the auditor to evaluate a change in accounting
principle11 that has a material effect on the financial statements to determine
whether: (1) the newly adopted accounting principle is a generally accepted
accounting principle, (2) the method of accounting for the effect of the change is
in conformity with GAAP, (3) the disclosures related to the accounting change
are adequate, and (4) the company justifies that the alternative accounting
principle is preferable,12 as required by SFAS No. 154.13 Under the amendments

11
The proposed and final standards use the definition of a change in accounting principle found
in SFAS No. 154, paragraph 2c.
12
In certain circumstances, Securities and Exchange Commission ("SEC") rules require issuers
to file a letter from the auditor indicating whether or not a change is to an alternative accounting
principle that is preferable. See Rule 10-01(b)(6) of Regulation S-X, 17 C.F.R. § 210.10-01(b)(6).
13
Under SFAS No. 154, the issuance of an accounting pronouncement that requires use of a
new accounting principle, interprets an existing principle, expresses a preference for an accounting
principle, or rejects a specific principle is sufficient justification for a change in accounting principle
as long as the change in accounting principle is made in accordance with the GAAP hierarchy. See
SFAS No. 154, paragraph 14.
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to AU sec. 508, if the four criteria are met,14 the auditor would recognize the
change in accounting principle in the auditor's report through the addition of
an explanatory paragraph consisting of an identification of the nature of the
change and a reference to the issuer's note disclosure describing the change.
If those criteria are not met, the auditor would issue a qualified or adverse
opinion.15
Some commenters recommended that the Board reconsider whether it was necessary for the auditor to recognize in the audit report changes that result when
a company is required to adopt a newly issued accounting standard. They indicated that the significance of a company's discretionary change in accounting
principle may be diluted if the auditor recognizes both discretionary changes
and those changes in accounting principles required by a newly-issued standard
in the report. Another commenter suggested that the auditor should not be required to include an explanatory paragraph in the audit report when changes in
accounting principle have been applied retrospectively because, in such cases,
the financial statements included in the filing will appear consistent. As noted
above, the Board believes that it is important for investors to be informed when
the prior year financial statements presented with the current year are different from previously issued financial statements. In addition, the Board believes
that the different language in the auditor's report for discretionary changes and
those required by a newly-issued standard provides sufficient notification to investors of the general nature of the change. Therefore, the Board adopted the
requirement as proposed.16
One commenter suggested that the proposed standard deleted useful information about a change in accounting principle that also involves a change in an
estimate. The proposed standard did not carry forward the requirement of AU
sec. 420.13 that the auditor should recognize in his or her report a change in
accounting principle that is inseparable from a change in estimate. After considering this comment, the Board concluded that the requirement in AU sec.
420.13 does result in useful information being included in the auditor's report.
Accordingly, the Board updated the language in AU sec. 420 to reflect the term
used in SFAS 154, and included the requirement in Auditing Standard No. 6.17
Some commenters asked the Board to clarify the reporting requirement related to a change in reporting entity. According to AU sec. 420.08, a change
in reporting entity resulting from a transaction or event, such as the creation,
cessation, or complete or partial purchase or disposition of a subsidiary or other
business unit, does not require that the auditor include an explanatory paragraph in the auditor's report. Under the proposed standard, the auditor may
have been required to report on, for example, the disposition of a subsidiary or
business unit because SFAS No. 154 (and its predecessor, APB Opinion No. 20)
did not specifically exempt such a transaction from the definition of a change in
14
The auditor has substantially the same responsibility for evaluating a change in accounting
principle as under AU sec. 431, Adequacy of Disclosure in Financial Statements, and paragraph .50
of AU sec. 508, Reports on Audited Financial Statements. The language in Auditing Standard No. 6
has, however, been updated to be consistent with SFAS No. 154.
15
This responsibility is substantially unchanged from AU sec. 508.51.
16
In addition, one commenter suggested that the standard include an example of a change in
the method of applying an accounting principle. The final standard, like the proposed standard, notes
that under SFAS No. 154 a change in the method of applying an accounting principle is also a change
in accounting principle. While the Board believes that it is helpful for the standard to reference the
accounting requirement, it also believes that it is not appropriate for the auditing standard to provide
accounting guidance.
17
The new standard uses the term "change in accounting estimate effected by a change in accounting principle," which is defined in SFAS No. 154 as "a change in accounting estimate that is
inseparable from the effect of a related change in accounting principle."
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reporting entity. Generally, dispositions or spin-offs have specific disclosure requirements in the accounting standards and the Board did not intend to change
practice and require the auditor to report on these events through an explanatory paragraph. Accordingly, the Board carried forward the requirement from
AU sec. 420.08 regarding a transaction or event. In addition, the Board also
added a reference to paragraph 2f in SFAS No. 154, which describes a change
in reporting entity, as suggested by some commenters.
In response to comments, the Board also modified paragraph 8 of the proposed
standard, which provided direction for reporting a change in accounting principle. Some commenters noted that the proposed conforming amendments to AU
sec. 508.17 had a more clearly stated version of the number of years that the
auditor is required to include an explanatory paragraph related to a change in
principle than did footnote 5 to paragraph 8. After considering the commenters'
recommendation that the language in the footnote be changed, the Board decided that the footnote was not necessary because paragraph 8 referred the
auditor directly to the reporting requirements in AU sec. 508. The Board therefore removed footnote 5 from the final standard.

5. Correction of a Material Misstatement in Previously Issued
Financial Statements
Under Auditing Standard No. 6, the correction of a material misstatement in
previously issued financial statements (i.e., a "restatement") is recognized in
the auditor's report through the addition of an explanatory paragraph. Under the conforming amendments to AU sec. 508, the explanatory paragraph
in the auditor's report regarding a restatement should include (1) a statement
that the previously issued financial statements have been restated for the correction of a misstatement in the respective period and (2) a reference to the
company's disclosure of the correction of the misstatement. The first statement
in the explanatory paragraph distinguishes restatements from adjustments to
prior-period financial statements resulting from changes in accounting principle. Previously, the auditor's responsibilities for reporting on most restatements
were the same as for reporting on changes in accounting principle.
One commenter suggested that the proposed standard did not clearly explain
whether corrections of an error not involving a principle would require recognition in the auditor's report. Unlike the previous requirement, the proposed
standard did not distinguish between the "correction of an error in principle"
and an "error correction not involving a principle."18 Rather, the proposed standard required recognition in the auditor's report of any correction of a material
misstatement, whether or not the error involved a principle. The Board reconsidered the language and concluded that the requirement as proposed was sufficiently clear. The new standard aligns the auditor's reporting responsibilities
with the accounting standards, which require disclosure of all restatements,
by requiring an explanatory paragraph when the company has restated the
financial statements.
Some commenters suggested that it would not improve clarity to have the auditor's report include a statement that the financial statements were restated
"to correct a material misstatement." They noted that SFAS No. 154 already
defines a restatement as the revision of previously issued financial statements
to reflect the correction of an error. The Board decided to retain the reporting

18
This distinction previously was in paragraphs .12 and .16 of AU sec. 420, Consistency of Application of Generally Accepted Accounting Principles.
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requirement as proposed because it clearly distinguishes corrections of misstatements from changes in accounting principle. Also, the required reporting
language regarding restatements is more informative because it does not rely
entirely on the user's knowledge of the definition of "restatement" in the accounting standard.19
One commenter also recommended that the auditor's explanatory paragraph
about the correction of a misstatement should contain additional information.
The commenter recommended that the explanatory paragraph include a statement that (1) the previously issued auditor's report should not be relied on
because the previously issued financial statements were materially misstated,
and (2) the previously issued report is replaced by the auditor's report on the
restated financial statements.
The Board believes that the recommended additional language is not necessary
because existing PCAOB standards and rules of the Securities and Exchange
Commission ("SEC") are sufficient to inform users about misstatements in previously issued financial statements. Specifically, AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report, requires the auditor
to take specific action when he or she concludes that information discovered after the financial statements have been issued would have affected his or her report if the company had not reflected the information in the financial statements
and people are currently relying or are likely to rely on the financial statements
and auditor's report. According to AU sec. 561.06, the auditor should advise the
company to make appropriate disclosure of the newly discovered facts and their
impact on the financial statements to persons who are known to be currently
relying or who are likely to rely on the financial statements and the related
auditor's report.20
A U.S. public company that is not a foreign private issuer under SEC rules also
is required to file a Form 8-K current report, if it concludes that any previously
issued financial statements should no longer be relied upon because of an error
in such financial statements.21 If the auditor has notified the issuer that action
should be taken to prevent future reliance on a previously issued audit report,
the company also must disclose that information in the Form 8-K.

6. Changes in Classification
Auditing Standard No. 6 does not require the auditor's report to recognize a
change in classification22 in previously issued financial statements, except for
a reclassification that is also a change in accounting principle or correction
of a material misstatement.23 Accordingly, the new standard clarifies that the
19
Two commenters suggested that the standard include the explanation from the release that
the term "error," as used in SFAS No. 154, is equivalent to "misstatement," as used in the auditing
standards. The Board agreed and has included that explanation in the final standard.
20
AU sec. 561.06 also requires that if the effect on the financial statements or auditor's report
can promptly be determined, disclosure should consist of issuing, as soon as practicable, revised
financial statements and auditor's report. If issuance of the financial statements with an auditor's
report for a later period is imminent, a company is permitted to disclose the revision to the financial
statements instead of reissuing earlier statements. When the effect on the financial statements cannot
be determined without a prolonged investigation, appropriate disclosure would consist of notification
that the financial statements and auditor's report should not be relied on and that revised financial
statements and auditor's report will be issued upon completion of an investigation.
21
See Securities Exchange Act Rule 13a-11, 17 C.F.R. § 240.13a-11.
22
AU sec. 420.17 also did not require recognition of a change in financial statement classification
in the auditor's report.
23
SFAS No. 154 uses the term "presentation" in its definition of an error in previously issued
financial statements. The directions in paragraph 11 of the new standard address the auditor's
(continued)
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auditor should evaluate a material change in financial statement classification
and the related disclosure to determine whether such a change is also a change
in accounting principle or a correction of a material misstatement. For example,
in some circumstances, a change in financial statement classification also may
be the correction of a misstatement. A restatement to correct the misclassification of an account as short- or long-term or misclassification of cash flows would
be both a restatement and reclassification. Therefore, the auditor should evaluate these matters as part of the evaluation of corrections of misstatements.
Under Auditing Standard No. 6, a classification change that is also a change in
accounting principle should be reported on as a change in accounting principle,
and a classification change that is also a correction of a material misstatement
should be reported on by the auditor as a restatement.
Some commenters recommended slight revisions to the first sentence of paragraph 11 to clarify the auditor's responsibilities. The first sentence stated that
changes in classification in previously issued financial statements do not require recognition in the auditor's report. This seemed to conflict with the second sentence which required the auditor to review a material change in classification and related disclosure to determine whether such a change also is
a change in accounting principle or a correction of a material misstatement.
The Board agreed with the comments and modified the first sentence to state
that a change in classification does not require audit report recognition unless
the change represents the correction of a material misstatement or a change
in accounting principle. Additionally, in the proposed standard, the Board used
the word "review" to describe the auditor's responsibility when there has been
a material change in financial statement classification. The Board concluded
that the word "evaluate" better describes the auditor's responsibilities in this
area and is more consistent with the other requirements in Auditing Standard
No. 6. Accordingly, the Board replaced "review" with "evaluate."

C. Description of GAAP and Removal of the GAAP
Hierarchy From the Auditing Standards
As discussed previously, the FASB has proposed to incorporate the GAAP hierarchy into its own standards. The Board believes that it is appropriate to
locate the GAAP hierarchy in the accounting standards rather than in the auditing standards. Thus, the Board amended its interim standards to remove
the GAAP hierarchy from the auditing standards. These amendments do not
change the principles in AU sec. 411 for evaluating fair presentation of the
financial statements in conformity with GAAP.
Commenters strongly supported removing the GAAP hierarchy from the auditing standards and stated that it was appropriate for the GAAP hierarchy to
be contained in the accounting standards. However, one commenter observed
that the proposed amendments contain significant differences from the American Institute of Certified Public Accountants' ("AICPA") Auditing Standards
Board's ("ASB") proposed amendment to AU sec. 411 of the ASB's standards.24
(footnote continued)
responsibilities for changes in classification, which is an element of the presentation and disclosure
financial statement assertion under the auditing standards. See, e.g., paragraph .08 of AU sec. 326,
Evidential Matter.
24
In addition, this commenter suggested that U.S. auditing standard-setters should work together
to achieve consistency on core auditing standards that are used by almost all auditors of U.S. entities.
This commenter also suggested that if the Board continues issuing its own standards for audits
(continued)
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The Board believes that the amendments to AU sec. 411 are consistent with
the Board's objective of removing the GAAP hierarchy from the auditing standards, and retaining, or providing, direction necessary for audits of public
companies. The significant differences between the ASB's amendments to its
AU sec. 411 and the Board's amendments primarily are related to sources of
GAAP for governmental entities and direction on the application of accounting
principles, which the Board did not believe was appropriate for inclusion in
the proposed amendments. In addition, the Board deleted references to Rule
203 of the AICPA's Code of Professional Conduct. Rule 203 prohibits auditors
from expressing an opinion on financial statements that do not conform to
GAAP unless the auditor can demonstrate that due to unusual circumstances
the financial statements would have been misleading without departing from
GAAP. In 2003, when the Board adopted certain AICPA rules and ASB standards as interim Board standards, the Board did not adopt Rule 203. Consistent with that action, the proposed amendments did not include a reference to
Rule 203.

D. Section-by-Section Description of Amendments
to the Interim Auditing Standards
In addition to proposing an auditing standard on evaluating consistency of financial statements, the Board also proposed amendments to other interim auditing standards and related interpretations. The following sections describe
key aspects and elements of the amendments to the standards and interpretations, comments received, and changes incorporated in the final amendments.

AU sec. 410, Adherence to Generally Accepted Accounting Principles
The Board proposed to delete AU sec. 410.02 which discussed the meaning of
"generally accepted accounting principles" and included other matters that are
addressed elsewhere in the standards. However, some commenters suggested
that, to improve clarity, AU sec. 410 should retain the sentence in existing AU
sec. 410.02 which states that the "first standard is construed not to require a
statement of fact by the auditor but an opinion."
The Board agreed that, when viewed alone, the first standard of reporting,
contained in AU sec. 410.01, does not provide a complete description of the
auditor's responsibilities related to fair presentation in conformity with GAAP.
However, the first standard of reporting combined with the fourth standard
clearly indicates that that the auditor is providing a statement of an opinion
and not a statement of fact. The fourth standard of reporting provides that
the auditor's report shall contain either an expression of opinion regarding the
financial statements taken as a whole, or an assertion to the effect that an
opinion cannot be expressed. To emphasize that the first and fourth reporting
standards must be read together, the Board is including the fourth standard
of reporting in the final amendment to AU sec. 410. However, as proposed, the
prior statement on the meaning of "generally accepted accounting principles"
has been deleted from AU sec. 410.02.

(footnote continued)
of public companies, it should adopt alternative numbering/referencing schemes in order to reduce
confusion between its interim standards and the AICPA standards. The Board is considering these
comments as it seeks to make continuous improvements to its standard-setting and other programs.
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AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles
The Board proposed to delete AU sec. 411.02, which was a detailed description
of GAAP, and AU secs. 411.05, .07 and .09-.15, which described the application
of the GAAP hierarchy. The Board proposed to replace the description of GAAP
in AU 411.02, with a statement that GAAP refers "to the accounting principles
recognized in the standards of the Financial Accounting Standards Board or
in the standards of any other standard-setting body recognized by the U.S.
Securities and Exchange Commission."
However, commenters had concerns about the proposal. One commenter noted
that the SEC might allow companies to file financial statement prepared in
conformity with international financial reporting standards ("IFRS") but not
recognize the International Accounting Standards Board, which issues IFRS, as
a standard-setting body. Another commenter suggested that to avoid potential
confusion by users, the Board should acknowledge that there are other sources
of GAAP for entities other than public companies.
In response to these comments, the Board decided to modify its proposed amendment of AU 411. It deleted AU sec. 411.02, which described GAAP, and revised
AU sec. 411.01 to indicate that the auditor should look to the requirements of
the SEC for the company under audit to identify the accounting principles that
are applicable to that company. This change should also clarify that the standard is focused only on the accounting principles that may be used for purposes
of the federal securities laws. Other accounting principles may apply to financial statements prepared for other purposes or by entities that are not issuers.
The Board also modified AU 411.01 to better emphasize that standard's focus
on the meaning of the phrase "present fairly."
Finally, as proposed, the Board eliminated AU secs. 411.16 and .17 which set
an effective date and transition requirements that are no longer applicable.

AU sec. 420, Consistency of Application of Generally Accepted
Accounting Principles
AU sec. 420 has been superseded by Auditing Standard No. 6, Evaluating Consistency of Financial Statements. However, some commenters suggested that
parts of AU sec. 420 should have been incorporated into Auditing Standard
No. 6. Commenters suggested that guidance on the objective of the consistency
standard and the relationship of consistency and comparability, matters that
may not affect consistency, and changes expected to have a material future
effect provided useful direction.
The Board believes that it is unnecessary to include the preceding direction. The
proposed standard clarified that the auditor's report should recognize only those
matters that require recognition under the existing auditing standards—i.e.,
a change in accounting principle or the correction of a material misstatement.
The Board does not believe it is necessary to list in a standard those matters
that do not require recognition in the auditor's report. Also, the Board believes
that paragraph 1 clearly describes the objective of the standard. Paragraph 2
makes it clear that the standard considers comparability to be between periods
for the company under audit.

AU sec. 431, Adequacy of Disclosure in Financial Statements
AU sec. 431 describes the auditor's responsibilities for evaluating the adequacy
of disclosures in the financial statements. The amendments address two technical matters relating to that section.
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Footnote 1 to AU sec. 431.03 is not consistent with the SEC's independence
rules regarding non-audit services and therefore has been eliminated.
AU sec. 431.04 is an application of the AICPA's Code of Professional Conduct
regarding the disclosure of confidential client information. In 2003, when the
Board adopted certain AICPA rules and ASB standards as interim Board standards, the Board did not adopt Rule 301. Consistent with that action, the proposed amendments would eliminate AU sec. 431.04.
Some commenters expressed concerns that the proposed elimination of AU sec.
431.04 would change the auditor's obligations, or reflected Board policy, regarding the use of confidential client information in connection with evaluating the
adequacy of financial statement disclosures. Those commenters generally recognized the limited nature of AU sec. 431.04 and acknowledged that, since in
2003 the Board did not adopt Rule 301, removing a portion of the interim standards based on that rule was a conforming amendment. However, they were
concerned that the Board's action might be construed as minimizing the auditor's responsibilities for maintaining the confidentiality of client information.
The Board is aware that many auditors have legal or professional obligations
to maintain the confidentiality of client information. These requirements arise
from the rules of state licensing authorities,25 the rules of professional organizations such as the AICPA and the International Federation of Accountants,
and the laws of some foreign jurisdictions. The Board's decision to omit Rule
301 from its interim standards was based on a determination that incorporation of that rule was not necessary to fulfill the Board's mandate under Section
103(a)(1) and (3) of the Sarbanes-Oxley Act. It did not reflect a decision that
auditor confidentiality requirements imposed by other authorities were inappropriate. Similarly, in amending AU sec. 431, the Board seeks neither to modify
nor to detract from existing confidentiality requirements.

Interpretations of the Auditing Standards in AU 400 Sections
The auditing interpretation in AU sec. 9420.52-.54 has been incorporated into
Auditing Standard No. 6 and therefore has been eliminated, as proposed. The
auditing interpretations in AU sec. 9411 and the remaining auditing interpretations in AU sec. 9420 are addressed by the accounting standards and therefore
also have been eliminated as proposed.26

AU sec. 508, Reports on Audited Financial Statements
In general, the Board has adopted the amendments as proposed. The amendments have conformed this interim auditing standard to Auditing Standard
No. 6 on evaluating consistency and the amendments to AU secs. 410 and 411,
described above. For example, AU sec. 508.16 now specifically identifies the matters related to consistency of the company's financial statements that should
be recognized in the auditor's report. Similarly, AU sec. 508.17A provides the
requirements for evaluating consistency, that also is in paragraph 7 of Auditing Standard No. 6. AU secs. 508.17B and C, and AU sec. 508.18A provide
separate requirements for reporting on changes in accounting principles and
restatements, as discussed previously.
25
For example, confidentiality requirements are included in the provisions of the Uniform Accountancy Act, which has been enacted in some form by many states.
26
One commenter suggested that some of the auditing interpretations should be retained because
the guidance is still relevant. The Board considered the view of this commenter but decided to eliminate
the interpretations because other auditing standards provided the necessary direction regarding the
matter addressed in the interpretation, the interpretation dealt with items not requiring recognition
in the auditor's report, or the interpretation was related to an accounting consideration of the company.
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In addition, the amendments eliminate AU sec. 508.14-.15. Those paragraphs
were an application of AICPA Ethics Rule 203, which, as previously noted, was
not adopted as an interim standard by the Board.27
Finally, in light of the definitions in SFAS No. 154, the amendments change
references to "restatements" to the more general term "adjustments" to refer
broadly to changes to previously issued financial statements that may result
from either a correction of a misstatement or a change in accounting principle.28

References to APB Opinion No. 20
In addition, the Board has adopted other amendments to update references to
APB Opinion No. 20, which was superseded by SFAS No. 154. Accordingly the
Board amended AU sec. 561, Subsequent Discovery of Facts Existing at the Date
of the Auditor's Report, footnote 3 to paragraph .06, to reference paragraphs 25
and 26 of SFAS No. 154. For AU sec. 328, Auditing Fair Value Measurements
and Disclosures, footnote 4 to paragraph .19, the Board referenced paragraph
20 of SFAS No. 157, Fair Value Measurements, which states that a change in
valuation technique or its application is appropriate if the change results in
a measurement that is equally or more representative of fair value in the circumstances. This replaces a reference to the preferability requirement in SFAS
No. 157 because that requirement does not apply to a change in a company's
method for determining fair value. Paragraph 20 is the accounting guidance
applicable to a company's change in method for determining fair value.

E. Effective Date
This standard and amendments will be effective 60 days after approval by the
SEC.
***
On the 29th day of January, in the year 2008, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
January 29, 2008
27
One commenter expressed concern about deleting these paragraphs and suggested that, if
the Board's intent was to delete all reference to the AICPA Code of Professional Conduct from the
Board's interim standards, the Board should indicate the professional ethics that auditors should
follow when conducting audits according to PCAOB standards. The Board's Rules 3500T and 3600T
describe the Board's interim ethics and independence standards, respectively. These standards include
certain provisions from the AICPA's Code of Professional Conduct. In addition, the Board has adopted
ethics and independence rules concerning independence, tax services, and contingent fees. See PCAOB
Release No. 2005-014 (July 26, 2005). State law and membership organizations may impose additional
requirements.
28
Some commenters suggested that certain other changes were needed to AU sec. 508 or that
certain amendments were not necessary. For example, some commenters suggested eliminating AU
sec. 508.57 and retaining the original terminology in AU secs. 508.73-.74. The Board decided that some
of the suggested changes would change existing practice, such as the elimination of AU sec. 508.57,
and were outside the scope of this project. For the others, the Board concluded that the amendments
were consistent with the direction in Auditing Standard No. 6. In addition, one commenter believed
that there were inconsistencies between the proposed amendments to AU sec. 508 and Staff Questions
and Answers, Adjustments to Prior-Period Financial Statements Audited By a Predecessor Auditor.
However, the Board reviewed the Staff Questions and Answers and did not agree that there were
inconsistencies with the proposed amendments to AU sec. 508.
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APPENDICES—
1. Auditing Standard No. 6—Evaluating Consistency of Financial Statements
2. Amendments to Interim Auditing Standards
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Appendix 1
Auditing Standard No. 6, Evaluating Consistency
of Financial Statements
[Supersedes AU secs. 420 and 9420]

Consistency and the Auditor’s Report
on Financial Statements
1. This standard establishes requirements and provides direction for the
auditor's evaluation of the consistency of the financial statements, including
changes to previously issued financial statements, and the effect of that evaluation on the auditor's report on the financial statements.
2. To identify consistency matters that might affect the report, the auditor
should evaluate whether the comparability of the financial statements between
periods has been materially affected by changes in accounting principles or by
material adjustments to previously issued financial statements for the relevant
periods.
3. The periods covered in the auditor's evaluation of consistency depend
on the periods covered by the auditor's report on the financial statements.
When the auditor reports only on the current period, he or she should evaluate whether the current-period financial statements are consistent with those
of the preceding period. When the auditor reports on two or more periods, he or
she should evaluate consistency between such periods and the consistency of
such periods with the period prior thereto if such prior period is presented with
the financial statements being reported upon.1 The auditor also should evaluate whether the financial statements for periods described in this paragraph
are consistent with previously issued financial statements for the respective
periods.2
Note: The term "current period" means the most recent year, or period of less
than one year, upon which the auditor is reporting.

4. The auditor should recognize the following matters relating to the consistency of the company's financial statements in the auditor's report if those
matters have a material effect on the financial statements:

1
For example, assume that a company presents comparative financial statements covering three
years and has a change in auditors. In the first year in which the successor auditor reports, the successor auditor evaluates consistency between the year on which he or she reports and the immediately
preceding year. In the second year in which the successor auditor reports, the successor auditor would
evaluate consistency between the two years on which he or she reports and between those years and
the earliest year presented.
2
When a company uses retrospective application, as defined in Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections ("SFAS No. 154"), to account for a
change in accounting principle, the financial statements presented generally will be consistent. However, the previous years' financial statements presented with the current year's financial statements
will reflect the change in accounting principle and, therefore, will appear different from those previous
years' financial statements on which the auditor previously reported. This standard clarifies that the
auditor's evaluation of consistency should encompass previously issued financial statements for the
relevant periods.
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a.
b.

A change in accounting principle
An adjustment to correct a misstatement in previously issued
financial statements.3

Change in Accounting Principle
5. A change in accounting principle is a change from one generally accepted
accounting principle to another generally accepted accounting principle when
(1) there are two or more generally accepted accounting principles that apply, or
when (2) the accounting principle formerly used is no longer generally accepted.
A change in the method of applying an accounting principle also is considered
a change in accounting principle.4
Note: A change from an accounting principle that is not generally accepted to
one that is generally accepted is a correction of a misstatement.

6. The auditor should evaluate and report on a change in accounting estimate effected by a change in accounting principle like other changes in accounting principle.5 In addition, the auditor should recognize a change in the
reporting entity6 by including an explanatory paragraph in the auditor's report, unless the change in reporting entity results from a transaction or event.
A change in reporting entity that results from a transaction or event, such
as the creation, cessation, or complete or partial purchase or disposition of a
subsidiary or other business unit does not require recognition in the auditor's
report.
7. The auditor should evaluate a change in accounting principle to determine whether—
a.

The newly adopted accounting principle is a generally accepted
accounting principle,
b. The method of accounting for the effect of the change is in conformity with generally accepted accounting principles,
c. The disclosures related to the accounting change are adequate,7
and
d. The company has justified that the alternative accounting principle is preferable.8
8. A change in accounting principle that has a material effect on the financial statements should be recognized in the auditor's report on the audited
financial statements. If the auditor concludes that the criteria in paragraph 7
3
The term "error," as used in SFAS No. 154, is equivalent to "misstatement," as used in the
auditing standards.
4
See SFAS No. 154, paragraph 2c.
5
SFAS No. 154, paragraph 2e, defines a "change in accounting estimate effected by a change
in accounting principle" as "a change in accounting estimate that is inseparable from the effect of a
related change in accounting principle."
6
"Change in reporting entity" is a change that results in financial statements that, in effect, are
those of a different reporting entity. See SFAS No. 154, paragraph 2f.
7
Newly issued accounting pronouncements usually set forth the method of accounting for the
effects of a change in accounting principle and the related disclosures. SFAS No. 154 sets forth the
method of accounting for the change and the related disclosures when there are no specific requirements in the new accounting pronouncement.
8
The issuance of an accounting pronouncement that requires use of a new accounting principle, interprets an existing principle, expresses a preference for an accounting principle, or rejects a
specific principle is sufficient justification for a change in accounting principle, as long as the change
in accounting principle is made in accordance with the hierarchy of generally accepted accounting
principles. See SFAS No. 154, paragraph 14.
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have been met, the auditor should add an explanatory paragraph to the auditor's report, as described in AU sec. 508, Reports on Audited Financial Statements. If those criteria are not met, the auditor should treat this accounting
change as a departure from generally accepted accounting principles and address the matter as described in AU sec. 508.
Note: If a company's financial statements contain an investment accounted for
by the equity method, the auditor's evaluation of consistency should include
consideration of the investee. If the investee makes a change in accounting
principle that is material to the investing company's financial statements, the
auditor should add an explanatory paragraph (following the opinion paragraph)
to the auditor's report, as described in AU sec. 508.

Correction of a Material Misstatement in Previously Issued
Financial Statements
9. The correction of a material misstatement in previously issued financial
statements should be recognized in the auditor's report on the audited financial
statements through the addition of an explanatory paragraph, as described in
AU sec. 508.
10. The accounting pronouncements generally require certain disclosures
relating to restatements to correct misstatements in previously issued financial
statements. If the financial statement disclosures are not adequate, the auditor should address the inadequacy of disclosure as described in AU sec. 431,
Adequacy of Disclosure in Financial Statements, and AU sec. 508.

Change in Classification
11. Changes in classification in previously issued financial statements do
not require recognition in the auditor's report, unless the change represents
the correction of a material misstatement or a change in accounting principle. Accordingly, the auditor should evaluate a material change in financial
statement classification and the related disclosure to determine whether such
a change also is a change in accounting principle or a correction of a material
misstatement. For example, certain reclassifications in previously issued financial statements, such as reclassifications of debt from long-term to short-term
or reclassifications of cash flows from the operating activities category to the
financing activities category, might occur because those items were incorrectly
classified in the previously issued financial statements. In such situations, the
reclassification also is the correction of a misstatement. If the auditor determines that the reclassification is a change in accounting principle, he or she
should address the matter as described in paragraphs 7 and 8 and AU sec. 508.
If the auditor determines that the reclassification is a correction of a material misstatement in previously issued financial statements, he or she should
address the matter as described in paragraphs 9 and 10 and AU sec. 508.
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Appendix 2
Amendments to Interim Auditing Standards
The following amendments relate to the standards and auditing interpretations
in AU sec. 328, the AU 400s sections, AU sec. 508, and AU sec. 561 of the Board's
auditing standards.

Auditing Standards
AU sec. 328, ”Auditing Fair Value Measurements
and Disclosures”
Statement on Auditing Standards ("SAS") No. 101, "Auditing Fair Value Measurements and Disclosures," (AU sec. 328, "Auditing Fair Value Measurements
and Disclosures"), as amended, is amended as follows:
a.

The text of footnote 4 to paragraph .19 is replaced with the following:
Statement of Financial Accounting Standard No. 157,
Fair Value Measurements, states that a change in valuation technique or its application is appropriate if the
change results in a measurement that is equally or more
representative of fair value in the circumstances.

AU sec. 410, ”Adherence to Generally Accepted Accounting
Principles”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 410
(AU sec. 410, "Adherence to Generally Accepted Accounting Principles"), as
amended, is amended as follows:
a.

Paragraph .02 is replaced with following paragraph, and the reference to footnote 1 is moved to the end of the new paragraph
.02.
The fourth standard of reporting is:
The report shall either contain an expression of opinion
regarding the financial statements, taken as a whole, or
an assertion to the effect that an opinion cannot be expressed. When an overall opinion cannot be expressed,
the reasons therefor should be stated. In all cases where
an auditor's name is associated with financial statements,
the report should contain a clear-cut indication of the
character of the auditor's work, if any, and the degree of
responsibility the auditor is taking.

AU sec. 411, ”The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles”
SAS No. 69, "The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles" (AU sec. 411, "The Meaning of Present Fairly in
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Conformity With Generally Accepted Accounting Principles"), as amended, is
amended as follows:
a.

b.

The third sentence of paragraph .01 is replaced with the following:
The purpose of this section is to explain the meaning of
"present fairly" as used in the phrase "present fairly . . .
in conformity with generally accepted accounting principles." In applying this section, the auditor should look to
the requirements of the Securities and Exchange Commission for the company under audit with respect to the
accounting principles applicable to that company.
Paragraphs .02, .05, .07, and .09–.18 are deleted.

AU sec. 9411, ”The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles, Auditing
Interpretations of Section 411”
Auditing Interpretation No. 3, "The Auditor's Consideration of Management's
Adoption of Accounting Principles for New Transactions or Events" of the auditing interpretations of AU sec. 411 (AU sec. 9411.11–.15) is deleted.

AU sec. 420, ”Consistency of Application of Generally Accepted
Accounting Principles,” and AU sec. 9420, ”Consistency of
Application of Generally Accepted Accounting Principles,
Auditing Interpretations of Section 420”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 420
(AU sec. 420, "Consistency of Application of Generally Accepted Accounting
Principles"), as amended, and the related auditing interpretations (AU sec.
9420) are superseded by PCAOB Auditing Standard No. 6, Evaluating Consistency of Financial Statements.

AU sec. 431, ”Adequacy of Disclosure in Financial Statements”
SAS No. 32, "Adequacy of Disclosure in Financial Statements" (AU sec. 431,
"Adequacy of Disclosure in Financial Statements") is amended as follows:
a.
b.

Footnote 1 is deleted.
Paragraph .04 is deleted.

AU sec. 508, ”Reports on Audited Financial Statements”
SAS No. 58, "Reports on Audited Financial Statements" (AU sec. 508, "Reports
on Audited Financial Statements"), as amended, is amended as follows:
a.
b.

In Paragraph .03, footnote 2 is deleted.
In Paragraph .11, item .11b is deleted; item .11c is reordered as
.11b; .11d is reordered as .11c; the paragraph references in .11c
(formerly .11d) to paragraphs .16 through .18 are replaced with
paragraph references .17A through .17E; and a new item .11d is
added as follows:
"A material misstatement in previously issued financial
statements has been corrected (paragraphs .18A through
.18C)."
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c.

Paragraphs .14–.15 are deleted, along with the preceding heading
"Departure From a Promulgated Accounting Principle," and the
note following the paragraph.

d.

The text of paragraph .16 is replaced with the following:
The auditor should recognize the following matters relating to the consistency of the company's financial statements in the auditor's report if those matters have a material effect on the financial statements:
a. A change in accounting principle
b. An adjustment to correct a misstatement in previously issued financial statements

e.

Paragraphs .17–.18 and related footnotes 12 and 13 are replaced
with the following:
Change in Accounting Principle
.17A As discussed in PCAOB Auditing Standard No. 6, Evaluating Consistency of Financial Statements, the auditor should evaluate a change in accounting principle to determine whether (1)
the newly adopted accounting principle is a generally accepted
accounting principle, (2) the method of accounting for the effect
of the change is in conformity with generally accepted accounting
principles, (3) the disclosures related to the accounting change
are adequate, and (4) the company has justified that the alternative accounting principle is preferable.12 A change in accounting
principle that has a material effect on the financial statements
should be recognized in the auditor's report on the audited financial statements through the addition of an explanatory paragraph
following the opinion paragraph. If the auditor concludes that the
criteria in this paragraph have been met, the explanatory paragraph in the auditor's report should include identification of the
nature of the change and a reference to the note disclosure describing the change.
12

The issuance of an accounting pronouncement that requires use
of a new accounting principle, interprets an existing principle, expresses a preference for an accounting principle, or rejects a specific
principle is sufficient justification for a change in accounting principle, as long as the change in accounting principle is made in accordance with the hierarchy of generally accepted accounting principles.
See FASB Statement 154, paragraph 14.

.17B Following is an example of an explanatory paragraph for a
change in accounting principle resulting from the adoption of a
new accounting pronouncement:
As discussed in Note X to the financial statements, the company has
changed its method of accounting for [describe accounting method
change] in [year(s) of financial statements that reflect the accounting method change] due to the adoption of [name of accounting pronouncement].

.17C Following is an example of an explanatory paragraph when
the company has made a change in accounting principle other
than a change due to the adoption of a new accounting pronouncement.
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As discussed in Note X to the financial statements, the company has
elected to change its method of accounting for [describe accounting
method change] in [year(s) of financial statements that reflect the
accounting method change].

.17D The explanatory paragraph relating to a change in accounting principle should be included in reports on financial statements
in the year of the change and in subsequent years until the new
accounting principle is applied in all periods presented. If the accounting change is accounted for by retrospective application to
the financial statements of all prior periods presented, the additional paragraph is needed only in the year of the change.
.17E If the auditor concludes that the criteria in paragraph .17A
for a change in accounting principle are not met, the auditor
should consider the matter to be a departure from generally accepted accounting principles and, if the effect of the change in
accounting principle is material, issue a qualified or adverse opinion.
Correction of a Material Misstatement in Previously Issued
Financial Statements
.18A Correction of a material misstatement in previously issued
financial statements should be recognized in the auditor's report
through the addition of an explanatory paragraph following the
opinion paragraph.13 The explanatory paragraph should include
(1) a statement that the previously issued financial statements
have been restated for the correction of a misstatement in the respective period and (2) a reference to the company's disclosure of
the correction of the misstatement. Following is an example of an
appropriate explanatory paragraph when there has been a correction of a material misstatement in previously issued financial
statements.
As discussed in Note X to the financial statements, the 20X2 financial
statements have been restated to correct a misstatement.
13 The directions in paragraphs .68-.69 apply when comparative financial statements are presented and the opinion on the prior-period
financial statements differs from the opinion previously expressed.

.18B This type of explanatory paragraph in the auditor's report
should be included in reports on financial statements when the
related financial statements are restated to correct the prior material misstatement. The paragraph need not be repeated in subsequent years.
.18C The accounting pronouncements generally require certain
disclosures relating to restatements to correct a misstatement in
previously issued financial statements. If the financial statement
disclosures are not adequate, the auditor should address the lack
of disclosure as discussed beginning at paragraph .41 and in AU
sec. 431.
f.
g.

Paragraph .50 is deleted.
The text of paragraph .51 is replaced with the following:
Departures from generally accepted accounting
principles related to changes in accounting principle. Paragraph .17A states the criteria for evaluating a
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change in accounting principle. If the auditor concludes
that the criteria have not been met, he or she should consider that circumstance to be a departure from generally
accepted accounting principles and, if the effect of the accounting change is material, should issue a qualified or
adverse opinion.
h.

In paragraph .52:

•

•

The first three sentences of the paragraph are replaced
with the following:
The accounting standards indicate that a company may
make a change in accounting principle only if it justifies that the allowable alternative accounting principle
is preferable. If the company does not provide reasonable justification that the alternative accounting principle
is preferable, the auditor should consider the accounting
change to be a departure from generally accepted accounting principles and, if the effect of the change in accounting
principle is material, should issue a qualified or adverse
opinion. The following is an example of a report qualified
because a company did not provide reasonable justification that an alternative accounting principle is preferable:
In the second sentence of the first paragraph of the example report, the phrase "for making this change" is replaced
with the phrase "that this accounting principle is preferable."
In the text of footnote 17, the first two sentences are
deleted; the word, "However" is deleted at the beginning
of the third sentence; the word "because" at the beginning
of the third sentence is capitalized; the phrase "the middle paragraph" is replaced with "this paragraph;" and the
references to paragraphs ".16 through .18" are replaced
with references to paragraphs "17A through 17E."

i.

The text of paragraph .57 is replaced with the following:
If the auditor issues a qualified or adverse opinion because
the company has not justified that an allowable accounting principle adopted in an accounting change is preferable, as described in paragraph .52, the auditor should
continue to express that opinion on the financial statements for the year of change as long as those financial
statements are presented and reported on. However, the
auditor's qualified or adverse opinion relates only to the
accounting change and does not affect the status of a
newly adopted principle as a generally accepted accounting principle. Accordingly, while expressing a qualified or
adverse opinion for the year of change, the independent
auditor's opinion regarding the subsequent years' statements need not express a qualified or adverse opinion
on the use of the newly adopted principle in subsequent
periods.

j.
k.
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Evaluating Consistency of Financial Statements
l.

m.

In the second sentence of footnote 25 to paragraph .67, replace the
phrase "section 420, Consistency of Application of Generally Accepted Accounting Principles," with the phrase "PCAOB Auditing
Standard No. 6, Evaluating Consistency of Financial Statements"
In the second sentence of paragraph .69:

•

Item (c) is inserted as follows:

•
•

(c) if applicable, a statement that the previously issued
financial statements have been restated for the correction
of a misstatement in the respective period,
Item (c) is changed to (d)
Item (e) is inserted as follows:

•
n.
q.

(e) if applicable, a reference to the company's disclosure of
the correction of the misstatement,
Item (d) is changed to (f) and the words "the fact" are
inserted at the beginning of the item

In the third sentence of paragraph .73, the word "restated" is
replaced with the word "adjusted."
In paragraph .74:

•
•

In the first sentence of the third text paragraph, the word
"restated" is replaced with the word "adjusted," and the
word "restatement" is replaced with the words "the adjustments."
In the second sentence of the third text paragraph, the
word "restatement" is deleted, and the word "his" is replaced with the words "the auditor's."

AU sec. 561, “Subsequent Discovery of Facts Existing at the
Date of the Auditor’s Report”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 561,
"Subsequent Discovery of Facts Existing at the Date of Report," as amended, is
amended as follows:
a.

The text of footnote 3 to paragraph .06 is replaced with the following:
See paragraphs 26 and 27 of Accounting Principles Board
Opinion No. 9 and paragraphs 25 and 26 of FASB Statement No. 154, regarding disclosure of adjustments applicable to prior periods.
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Ethics and Independence Rule 3526,
Communication With Audit Committees
Concerning Independence, Amendment to
Interim Independence Standards, Amendment
to Rule 3523, Tax Services for Persons in
Financial Reporting Oversight Roles,
Implementation Schedule for Rule 3523
PCAOB Release No. 2008-003
April 22, 2008
PCAOB Rulemaking
Docket Matter No. 017
Summary: The Public Company Accounting Oversight Board ("PCAOB" or
"Board") is adopting an ethics and independence rule, Rule 3526, Communication with Audit Committees Concerning Independence, that will supersede
the Board's interim independence requirement, Independence Standards Board
Standard No. 1, Independence Discussions with Audit Committees ("ISB No. 1"),
and two related interpretations. The Board is also adopting an amendment to
Rule 3523, Tax Services for Persons in Financial Reporting Oversight Roles, and
further adjusting the implementation schedule for Rule 3523 as it applies to tax
services provided during the audit period. Specifically, amended Rule 3523 will
not prohibit tax services provided during the portion of the audit period that
precedes the beginning of the professional engagement period. In order to maintain the status quo while the SEC considers this amendment, the Board has
further delayed the implementation of the prohibition against pre-engagement
period tax services to persons in financial reporting oversight roles in existing
Rule 3523 until December 31, 2008. The amendment to Rule 3523 will become
effective immediately upon approval by the SEC, and Rule 3526 will become
effective on the later of September 30, 2008, or 30 days after the date the SEC
approves the rule.
Board Contacts: Bella Rivshin, Associate Chief Auditor (202/207-9180; rivshinb@pcaobus.org), or Greg Scates, Deputy Chief Auditor (202/207-9114;
scatesg@pcaobus.org).

I. Introduction
On July 26, 2005, the Public Company Accounting Oversight Board ("PCAOB"
or "Board") adopted certain rules related to registered public accounting firms'
provision of tax services to public company audit clients. As part of this rulemaking, the Board adopted Rule 3523, which provides that a registered firm,
subject to certain exceptions, is not independent of an audit client if the firm,
or an affiliate of the firm, provides tax services during the audit and professional engagement period to a person in, or an immediate family member of a
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person in, a financial reporting oversight role ("FROR") at an audit client. Rule
3523 was intended to address concerns related to auditor independence when
auditors provide personal tax services to individuals who play a direct role in
preparing the financial statements of public company audit clients. Rule 3523
was approved by the Securities and Exchange Commission ("SEC" or "Commission") on April 19, 2006.
On April 3, 2007, the Board issued a concept release to solicit comment about
the possible effects on a registered firm's independence of providing tax services
to a person covered by Rule 3523 during the portion of the audit period that
precedes the beginning of the professional engagement period and other practical consequences of applying the restrictions imposed by Rule 3523 to that
portion of the audit period.1 With a few exceptions, commenters on that release
recommended that the Board amend Rule 3523 to exclude that portion of the
audit period.
After considering the comments received, on July 24, 2007, the Board proposed
to amend Rule 3523 as described in the concept release.2 At the same time,
the Board also proposed Rule 3526, Communication with Audit Committees
Concerning Independence, a new ethics and independence rule that would supersede Independence Standards Board Standard No. 1, Independence Discussions with Audit Committees ("ISB No. 1"), and two related interpretations, and
require a registered public accounting firm to communicate certain information
related to the firm's independence to the issuer's audit committee.
The Board received 16 comment letters on the proposed rules. Overall, the commenters were supportive of proposed Rule 3526 and the proposed amendment
to Rule 3523. Commenters generally agreed that proposed Rule 3526 would
enhance communication between the auditor and the audit committee and recommended that the Board adopt the rule. Commenters also reiterated that they
believed that an auditor's independence would not be impaired by the provision of tax services to a person in a FROR during the portion of the audit period
that precedes the beginning of the professional engagement period, and that
the Board should adopt the proposed amendment to Rule 3523. Commenters
also suggested certain modifications to the proposed rules.
The Board is adopting proposed Rule 3526 and the proposed amendment to Rule
3523 with some modifications in response to comments. This release describes
key aspects of the amendment and new rule, comments received, and changes
incorporated in the final rules. Additionally, as described below, the Board is
further adjusting the implementation schedule for Rule 3523, as it applies to
tax services provided to persons in FRORs during the period subject to audit
but before the professional engagement period begins, to allow sufficient time
for the SEC to consider whether to approve the amendment to the rule.

II. Rule 3526. Communication With Audit Committees
Concerning Independence
Under Section 301 of the Sarbanes-Oxley Act of 2002 ("the Act"), "[t]he audit
committee of each issuer, in its capacity as a committee of the board of directors,
shall be directly responsible for the appointment, compensation, and oversight
of the work of any registered public accounting firm employed by that issuer...for
1
See PCAOB Release No. 2007-002 (April 3, 2007). Because the Board has adjusted the implementation schedule for Rule 3523, the rule has not prohibited the provision of tax services to persons
in FRORs during the portion of the audit period that precedes the beginning of the professional
engagement period.
2
See PCAOB Release No. 2007-008 (July 24, 2007).
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the purpose of preparing or issuing an audit report or related work...."3 PCAOB
interim independence standards require the auditor to provide certain information to the audit committee about independence that could assist the audit
committee in fulfilling these oversight responsibilities. Specifically, ISB No. 1
requires, among other things, firms to disclose at least annually to the audit
committee all relationships between the auditor and its related entities and the
company and its related entities that, in the auditor's professional judgment,
may reasonably be thought to bear on the auditor's independence. ISB No. 1
does not, however, require the firm to provide information to the audit committee about the firm's independence in connection with becoming the issuer's
auditor (i.e., before the person or firm becomes the issuer's auditor).
As discussed in the proposing release, the Board proposed Rule 3526 because it
believed that the accounting firm should discuss with the audit committee before accepting an initial engagement pursuant to the standards of the PCAOB
any relationships the accounting firm has with the issuer that may reasonably
be thought to bear on its independence. The proposed rule was intended to build
on the communication requirements in ISB No. 1 and provide the audit committee with information—including information about the firm's relationships
with persons in FRORs at the company—that may be important to its determination about whether to hire the firm as the company's auditor. The Board also
proposed to include in the rule a new requirement for the firm to document the
substance of its discussion with the audit committee.
All commenters were generally in favor of the Board adopting the proposed
rule, and, as discussed more fully below, some recommended modifications.
Commenters stated that Rule 3526 would assist audit committees in fulfilling
their responsibilities and would aid them in their decision making process.
After carefully considering the comments, the Board is adopting Rule 3526
with one modification, as described below. If approved by the SEC, Rule 3526
will supersede ISB No. 1 and two related interpretations.4

A. Scope of the Required Communication
The Board proposed in Rule 3526(a) to require the registered firm, prior to
accepting an initial engagement pursuant to the standards of the PCAOB, to

3
The SEC has implemented this provision by adopting rules directing the national securities
exchanges and national securities associations to prohibit the listing of any security of an issuer that
is not in compliance with the audit committee requirements mandated by the Act.
4
ISB Interpretation 00-1, The Applicability of ISB Standard No. 1 When "Secondary Auditors"
Are Involved in the Audit of a Registrant, and ISB Interpretation 00-2, The Applicability of ISB Standard No. 1 When "Secondary Auditors" Are Involved in the Audit of a Registrant, An Amendment of
Interpretation 00-1. The interpretations state that the responsibility to comply with ISB No. 1 rests
solely with the primary auditor, but that the primary auditor should include in its report to the audit
committee all of its relationships and those of its domestic and foreign associated firms that could reasonably bear on the independence of the primary auditor. Under these interpretations, if the primary
auditor is relying on the work of secondary auditors not associated with the primary auditor's firm,
the report of the primary auditor should either describe any such secondary auditors' relationships,
or it should state that it does not do so. The treatment of secondary auditors under Rule 3526 will
be similar to the treatment of secondary auditors under ISB No. 1 and the two interpretations. Secondary auditors will not need to comply with Rule 3526, but the primary auditor will need to disclose
to the audit committee any relationships of the firm's affiliates that could reasonably be thought to
bear on the independence of the primary auditor. As under ISB No. 1 and the related interpretations,
the scope of any communications about secondary auditors under Rule 3526 should be clear to the
audit committee. Accordingly, the Board expects the primary auditor's report to either include any
covered relationships of any secondary auditors not affiliated with the firm or state that it does not
do so. One commenter recommended that the Board consider providing an exemption for secondary
auditors. Because the rule does not require communications by secondary auditors, an exemption is
not necessary.
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describe in writing to the audit committee5 all relationships between the accounting firm or any affiliates of the firm6 and the potential audit client or
persons in FRORs at the potential audit client that may reasonably be thought
to bear on independence. The Board also proposed to require the firm to discuss with the audit committee the potential effects of those relationships on
the firm's independence. In Rule 3526(b), the Board proposed to require a registered firm on at least an annual basis after becoming the issuer's auditor to
provide the same information described above and also affirm to the audit committee of the issuer, in writing, that the firm is independent in compliance with
Rule 3520, Auditor Independence.7 As described in the proposing release, the
Board intended for these communications to provide the audit committee with
sufficient information to understand how a particular relationship might affect
independence and to foster a robust discussion between the firm and the audit
committee.
Commenters generally believed that the scope of the required communications
was appropriate. Several commenters noted that, to a large extent, firms are
already making the kinds of communications that would be required by proposed Rule 3526. One commenter acknowledged, however, that existing communications between the firm and a potential new audit client do not include
the disclosure of tax services to a person in a FROR or his or her immediate
family member. Additionally, some registered firms noted that communications
regarding the auditor's independence currently vary in content and timing and
may, in some instances, occur only orally.
Most commenters did not believe that it was necessary for the Board to expand
the scope of the required communication to include any additional matters. One
commenter, however, recommended requiring the firm to confirm its independence in writing to the audit committee prior to accepting an initial engagement. Another commenter recommended revising Rule 3526(a) to require the
firm to make the communications in its initial proposal to the company's audit
committee. As discussed above, the Board proposed to require firms to affirm
their independence annually but did not propose a similar requirement that
would apply before the firm is initially engaged as the company's auditor. Rule
3526(a) requires registered firms to make certain communications about relationships that may reasonably be thought to bear on independence before accepting an initial engagement pursuant to the standards of the PCAOB. Rather
than prescribing a particular time before that point when the communications
must occur, however, the rule allows registered firms and audit committees the
flexibility to make that determination. The Board understands that, in some
cases, firms need time before a new engagement begins to resolve any matters
5
One commenter recommended the Board provide guidance in situations in which an issuer does
not have an audit committee. Under Section 2(a)(3) of the Act, "[t]he term 'audit committee' means—
(A) a committee (or equivalent body) established by and amongst the board of directors of an issuer
for the purpose of overseeing the accounting and financial reporting processes of the issuer and audits
of the financial statements of the issuer; and (B) if no such committee exists with respect to an issuer,
the entire board of directors of the issuer." Accordingly, under Rule 3526, if an audit client does not
have an audit committee, the auditor would be required to make the communications to the entire
board of directors.
Additionally, one commenter recommended that audit committees provide better disclosure,
through the proxy, when approving non-audit services performed by the auditor. The commenter
stated that providing this type of transparency will permit investors a greater ability to evaluate audit committee's fiduciary performance of shareholders. The Board does not have statutory authority
to require disclosure by audit committees.
6
One commenter recommended that the Board adopt a definition of affiliate of the firm. This
term is already defined in Rule 3501.
7
Rule 3520 states that a registered public accounting firm and its associated persons must be
independent of the firm's audit client throughout the audit and professional engagement period.
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that could impair their independence. If a firm were required to affirm its independence prior to accepting a new engagement, it would need to wait until it
has resolved any independence issues to make the required communications.
These communications are intended to assist the audit committee in fulfilling
its responsibility to hire the auditor—their usefulness for that purpose may
diminish if they are left until immediately before the engagement begins. Accordingly, the Board does not believe a requirement for auditors to affirm that
they are independent before accepting a new engagement is appropriate.
Other commenters recommended certain exclusions from the scope of the required communications. For example, one commenter asserted that the auditor
cannot be expected to know about all relationships that may reasonably be
thought to bear on its independence, and recommended that the written communication to the audit committee state that the auditor's assessment is based
on information provided to the auditor by the issuer. The Board does not believe that allowing auditors to include such a limitation in the communication
would be appropriate. Complying with the Board's independence requirements
is the responsibility of the auditor.8 To fulfill this responsibility, as well as their
related responsibility under the SEC's independence rules, auditors need to ascertain what relationships with the issuer and persons in FRORs at the issuer
may reasonably be thought to bear on their independence. Moreover, some of
the information the auditor must assess in order to assure its independence
and that may need to be communicated under Rule 3526—such as the firm's
or its associated persons' financial interests in the audit client—can be more
readily obtained by the auditor than its audit client.
Another commenter recommended that the Board exclude tax services to a person in a FROR from the required communications because the commenter believed that compliance with Rule 3523, as amended, should adequately address
any independence concerns regarding such services. As discussed in the proposing release, Rule 3526 is intended to require disclosure of not only whether the
firm provided any specifically prohibited services or maintained any specifically prohibited relationships, but also whether any of the firm's relationships
or services may reasonably be thought to bear on independence under the SEC's
general standard of auditor independence9 and AU sec. 220, Independence.10
Because auditors will need to consider the relevant facts and circumstances

8
Another commenter suggested that the audit committee should be able to rely on the firm
to determine and resolve any independence issues, and that a requirement for the auditor to discuss
these matters with the audit committee would increase the responsibilities of the audit committee with
respect to independence. This commenter recommended that the Board not adopt these requirements.
As discussed above, the rule is intended to provide audit committees with information to assist them
in carrying out their responsibilities to oversee the audit engagement, but auditors remain responsible
for complying with the independence requirements. Nothing in the rule adds to, or otherwise modifies,
the responsibilities of the audit committee.
9
17 C.F.R. § 210.2-01(b). Under that standard, an accountant is not independent if "the accountant is not, or a reasonable investor with knowledge of all relevant facts and circumstances would
conclude that the accountant is not, capable of exercising objective and impartial judgment on all
issues encompassed within the accountant's engagement." In considering this general standard, the
SEC "looks in the first instance to whether a relationship or the provision of service: creates a mutual
or conflicting interest between the accountant and the audit client; places the accountant in the position of auditing his or her own work; results in the accountant acting as management or an employee
of the audit client; or places the accountant in a position of being an advocate for the audit client." 17
C.F.R. § 210.2-01, preliminary note.
10
AU sec. 220, Independence, requires that "[i]n all matters relating to the assignment, an independence in mental attitude is to be maintained by the auditor..." AU sec. 220 notes that "[i]t is of
utmost importance to the profession that the general public maintain confidence in the independence
of independent auditors" and that public confidence in the auditor's independence "would be impaired
by evidence that independence was actually lacking, and it might also be impaired by the existence
of circumstances which reasonable people might believe likely to influence independence."
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in order to make such a determination, the Board does not believe that per se
exemptions are appropriate.
Some commenters suggested that, in certain circumstances, firms would be restricted in the information they could provide to the audit committee about
relationships with persons in FRORs due to legal limitations imposed by confidentiality and privacy laws. Specifically, one commenter was concerned that the
auditor would not be able to disclose to the audit committee information about
tax services rendered to a person in a FROR prior to obtaining a consent from
that person. Another commenter recommended that the Board address the need
for obtaining such a consent in its final release, while another recommended
that the Board provide an exemption in circumstances where applicable legal restrictions impede an auditor's ability to comply fully with the disclosure
requirement.
Under ISB No. 1, auditors have been required to disclose to the audit committee relationships with the company and its related entities and to discuss
the auditor's independence with the audit committee. Accordingly, the required
communications could include discussion of tax or other services provided to
an entity or person other than the company itself. The Board understands that
firms are subject to certain confidentiality requirements in the tax context11
and that other restrictions could arise outside of that context, depending on
the facts and circumstances that a particular relationship presents. The Board
is not, however, aware that firms have encountered difficulty in communicating with audit committees, as required by ISB No. 1 or any other professional
practice standard, as a result of such privacy requirements.
As described above, Rule 3526 is a general requirement that, like ISB No. 1,
requires disclosure of certain relationships that may be relevant to the audit
committee's oversight of the engagement. It does not set forth a list of relationships that must always be disclosed or mandate specific information that
must be communicated when disclosure is required. Rather, Rule 3526 allows
firms significant flexibility to determine how to comply with the requirements
to describe a covered relationship and discuss the potential effects of that relationship on the firm's independence. Accordingly, while the Board will monitor
the application of the rule in this regard, it does not believe that the recommended exception is necessary or appropriate at this time.
The Board also received several comments on its proposal not to include the
words "in the auditor's professional judgment" in the rule's description of the
scope of the required communications. ISB No. 1 requires disclosure of certain relationships that "in the auditor's professional judgment may reasonably
be thought to bear on independence." In the proposing release, the Board explained that it believed that omitting the reference to the auditor's professional
judgment would clarify the requirement by reminding auditors of the need to
focus on the perceptions of reasonable third parties when making independence determinations. Some commenters supported the proposed exclusion of
the words "in the auditor's professional judgment" from Rule 3526. Other commenters, however, believed that the absence of the reference to judgment could
confuse, rather than clarify, the requirement and noted that it is reasonable
and appropriate for audit committees to rely on the accounting firm's judgment
as to what matters should be disclosed. One of these commenters contended
that this aspect of the Board's proposal is inconsistent with the Board's recent
11
See 26 U.S.C. § 7216; 26 C.F.R. § 301.7216-3 (prohibiting disclosure or use of tax return information without written consent of taxpayer that meets specified requirements); 26 C.F.R. § 301.7216-1
(defining "tax return information" to mean "any information, including, but not limited to a taxpayer's
name, address, or identifying number, which is furnished in any form or manner for, or in connection
with, the preparation of a tax return of the taxpayer").
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focus on the importance of the use of auditor judgment. Conversely, one commenter did not object to the absence of a reference to judgment, provided that
the adopting release contain an acknowledgement that the auditor must apply
judgment in determining which matters are required to be communicated to
the audit committee.12
As the Board explained in the proposing release, auditors will need to apply
judgment to determine whether a relationship may reasonably be thought to
bear on independence. After considering commenters' views, the Board continues to believe that adding specific reference to the auditor's professional
judgment is unnecessary and inappropriate in this instance. While the Board
agrees that auditors must exercise sound judgment in carrying out their responsibilities, it does not believe that specific reference to judgment in this rule is
necessary to encourage auditors to do so. Judgment is called for in applying any
reasonableness standard to particular facts and circumstances, and Rule 3526
is no different. Determining what relationships may reasonably be thought
to bear on independence requires consideration of how a third party—not the
auditor—would view the relationship, which is consistent with the SEC's general standard of auditor independence and AU sec. 220. A reference to "in the
auditor's professional judgment" could suggest otherwise, however, and therefore could discourage the necessary analysis. Accordingly, the Board has determined not to add the phrase to Rule 3526.

B. Time Period Covered by Rule 3526(a)
In the proposing release, the Board solicited comment on whether the initial
communication in Rule 3526(a) should be limited to relationships that existed
during a particular period, and, if so, how long that period should be. Commenters provided a wide variety of recommendations in this area. Some commenters stated that the initial communication should not be limited to relationships that existed during a particular period. Some of these commenters
noted that establishing a specific period could result in arbitrary exclusion of
certain relationships and recommended that the audit committee and auditor
be responsible for determining the relevant time frame.
Other commenters recommended that the time period be limited to the audit
and professional engagement period because, according to these commenters,
the relevant relationships are those that exist currently or will continue to exist.
One of these commenters stated that requiring communication of relationships
that existed prior to this period would cause an unnecessary burden on the
firm to identify and communicate these matters and on the audit committee
to consider such information, because the firm was not subject to the auditor
independence rules with respect to the audit client before the beginning of the
audit and professional engagement period. One commenter recommended that
the required time period should, at a minimum, be the audit period and that
the rule should require auditors to consider communicating relationships that
existed before that time. Finally, one commenter recommended that the time
period should be no longer than two years prior to the commencement of the
audit period, and two commenters recommended that the proposed rule should
cover a time period of at least three years.
After considering these comments, the Board has determined that the initial
communication required by Rule 3526(a) should not be limited to relationships
12
Additionally, one commenter recommended including the reference to judgment and also referring to the SEC's general standard of auditor independence and the preliminary note to the SEC's
independence rules in the proposed rule or the adopting release. Footnote 9 of this release refers to
the general standard and the preliminary note.
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that existed during a particular time period. While the Board agrees that a
relationship that existed during the audit and professional engagement period
may be more likely to bear on independence than a relationship that ended
substantially before that time, it does not believe that the passage of time
is the only factor relevant to a determination of whether a relationship may
reasonably be thought to bear on independence. The nature of the relationship
must also be considered. For example, if the firm customized and implemented
the company's financial reporting system, that relationship, depending on the
circumstances, might reasonably be thought to bear on independence even if
the engagement to design the system was concluded before the beginning of the
audit and professional engagement period. Determining whether a particular
relationship is covered by Rule 3526(a) will, therefore, depend on the relevant
facts and circumstances.
The Board is making one modification to the rule in response to a comment
recommending that Rule 3526 make clear that the relationships required to be
disclosed are those that may reasonably be thought to bear on independence as
of the date of the communication. Because the relevant relationships are those
that continue to bear on independence at the time of the communication, the
Board has modified the rule by adding the words "as of the date of the communication" where appropriate. This clarification should help firms distinguish
relationships that are covered by the rule from those that are not.
This modification should also clarify that, if a relationship may reasonably be
thought to bear on independence as of the date of the communication, it must
be disclosed regardless of whether it was disclosed in a prior year. Some commenters suggested that auditors should not be required to repeat a previously
made disclosure. The Board believes that an earlier disclosure may reduce the
amount of information that needs to be disclosed, but it does not obviate the
need for disclosure altogether. If the nature of the relationship and the potential
effects of the relationship on independence remain substantially unchanged, a
reference to the earlier disclosure will generally be sufficient when disclosure is
required. Moreover, as discussed above, after some amount of time, the length
of which depends on the nature of the relationship, a relationship may no longer
reasonably be thought to bear on independence and, therefore, would no longer
need to be disclosed.

C. Timing of the Communications
As discussed above, the Board proposed Rule 3526(a) because it believed that
auditors should communicate relevant information about independence before
becoming the issuer's auditor. A few commenters expressed concern that the
proposed rule could cause undue burden on private companies pursuing an
initial public offering if the communication were required before the auditor
accepts an engagement to assist an existing private company client in going
public. According to commenters, a requirement to complete the independence
assessment before the auditor could commence work related to the initial public
offering might disadvantage the audit client by causing delay. One commenter
stated that auditors generally begin work on the initial public offering based
upon an initial review of relationships between the accounting firm and the
company and complete their independence assessment before the company's
registration statement is filed. This commenter suggested that the Board reconsider the required timing of the communications in the context of an initial
public offering.
After considering these comments, the Board has determined that relieving a
firm whose private company audit client is pursuing an initial public offering
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from compliance with Rule 3526 is not necessary or appropriate. As discussed
above, the rule is intended to provide audit committees with the information
they need to effectively oversee the audit engagement. When a private company
undertakes an initial public offering, it must, for the first time, have its financial
statements audited by an auditor that is independent within the meaning of the
rules of the SEC and PCAOB. Among other decisions an audit committee must
make is whether to engage its existing auditor for the initial public offering or
whether to retain a new auditor for that purpose. In this context, the Board
believes that the communication about an existing auditor's independence—
which is relevant to the existing auditor's ability to continue as the company's
auditor through, and after, the initial public offering—should not be delayed
until just before the registration statement is filed. Moreover, the Board believes
that this evaluation will not cause an unnecessary burden because the private
company is already a client of the accounting firm and therefore should already
be aware of most of the relationships that would need to be communicated.
The Board also received comment on the timing of the annual communication requirement that the Board proposed in Rule 3526(b). Like ISB No. 1,
proposed Rule 3526 did not specify when during the year the firm would be
required to make the annual communication.13 One commenter recommended
that the Board specify in Rule 3526(b) when the annual communication should
take place to make sure that these critical discussions do not take place at the
end of the audit engagement. The commenter recommended that the proposed
rule be changed to state that firms should apply Rule 3526 as early in the
audit process as practicable, preferably during the planning stage of the audit.
One commenter recommended that the communication occur before substantial
planning procedures commence, while another recommended that the annual
communication should take place at the time the engagement letter is signed
and then again near the end of the audit. Finally, one commenter recommended
adding a section to Rule 3526 requiring an auditor to update the communications when he or she becomes aware of a covered, previously unknown or new
relationship.
After considering these comments, the Board does not believe it is appropriate to mandate specifically when the Rule 3526(b) annual communication take
place. In most cases, the communications will be more useful if they take place
near the beginning of the audit process. However, by not prescribing the timing
of the communication, Rule 3526(b) will allow the auditor and audit committee
to determine the timing that is most appropriate in the circumstances of the
particular engagement. Similarly, the Board does not believe that it is necessary for the rule to explicitly address how a firm should correct an incomplete
communication.

III. Rule 3523. Tax Services for Persons in Financial
Reporting Oversight Roles
A. Amendment to Rule 3523 to Exclude the Portion of the Audit
Period That Precedes the Professional Engagement Period
Rule 3523, as adopted by the Board, prohibits a registered public accounting
firm, or an affiliate of the firm, from providing tax services during the "audit
and professional engagement period" to a person in, or an immediate family
13
The Board understands that, under ISB No. 1, the communication typically occurs at the end
of the audit when the financial statements are issued.
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member of a person in, a FROR at the audit client. Consistent with the SEC's
independence rules,14 the phrase "audit and professional engagement period"
is defined to include two discrete periods of time. The "audit period" is the
period covered by any financial statements being audited or reviewed.15 The
"professional engagement period" is the period beginning when the firm either
signs the initial engagement letter or begins audit procedures, whichever is
earlier, and ends when either the company or the firm notifies the SEC that the
company is no longer that firm's audit client.16
In circumstances in which a registered firm has been the auditor for an audit
client for more than a year, the "audit period" is a subset of the "professional engagement period." However, when a registered firm accepts a new audit client,
the audit period may cover a period of time before the commencement of the
professional engagement period. In such circumstances, Rule 3523, as adopted,
provides that the firm is not independent of its audit client if the firm, or an
affiliate of the firm, provided tax services to a person covered by Rule 3523
during the audit period but before the beginning of the professional engagement period. This aspect of the rule therefore effectively prevents a firm from
accepting a new audit client if the firm, or an affiliate of the firm, provided tax
services to such a person during the period covered by any financial statements
to be audited or reviewed.
In preparing for implementation of the Board's tax services and independence
rules, the Board decided to revisit the application of Rule 3523 to tax services
provided during the audit period. As discussed above, on April 3, 2007, the
Board issued a concept release to solicit comment about the possible effects
on a firm's independence of providing tax services to a person covered by Rule
3523 during the portion of the audit period that precedes the beginning of the
professional engagement period, and other practical consequences of applying
the restrictions imposed by Rule 3523 to that portion of the audit period. After
careful consideration of comments received in response to the concept release,
the Board, on July 24, 2007, proposed to amend the rule to exclude the portion
of the audit period that precedes the beginning of the professional engagement
period.17
The Board received 13 comments on the proposed amendment to Rule 3523.
Almost all of the commenters supported the Board's recommendation to amend
Rule 3523.18 Many of these commenters reiterated their belief that the firm's
independence would not be affected by the provision of tax services to a person
in a FROR during the portion of the audit period that precedes the beginning of
the professional engagement period. Commenters also reaffirmed their belief

14

17 C.F.R. § 210.2-01(f)(5).
Rule 3501(a)(iii)(1).
16
Rule 3501(a)(iii)(2).
17
See PCAOB Release No. 2007-008, which includes a discussion of the comments the Board
received on the concept release.
18
Only one commenter on the proposed rule objected to the amendment of Rule 3523. This commenter's objection stemmed from the contention that the terms "professional engagement period" and
"a person in a financial reporting role" were not defined. Definitions for "professional engagement
period" and "financial reporting oversight role" are provided under Rules 3501(a)(iii)(2) and 3501(f)(i),
respectively. The same commenter, while not specifically addressing the proposed amendment, also
expressed concern with Rule 3523(a), which provides an exception for tax services to a person who
is in a FROR only because he or she serves as a member of the Board of Directors, and, referring to
the responsibilities of directors, recommended deleting this section in its entirety. This commenter
also recommended that the Board eliminate Rule 3523, which provides an exception, under certain
circumstances, for tax services to a person who is in a FROR only because of the person's relationship
to an affiliate of the entity being audited. The Board does not believe that eliminating these exceptions
is warranted.
15
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that, if Rule 3523 is not amended, it could adversely affect companies' ability
to change auditors by limiting the companies' choice of auditors.
The Board has carefully considered these comments, as well as the comments
on the concept release,19 and determined to adopt the amendment to Rule 3523.
The Board continues to believe that it is not necessary for the rule to restrict the
provision of tax services during the portion of the audit period that precedes the
professional engagement period. Rule 3523 relates to services provided to individuals and not the audit client that issues the financial statements subject
to audit. Additionally, registered firms would remain responsible for considering the relevant facts and circumstances of a specific tax engagement and
determining whether their independence is impaired under the SEC's general
standard of auditor independence.20
One commenter objected to the discussion in the proposing release (and included here in the paragraph above) describing the firm's obligation to consider
whether the firm's independence is impaired under the SEC's general standard
of auditor independence. This commenter stated that the discussion sends a
contradictory message by calling for firms to assess whether their independence is impaired despite the Board's conclusion that restrictions are unnecessary to preserve independence. The Board disagrees. As a result of the Board's
amendment, firms will not be specifically prohibited by Rule 3523 from providing tax services to persons in a FROR during the portion of the audit period
that precedes the professional engagement period. That does not mean, however, that such services are categorically permitted. Rather, as discussed in the
proposing release, the amendment reflects the Board's belief that a more tailored approach, based on facts and circumstances and measured against the
general standard of auditor independence, is preferable to a per se prohibition.
Accordingly, as with any other service or relationship that is not specifically
prohibited by the independence rules, firms must determine whether the service or relationship impairs independence under the SEC's general standard of
auditor independence.

B. Application of Rule 3523 to New Issuers
The Board proposed adding a note to Rule 3523 concerning the application
of Rule 3523 in the context of an initial public offering in light of comments
received on the concept release. The proposed note stated that, in the context
of an initial public offering, the provision of tax services to a person covered by
Rule 3523 before the earlier of the date that a registered firm: (1) signed an
initial engagement letter or other agreement to perform an audit pursuant to
the standards of the PCAOB, or (2) began procedures to do so, does not impair
a firm's independence under Rule 3523. Commenters generally recommended
that the Board adopt the note and encouraged the Board to consider expanding
it to include other corporate life events, noting that corporate life events other
than an initial public offering may also result in the need for an audit client's

19
In response to the concept release, two commenters stated that Rule 3523 should not be
amended to exclude the portion of the audit period that precedes the professional engagement period. These commenters believed that providing tax services to a person in a FROR during the audit
period impairs independence, and suggested that audit firms may plan for a change of auditors sufficiently in advance to avoid or minimize any problems resulting from the application of the rule to the
audit period.
20
17 C.F.R. § 210.2-01(b); see footnote 9.
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financial statements to be audited pursuant to the standards of the PCAOB for
the first time.21
In response to these comments, the Board determined to revise the note to
Rule 3523 to describe events, other than just initial public offerings, pursuant
to which a company's financial statements must be audited in accordance with
the standards of the PCAOB for the first time. Specifically, the Board replaced
the words "[i]n the context of an initial public offering" with "[i]n an engagement for an audit client whose financial statements for the first time will be
required to be audited pursuant to the standards of the PCAOB." This situation may occur when a company decides to conduct an initial public offering of
its securities,22 which would require the company to file, for the first time, a
registration statement under the Securities Act of 1933. Additionally this situation may occur when a foreign private issuer decides to list its securities on
a national securities exchange, which would require the company to register
its securities, for the first time, under the Securities Exchange Act of 1934. In
both cases, the company's audited financial statements would be required, for
the first time, to be audited pursuant to the standards of the PCAOB.23
The Board does not believe it is appropriate to list in the note the various corporate life events identified by commenters, such as mergers or acquisitions,
reverse mergers or other similar transactions. The relevant factor is not the
name given to a transaction or event but whether the transaction or event
triggers the initial requirement for an audit pursuant to the standards of the
PCAOB. For example, the surviving company in a merger or acquisition transaction may be an issuer that is already filing with the SEC financial statements
required to be audited pursuant to the standards of the PCAOB. The Board did
not intend the note to Rule 3523 to describe such a scenario.24 By focusing
on the need for a first-time audit pursuant to the standards of the PCAOB,
the company and its auditors are better able to determine whether a proposed
transaction or corporate life event is described by the note.
One commenter stated that, while it is easy to identify the date on which the
initial engagement letter to perform an audit pursuant to the standards of
the PCAOB is signed, it would be very difficult to apply the second prong of
the note, which requires identification of the date that the auditor began procedures to perform an audit pursuant to the standards of the PCAOB, especially

21
Commenters suggested the following as examples of when an audit client's financial statements
would, for the first time, need to be audited pursuant to the standards of the PCAOB—mergers,
reverse mergers in which a privately-held entity merges with a public company and succeeds to the
public company's reporting obligations under the Securities Exchange Act of 1934, issuance of publicly
traded debt, issuance of partnership or other units, inclusion of a public company's securities in an
employee benefit plan, decision by a foreign private issuer to list its securities in the United States,
and companies that have greater than 500 U.S. shareholders and total assets exceeding $10 million
as of the latest fiscal year-end.
22
The company may offer equity securities, debt securities, limited partnership interests, trust
interests, or another type of securities in the initial public offering.
23
The Board intends the note to Rule 3523 to describe all circumstances in which a company
that was not an "issuer," as defined by the Act, becomes an issuer as a result of a corporate life event
or otherwise. These circumstances include those in which a private company that was once an issuer
becomes an issuer again. As long as the company was not required to have its financial statements
audited pursuant to the standards of the PCAOB, the company and its auditors are better able to
determine whether a proposed transaction or corporate life event is described by the note.
24
Another example is a private operating company becoming a reporting company through a
reverse merger with a reporting shell company. In this scenario, even though the operating company
assumes the reporting obligations of the former shell company, the surviving reporting company is
the former shell company whose financial statements already were required to be audited pursuant
to the standards of the PCAOB. Therefore, the note to Rule 3523 does not describe this situation.
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if the registered firm audited the company's prior years' financial statements.25
Another commenter similarly questioned whether this period begins when the
auditor begins planning for the audit. The Board recognizes that, in certain
circumstances, it may be difficult to identify when a continuing auditor began
procedures pursuant to the standards of the PCAOB. An auditor begins procedures for purposes of Rule 3523 when he or she begins procedures, including
required audit planning procedures, to update its earlier audits to conform them
to the standards of the PCAOB or begins procedures on a new audit pursuant to
those standards. This point in time will depend on the facts and circumstances
of the particular engagement and corporate life event, rather than on any more
specific triggering event that the Board could establish by rule.

C. Transition Periods
Rule 3523 prohibits the provision of tax services to covered persons once the
professional engagement period begins. Some commenters on the concept release recommended that the Board amend Rule 3523 to allow a transition period after a company changes auditors so that the new auditor may complete
any tax services in progress to any persons in FRORs affected by the issuer's
change of auditors.26 Other commenters stated that tax services to persons in
FRORs should, as is currently required, cease before the professional engagement period begins. The Board decided to seek further feedback on this topic
in the proposing release. Specifically, the Board asked commenters to specify
why they believed any transition period was necessary and how long any such
transition period should be.27
The majority of commenters on this topic recommended that the Board provide
for a 180-day transition period to allow an accounting firm to complete covered
tax services once the professional engagement period begins. Most of these
commenters stated that, since the Board has previously determined that a
180-day transition is appropriate when a person is hired or promoted into a
FROR,28 the Board should provide the same transition when an issuer changes
its auditor. The commenters stated that, without a transition period, the person
in a FROR could experience undue hardship because he or she may have to
switch tax preparers in the middle of the personal tax services engagement.
Additionally, some commenters stated that some accounting firms may not be
able to terminate the in-process personal tax services engagements within a
timeframe that would also allow them to submit their proposal for the new
audit engagement. Conversely, some commenters stated that they believed that
the Board should not provide a transition period and that it is appropriate for
the firm to cease the personal tax services before the professional engagement

25
The commenter noted that, when a company undertakes an initial public offering, it is required
to include in the registration statement audited financial statements for its past three completed fiscal
years. These financial statements may have previously been audited pursuant to generally accepted
auditing standards ("GAAS"). The commenter was concerned that if the company does not retain a
new auditor for its initial public offering, there may be a question as to whether the auditor should
consider its audits of the prior years in assessing when it "began procedures" as provided under the
note to Rule 3523. An auditor should not consider work already performed on previously completed
GAAS audits for determining when the auditor "began procedures" because those audits were not
performed pursuant to the standards of the PCAOB.
26
Rule 3523(c) provides a time-limited transition period for an auditor to complete in-progress
tax services to a person that becomes a FROR at the audit client through a hiring, promotion, or other
change in employment event. That transition period is unaffected by this release.
27
See PCAOB Release 2007-008 (July 24, 2007), at 12.
28
See Rule 3523(c).
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period begins or that a transition period should only be available on a case-bycase basis where cessation of services would cause significant hardship.29
After considering these comments, the Board does not believe that a transition
period is necessary when a company changes its auditor and has determined
not to amend Rule 3523 to include one. The Board adopted Rule 3523 because
the provision of tax services to a person in a FROR after the accounting firm is
hired as the auditor creates an unacceptable appearance that the firm lacks independence. While the Board believed a time-limited exception was warranted
to accommodate persons who, through a hiring or promotion event, abruptly
become covered by the rule, it does not believe that such a transition period
is similarly necessary after an auditor change. In the former situation, the
firm already is the issuer's auditor and has no control over whether or when
the person is promoted or otherwise moved into a FROR. In contrast, the firm
controls whether and when it begins a new engagement. The Board therefore
believes that the firm is able to conclude, or transition to another provider, any
tax services to persons in FRORs at a new audit client before beginning the
engagement.30
Some commenters also encouraged the Board to consider providing a transition
period for firms to complete tax services to persons who become covered by Rule
3523 as a result of a corporate life event, such as a merger, acquisition, or initial
public offering. Commenters suggested that such corporate life events present
conceptually similar transition issues to those related to the hiring or promotion
of a person into a FROR and that Rule 3523(c) should therefore be expanded to
accommodate them. Commenters also stated that the absence of transitional
relief may cause unnecessary hardship for persons in FRORs whose tax return
preparation work was well underway at the point of the initial public offering,
merger, or acquisition.31
As discussed above, in the context of an initial public offering, the rule, as
amended, makes clear that tax services provided to a person in a FROR do
not impair independence as long as those tax services are concluded before the
earlier of the date that the firm: (1) signed an initial engagement letter or other
agreement to perform an audit pursuant to the standards of the PCAOB, or
(2) began procedures to do so. Auditors should have sufficient time before that
date to conclude any tax services to persons that would be covered by the rule.
Accordingly, the Board does not believe that the recommended transition period
is necessary in the context of an initial public offering.
The Board also considered whether a transition period is necessary to allow a
firm to conclude tax services to persons who become covered by the rule after a
merger or acquisition. As discussed above, Rule 3523 already provides a transition period for a firm to conclude tax services to a person who was not in a
FROR before a hiring, promotion, or other change in employment event. If a
29
Another commenter stated that Rule 3523 should be effective immediately for issuers with
fiscal years ending on or after December 15, 2007, that all personal tax services in process should be
allowed to continue until the filing of the applicable tax return, and that such services, along with the
related fees, should be disclosed in the issuer's filings with the SEC and documented in the minutes
of meetings of the audit committee.
30
Nothing in Rule 3523 requires a firm to complete or terminate tax services to persons in FRORs
at a potential audit client before submitting a proposal for a new audit engagement. Rather, the
rule requires the accounting firm to complete or terminate those services by the beginning of the
professional engagement period.
31
The commenters further stated that, because persons in FRORs may receive tax services from
a number of accounting firms, the application of the rule to the audit period may unreasonably restrict
a company's ability to either continue or change auditors after a corporate life event. As discussed
above, the Board has amended the rule to exclude the portion of the audit period that precedes the
professional engagement period.
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business combination results in a change of employer for a person in a FROR—
from, for example, the acquired company to the acquiring company—the existing transition period in Rule 3523 would apply.32 For example, if Company A
acquires Company B, a person who was in a FROR at Company B would experience an "other change in employment event" if he or she became an employee
of Company A in a FROR as a result of the acquisition. If such a person had
been receiving tax services from Company A's registered public accounting firm
pursuant to an engagement in process before the acquisition, the time-limited
exception in Rule 3523(c) would apply.33
In the example above, persons in FRORs at Company A would not experience
a change in employment event because they were employed by Company A
both before and after the acquisition, and Rule 3523(c) would, therefore, not
apply. If Company B's auditor became Company A's auditor after the acquisition
(replacing Company A's auditor), Company B's auditor would have to conclude
any tax services to persons in FRORs (and their immediate family members) at
Company A before the start of the professional engagement period. The Board
believes this is appropriate because, as discussed above, the Board does not
believe that a transition period is necessary to allow a newly engaged auditor to
conclude in-progress tax services to persons in FRORs at the new audit client.
Accordingly, the Board has determined not to expand the existing transition
period in Rule 3523(c).

IV. Effective Date and Adjustment of Implementation
Schedule
Rule 3526 establishes new requirements for registered public accounting firms.
The Board believes it is appropriate to allow a reasonable period of time for such
firms to prepare internal policies and procedures and train their employees to
ensure compliance with these new requirements. Accordingly, Rule 3526 will
become effective, and ISB No. 1 and the related interpretations superseded, on
the later of September 30, 2008, or 30 days after the date that the SEC approves
the rule.
The amendment to Rule 3523 would have the effect of making permanent the
Board's delay in implementing the rule as it applies to tax services provided
during the period subject to audit but before the professional engagement period. Accordingly, no transition period is necessary, and the amended rule will
become effective immediately upon approval by the SEC. The Board has also
determined to further adjust the implementation schedule for Rule 3523 to allow sufficient time for the SEC to consider whether to approve the amendment
to Rule 3523.34 Specifically, the Board will not apply Rule 3523 to tax services
provided on or before December 31, 2008, when those services are provided
during the audit period and are completed before the professional engagement
period begins.35 The Board has filed this adjustment to the implementation
schedule with the SEC as an immediately effective proposed rule change. The

32
See also Staff Questions and Answers, Ethics and Independence Rules Concerning Independence, Tax Services and Contingent Fees (April 3, 2007), Question and Answer No. 6, at 4-5.
33
Id.
34
Under the adjustment to the implementation schedule for Rule 3523 that the Board made on
July 24, 2007, the Board will not apply Rule 3523 to tax services provided on or before April 30, 2008,
when those services are provided during the audit period and are completed before the professional
engagement period begins.
35
This will apply regardless of whether there is an engagement in process on April 30, 2008.
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rule change became effective upon its filing with the SEC, thereby extending
to December 31, 2008 the implementation date for this aspect of Rule 3523.
***
On the 22nd day of April, in the year 2008, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
J. Gordon Seymour
Secretary
April 22, 2008

APPENDICES—
1.
2.
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Appendix 1
Amendment to Rule 3523, Tax Services for Persons
in Financial Reporting Oversight Roles
The relevant portion of the Rule, as amended, is set out below. Language deleted
by this amendment is struck through. Language that is added is underlined.
RULES OF THE BOARD
***
SECTION 3. PROFESSIONAL STANDARDS
***
Part 5—Ethics
***
Subpart I—Independence
***

Rule 3523. Tax Services for Persons in Financial Reporting
Oversight Roles
A registered public accounting firm is not independent of its audit client if the
firm, or any affiliate of the firm, during the audit and professional engagement
period provides any tax service to a person in a financial reporting oversight
role at the audit client, or an immediate family member of such person, unless—
a.

the person is in a financial reporting oversight role at the audit
client only because he or she serves as a member of the board of
directors or similar management or governing body of the audit
client;

b.

the person is in a financial reporting oversight role at the audit
client only because of the person's relationship to an affiliate of
the entity being audited—
(1) whose financial statements are not material to the consolidated financial statements of the entity being audited;
or
(2) whose financial statements are audited by an auditor other
than the firm or an associated person of the firm; or

c.

the person was not in a financial reporting oversight role at the
audit client before a hiring, promotion, or other change in employment event and the tax services are—
(1) provided pursuant to an engagement in process before the
hiring, promotion, or other change in employment event;
and
(2) completed on or before 180 days after the hiring or promotion event.
Note: In an engagement for an audit client whose financial
statements for the first time will be required to be audited
pursuant to the standards of the PCAOB, the provision of tax
services to a person covered by Rule 3523 before the earlier of

REL 2008-003

3182

Select PCAOB Releases
the date that the firm: (1) signed an initial engagement letter or
other agreement to perform an audit pursuant to the standards
of the PCAOB, or (2) began procedures to do so, does not impair
a registered public accounting firm's independence under Rule
3523.
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Appendix 2
Ethics and Independence Rule 3526, Communication With
Audit Committees Concerning Independence
RULES OF THE BOARD
***
SECTION 3. PROFESSIONAL STANDARDS
***
Part 5—Ethics
***
Subpart I—Independence
***

Rule 3526. Communication with Audit Committees Concerning
Independence
A registered public accounting firm must—
a. prior to accepting an initial engagement pursuant to the standards of the PCAOB—
(1) describe, in writing, to the audit committee of the issuer,
all relationships between the registered public accounting
firm or any affiliates of the firm and the potential audit
client or persons in financial reporting oversight roles at
the potential audit client that, as of the date of the communication, may reasonably be thought to bear on independence;
(2) discuss with the audit committee of the issuer the potential
effects of the relationships described in subsection (a)(1) on
the independence of the registered public accounting firm,
should it be appointed the issuer's auditor; and
(3) document the substance of its discussion with the audit
committee of the issuer.
b. at least annually with respect to each of its issuer audit clients—
(1) describe, in writing, to the audit committee of the issuer,
all relationships between the registered public accounting
firm or any affiliates of the firm and the audit client or
persons in financial reporting oversight roles at the audit client that, as of the date of the communication, may
reasonably be thought to bear on independence;
(2) discuss with the audit committee of the issuer the potential
effects of the relationships described in subsection (b)(1) on
the independence of the registered public accounting firm;
(3) affirm to the audit committee of the issuer, in writing, that,
as of the date of the communication, the registered public
accounting firm is independent in compliance with Rule
3520; and
(4) document the substance of its discussion with the audit
committee of the issuer.
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Appendix 3
Amendment to PCAOB Interim Independence Standards
Independence Standards Board Standard No. 1, Independence Discussions with
Audit Committees ("ISB Standard No. 1"), ISB Interpretation 00-1, The Applicability of ISB Standard No. 1 When "Secondary Auditors" Are Involved in the
Audit of a Registrant, and ISB Interpretation 00-2, The Applicability of ISB
Standard No. 1 When "Secondary Auditors" Are Involved in the Audit of a Registrant, An Amendment of Interpretation 00-1, are superseded by Rule 3526.
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Rules on Periodic Reporting by Registered
Public Accounting Firms
PCAOB Release No. 2008-004
June 10, 2008
PCAOB Rulemaking
Docket Matter No. 019

Summary
The Public Company Accounting Oversight Board ("Board" or "PCAOB") is
adopting rules to establish a reporting framework for registered public accounting firms. The rules require that each firm report certain information annually. The rules also require special reporting regarding certain specified events
within 30 days of the event. The Board is adopting eight new rules (PCAOB
Rules 2200 through 2207), two new forms (PCAOB Form 2 and PCAOB Form
3), and amendments to five existing rules (PCAOB Rules 1001, 2107, 2300,
4000, and 4003). The rules will take effect 60 days after Securities and Exchange Commission ("Commission") approval pursuant to Section 107 of the
Sarbanes-Oxley Act of 2002.

Board Contacts
Michael Stevenson, Deputy General Counsel (202-207-9054; stevensonm@
pcaobus.org), Sarah Williams, Deputy Director, Division of Registration and
Inspections (202-207-9076; williamss@pcaobus.org), and, for questions relating
to non-U.S. firms, Rhonda Schnare, Director of International Affairs (202-2079167; schnarer@pcaobus.org).
*****
Section 102(d) of the Sarbanes-Oxley Act of 2002 ("the Act") provides that each
registered public accounting firm shall submit an annual report to the Board,
and may also be required to report more frequently to provide information specified by the Board or the Commission. The Board solicited comment on proposed
rules and forms for annual reporting of certain information and event-based
reporting ("special reporting") of certain other information. 1 After considering
all comments submitted on the proposal, the Board is today adopting rules and
forms for annual and special reporting, to take effect 60 days following Commission approval, with the earliest potential reporting deadline for any firm
(including special reporting of certain events that may have occurred since the
firm registered) being 90 days after Commission approval.
Section I of this Release discusses how the Board's adoption of these rules
relates to the ongoing public discussion about the nature of information that

1
See Proposed Rules on Periodic Reporting by Public Accounting Firms, PCAOB Release No.
2006-004 (May 23, 2006) ("Proposing Release") at 2.
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firms should publicly disclose. Section II of this Release discusses the information that the rules require firms to report, as well as issues relating to timing,
amendments, and PCAOB follow-up. Section III discusses public availability of
reported information. Section IV explains how the rules implement the Board's
policy of reasonably accommodating foreign registered firms faced with non-U.S.
legal restrictions. Section V describes when the rules will take effect and the
related timing of initial reporting. Section VI addresses various issues raised
by commenters and that are not otherwise addressed in Sections II through V.
A detailed table of contents is set out below.
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I. The Relationship Between These Rules and Ongoing Public Discussion of
Additional Disclosure Requirements
II. The Substance of the Reporting Requirements
A. Annual Reporting on Form 2
1. Required Information
a. The Firm's Issuer-Related Practice

(i) Fees Billed to Issuer Audit Clients
(ii) Audit Reports
(iii) Substantial Role
b. Internal and External Resources
c. Certain Relationships and Acquisitions

(i) Relationships with Persons or Entities Having
Specified Histories
(ii) Acquisitions
d. Affirmation Related to Consent to Cooperate
e. Signed Certification
2. Timing of Annual Report
B. Special Reporting on Form 3
1. Required Information
a. Excluding a Requirement to Report Clients' Unauthorized
Use of the Firm's Name
b. Withdrawal of an Audit Report
c. Criminal and Other Proceedings
d. New Relationships with Persons or Entities Currently
Subject to Specified Disciplinary Sanctions or Rule 102(e)
Orders
e. Changes in Authorization to Engage in the Business of
Auditing or Accounting
2. Organization of Form 3
3. Timing of Special Reports
4. Initial Form 3 Reporting to Fill Gaps
C. Amendments
D. Follow-Up Pursuant to the Board's Inspection Authority
E. The Effect of Pending Requests to Withdraw from Registration

III. Balancing Legitimate Confidentiality Interests and the Public Interest in
Prompt Availability of Information
IV. Accommodating Non-U.S. Legal Restrictions
A. Materials Supporting the Asserted Conflict
B. Transparency Concerning the Meaning of an Asserted Conflict
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C. Limits on Asserting a Conflict
D. Asserted Legal Conflicts and the Board's Statutory Authority

V. Effective Date of Rules and Timing of First Reports
VI. Discussion of Other Comments
A. Audit Reports
B. Affiliations and Networks
C. New Relationships
D. Administrative and Disciplinary Proceedings
E. Bankruptcy
F. Confidential Treatment
G. Non-U.S. Firms and Rule 2207
H. Reliance on Non-U.S. Reporting Requirements
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I. The Relationship Between These Rules and Ongoing
Public Discussion of Additional Disclosure Requirements
In taking final action with respect to this set of rules, the Board does not mean
to suggest that the information encompassed by these rules is the only information that the Board will require firms to report under Section 102(d) of the
Act. Over time, the Board may identify other useful requirements by, for example, monitoring public discussion of relevant issues or considering disclosure
requirements in other auditor regulatory regimes. To the extent that the Board
identifies additional reporting requirements that are necessary or appropriate
in the public interest or for the protection of investors, the Board may propose
and adopt them at any time.
In particular, the Board is aware of the work of the Department of the Treasury's
Advisory Committee on the Auditing Profession ("Advisory Committee"). 2
Among other things, the Advisory Committee has considered whether the public interest would be served by increased transparency concerning public accounting firms, including through requirements that such firms periodically
disclose certain information that goes beyond that required by the rules the
Board adopts today.
The Advisory Committee has published for public comment a draft report dated
May 5, 2008 3 and an addendum to that draft report issued June 3, 2008. 4
The Advisory Committee's draft recommendations include recommendations
relating to transparency of public accounting firms and include specific recommendations for action by the Board to require certain disclosures by registered
firms. The Board's action today should not be understood to suggest any Board
view on the substance of the Advisory Committee's draft recommendations. The
Board has for some time been working steadily toward final action on its earlier rule proposal and is now ready to implement those elements of a disclosure
framework.
Rather than delay that implementation pending any final Advisory Committee recommendations, the Board is proceeding now for a variety of practical
reasons, including that firms' registration applications are increasingly stale.
Through today's rulemaking, the Board puts into place a mechanism through
which firms can, among other things, comply with the Act's requirement that
they annually update basic elements of the registration information. Waiting
to formulate specific rule proposals based on the eventual Advisory Committee
recommendations, and obtain and evaluate public input on those proposals,
would delay the Board's adoption of any reporting rules until well into 2009.
In addition, the Board's reporting framework will be new to public accounting
firms. The Board sees value in implementing the basic framework now, so that
firms can begin to adjust to this reporting obligation and begin to get familiar
with the Board's web-based reporting system, rather than waiting for the development of additional reporting requirements. The Board's action today will
put in place the basic elements without further delay, and without diminishing
the Board's ability or willingness to consider imposing additional disclosure
requirements.
The Board will continue to monitor the Advisory Committee's process, including
the public comments on the draft report and addendum, and will give careful
2
Information about the Advisory Committee's work is available at www.treas.gov/offices/
domestic-finance/acap. Certain individual Board members have participated as observers in meetings of the Advisory Committee and its three subcommittees.
3
See Federal Register, Vol. 73, No. 95 (May 15, 2008) at 28190.
4
See www.treas.gov/offices/domestic-finance/acap/draft-report-addendum_06-03-2008.pdf.
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consideration to the Advisory Committee's final recommendations. To the extent that implementation of any of those recommendations would involve the
development of new Board rules, the Board will formulate a proposed approach
to those recommendations and provide opportunities for further public input.

II. The Substance of the Reporting Requirements
The reporting requirements serve three fundamental purposes. First, firms
will report information to keep the Board's records current about such basic
matters as the firm's name, location, contact information, and licenses. Second,
firms will report information reflecting the extent and nature of the firm's audit
practice related to issuers in order to facilitate analysis and planning related to
the Board's inspection responsibilities and to inform other Board functions, as
well as for the value the information may have to the public. Third, firms will
report circumstances or events that could merit follow-up through the Board's
inspection process or its enforcement process, and that also may otherwise
warrant being brought to the public's attention (such as a firm's withdrawal
of an audit report in circumstances where the information is not otherwise
publicly available).
The reporting framework includes two types of reporting obligations. First, it
requires each registered firm to provide basic information once a year about
the firm and the firm's issuer-related practice over the most recent 12-month
period. The firm must do so by filing an annual report on Form 2. Second, upon
the occurrence of specified events, a firm must report certain information by
filing a special report on Form 3.
There is no significant overlap between the information required to be reported
annually on Form 2 and the special reporting required on Form 3. The purpose
of Form 2 reporting is principally to provide a profile of the firm at a point in
time, based on its activity related to issuers over the most recent 12-month
period. The purpose of Form 3 reporting is principally to alert the Board to
the occurrence of events that may, depending upon the situation, have more
immediate bearing on how the Board carries out its regulatory responsibilities
regarding the firm. With just two exceptions, special reporting on Form 3 does
not serve to update information reported on Form 2. 5

A. Annual Reporting on Form 2
1. Required Information
Beyond basic threshold information about the identity of the firm and the location of its offices, Form 2 requires information in three categories: the firm's
issuer-related practice, internal and external resources on which the firm draws
in performing audits, and certain new relationships and acquisitions. Form 2
also requires an affirmation related to the firm's statutory obligations to cooperate with the Board.
a. The Firm's Issuer-Related Practice
Required Form 2 reporting includes information about whether the firm issued
any audit reports for issuers (and, if not, whether the firm played a substantial role in any audits of issuers), identifying information concerning all such
5
Among the things required in an annual report on Form 2 are the firm's name and certain
contact information for the firm's Board contact person. Any changes to those two items must be
reported on Form 3. No other information required on Form 2 is subject to updating via Form 3.
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issuers, the number of firm personnel who exercised authority to sign the firm's
name to an audit report, and a breakdown showing the percentage of the firm's
total billings that was attributable to certain categories of services provided
to issuer audit clients. The final rules generally mirror the proposal on these
points, but consideration of comments has prompted the changes and clarifications described below.
(i) Fees Billed to Issuer Audit Clients
Commenters voiced concern about burdens associated with the proposed requirement to report the percentage of total fees billed to all clients that is attributable to fees billed in each of four categories of services provided to issuer
audit clients. Commenters indicated that firms, particularly large firms, may
not be able to comply with the proposed requirement without making costly
changes to their internal systems. The Board has weighed these concerns carefully, bearing in mind that the purposes for which the information is sought do
not depend upon a high level of precision in the data. The Board is adopting a
modified version of the proposed requirement, incorporating some elements of
alternatives suggested by commenters.
Form 2 will allow a firm to select from two methods of calculating the percentages to report. Firms that are reasonably able to report the requested percentages based on data precisely coinciding with the annual reporting period (i.e.,
the data specified by the proposed requirement) may do so. As an alternative,
a firm may, for each category of services, report the percentage derived by (1)
using as a denominator the total fees billed to all clients in the firm's fiscal year
that ended during the annual reporting period and (2) using as a numerator
the total issuer audit client fees as determined by reference to the fee amounts
disclosed to the Commission by those clients for each client's fiscal year that
ended during the reporting period (or, for clients who have not made the required Commission filings, the fee amounts required to be disclosed). Under
either approach, a firm may use any reasonable method to estimate the components and may round the reported percentages to the nearest five percent.
Firms that use estimated data in their calculations should briefly describe their
methodology in an exhibit to Form 2.
Some commenters also expressed concern about what they saw as a disconnect
between the four categories of services used in the proposed form and the four
categories of fees that the Commission requires issuers to report in proxy filings.
The Board reiterates that its definitions of these four categories of services correspond to the Commission's descriptions of services for which an issuer must
disclose the fees paid to its auditor.6 The Board is not adopting commenters'
suggestions to make the Board's labels conform to the Commission's labels (i.e.,
to say "audit-related services" instead of "other accounting services" and to say
"all other services" instead of "non-audit services") because the labels that the
Board uses come from Section 102(b)(2)(B) of the Act and have been used in all
applications for registration on Form 1.7 Commenters also noticed a disconnect
between Item 3.2's focus on fees billed and the reference to "revenues" in Item

6
See Proposing Release at 4, n.3. Compare the descriptions of services in Item 9(e) of Commission Schedule 14A (17 C.F.R. §240.14a-101) under the headings "Audit Fees," "Audit-Related Fees,"
"Tax Fees," and "All Other Fees" with, respectively, the Board's definitions of "Audit Services" (Rule
1001(a)(vii)), "Other Accounting Services" (Rule 1001(o)(i)), "Tax Services" (Rule 1001(t)(i)), and "NonAudit Services" (Rule 1001(n)(ii)). The note to Item 3.2 on Form 2 has been expanded to highlight this
point.
7
The Board is, however, taking this opportunity to delete from the relevant definitions certain
provisions that ceased to apply after December 15, 2003. Specifically, the Board is amending Rules
1001(a)(vii), 1001(o)(i), and 1001(n)(ii) by deleting the paragraph denominated "(1)" from each rule.

REL 2008-004

3192

Select PCAOB Releases

3.2's caption. The Board has changed the caption to refer to fees billed instead
of revenues.
(ii) Audit Reports
Item 4.1 of Form 2 requires information relating to a firm's issuance of audit
reports during the reporting period. As it was proposed, Item 4.1 would have
required, among other things, the total number of firm personnel who exercised
authority to sign the firm's name to an audit report during the reporting period. Commenters suggested various alternatives to requiring that precise number. Bearing in mind that, here too, the purposes for which the information is
sought—principally inspection scoping and planning—do not depend upon precise information, the Board has adopted a slightly modified version of an approach suggested by a commenter. As adopted, Item 4.1.b requires a firm to
indicate from among the following ranges how many individuals exercised the
authority to sign the firm's name to an audit report in the reporting period: 1-9,
10-25, 26-50, 51-100, 101-200, or more than 200. If the firm indicates that the
range is 1-9, the firm must also provide the exact number.
One commenter sought clarification on whether the audit report date being
requested referred to the date of the auditor's report, the report release date
pursuant to PCAOB Auditing Standard No. 3, Audit Documentation, or the
date that the issuer filed the report with the Commission. A note to Item 4.1
now clarifies that the date called for by Item 4.1.a.3 is the date of the audit
report, as described in AU 530, Dating of the Independent Auditor's Report.
A note has also been added to clarify that it is not necessary to provide the
date of any consent to an issuer's use of an audit report previously issued for
that issuer, except that, if such consents constitute the only instances of the firm
issuing audit reports for a particular issuer during the reporting period, the firm
should include that issuer in Item 4.1 and include the dates of such consents in
Item 4.1.a.3.
(iii) Substantial Role
If, during the reporting period, a firm plays a substantial role in the preparation
or furnishing of an audit report that was issued in the reporting period, but the
firm did not issue audit reports required to be reported under Item 4.1, the
firm must report certain information under Item 4.2. As proposed, Item 4.2.a.4
would have required the firm to report the date of each such audit report. One
commenter expressed concern that a firm might not have access to the date
of an audit report issued by another firm. The Board has revised Item 4.2.a.4
to require, instead, the end date of the fiscal period covered by the financial
statements that were the subject of the audit report.
b. Internal and External Resources
Form 2 requires information about internal and external resources on which
the firm draws in performing audits for issuers. As to external resources, Part V
of Form 2 requires the firm to identify and describe any memberships or affiliations in or with any network, alliance, or similar arrangement that affords the
firm access to resources for use in issuer audits, including procedures, manuals,
or personnel. As to internal resources, Part VI of Form 2 requires information
about the total number of the firm's personnel, accountants, and certified public
accountants.
Regarding Part V, commenters sought clarification on various points. Item
5.2.a.3, as proposed, would have required the firm to state whether it has any
"affiliation, whether by contract or otherwise, with another entity through or
from which the firm commonly employs or leases personnel to perform audit
services, or with which the firm otherwise engages in an alternative practice
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structure." Commenters asked for clarification of "commonly" and also suggested that the term "affiliation" could cause confusion since the item does not
appear intended to be limited to relationships commonly viewed as "affiliate"
relationships. The final version of Item 5.2.a.3 avoids the use of "affiliation"
and "commonly" and requires the firm to state whether it has any "arrangement, whether by contract or otherwise, with another entity through or from
which the firm employs or leases personnel to perform audit services." One
commenter also asked the Board to clarify that Item 5.2.a.3 does not encompass a firm's hiring of, or contracting for, support personnel. Item 5.2.a.3, by
its terms, encompasses only arrangements through which the firm employs or
leases "personnel to perform audit services."
Regarding Part VI, commenters expressed concern about Item 6.1.d's requirement to provide information about the number of firm personnel, segregated by
functional level, who provided audit services during the reporting period. Commenters stated that some firms cannot readily track with precision the number
of such individuals. Commenters constructively suggested various alternative
ways to collect a rough surrogate for that number. The Board has concluded,
however, not to adopt any version of Item 6.1.d at this time.
Item 6.1.b requires the firm to report the total number, as of the end of the
reporting period, of the firm's certified public accountants, and requires the firm
to include in that number any firm accountants with "comparable licenses" from
non-U.S. jurisdictions. One commenter asked for clarification of the "comparable
license" concept. The "comparable license" concept is not new, but is employed
in the Form 1 application for registration. Even so, the commenter suggested
clarifying that the requirement refers to accountants that are (1) licensed by the
jurisdiction in which they render services and (2) by virtue of such license, are
certified to perform the functions of a public accountant. The Board confirms
this as the appropriate understanding of the requirement.
c. Certain Relationships and Acquisitions
Form 2 requires that the firm report information about certain potentially significant relationships. Part VII of Form 2 requires the firm to report information about certain types of relationships with individuals and entities who have
specified disciplinary and other histories. Part VIII requires the firm to report
certain information if it acquired another public accounting firm, or took on
at least 75 percent of the individuals who were partners, shareholders, principals, members, or owners of another public accounting firm. After consideration of comments, the Board has made significant changes to both Part VII and
Part VIII.
(i) Relationships with Persons or Entities Having Specified Histories
In Part VII of Form 2, the firm must report information if it stands in certain
relationships to individuals who, or entities that, were the subject of a Board order imposing a disciplinary sanction or a Commission Rule 102(e) order entered
within the five years preceding the end of the reporting period.8 The Board has
made a variety of changes to Part VII, including requiring the firm to specify
the date of the relevant order and whether it was a Board or Commission order.

8
The Form 2 reporting requirement expressly excludes from its scope certain relationships that
must be reported by a special report on Form 3. Those relationships—with individuals or entities
that are currently subject to sanctions or orders that have the effect of prohibiting them from issuing
audit reports, being associated persons of registered firms, or appearing or practicing before the
Commission—must be reported on Form 3 within 30 days of the beginning of the relationship. They
need not be reported again on Form 2.
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The Board has also made an important scope change. As proposed, the Part
VII items would have required a firm to report new relationships commenced
during the reporting period, and the proposal would have required every firm's
first Form 2 filing to report this information not only for the reporting period but
for the entire period back to the cut-off date that the firm used for information
it supplied in its Form 1 application. For hundreds of firms' first Form 2 filings,
that period would be more than five years.
Rather than impose that burden, the Board has restructured the Part VII items
relating to firm personnel or owners to capture only relationships that (1) exist
as of the end of the reporting period, (2) are with individuals or entities whose
relevant disciplinary sanction or Rule 102(e) order was entered within the five
years preceding the end of the reporting period, and (3) have not previously been
reported by the firm on Forms 1, 2, or 3. The Board has also restructured the Part
VII item relating to receipt of consulting or professional services to capture only
relationships that involve services received, or contracted for, in the reporting
period. With these changes, a firm's first Form 2 will still effectively serve to
fill any gap, but the burden will only extend to currently relevant information.
Subsequent Form 2 filings need not report the same information again just
because the relationship continues to exist at the end of the reporting period.
In response to commenters' concerns and suggestions, the Board has also limited the scope of relevant firm personnel to those who provided at least ten
hours of audit services for any issuer during the reporting period. It is important to note, however, how this change intersects with the structural change
described above. Just because an individual does not meet the ten-hour threshold during the reporting period in which the relationship begins does not mean
that the firm need never report the relationship. If there is a later reporting
period in which that person meets the ten-hour threshold, and that reporting
period end is still within five years of the entry of the disciplinary sanction or
Commission order, the firm must report that relationship in its annual report
for that period. The relationship need only be reported one time, however, and
need not be reported again for future reporting periods in which the criteria
are met.
Also in response to comments, the Board has added a scope limitation to Part
VII's approach concerning the firm's receipt of consulting or other professional
services. The Board has narrowed the reporting trigger to encompass only arrangements for services related to the firm's audit practice or related to services
the firm provides to issuer audit clients. The reporting obligation is triggered
for any reporting period that ends less than five years after entry of the disciplinary sanction or Commission order and in which the firm has received or
arranged to receive such services.
Finally, the Board is eliminating one category of reportable relationships that
was included in the proposal. The Board proposed that firms report information
if they entered into a relationship with any individual who, while not having
been sanctioned personally, was a principal of a firm at the time of conduct
for which the firm was later subjected to specified sanctions. After carefully
considering comments, however, the Board is persuaded that any occasional
value this information might have is outweighed by the fact that treating this
information as a risk indicator about either the firm or the individual has the
potential to diminish the professional opportunities of (1) individuals who had
no connection to the misconduct at all, and (2) individuals who had a connection
to alleged misconduct, but who never had an opportunity to defend against
charges because a regulator was satisfied to conclude the matter through a
settlement with the firm. In addition, the Board is sensitive to the unusual
burden that would be placed on firms not only to ascertain this information at
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the time they commence the relationship, but also to continually monitor for it,
since the relevant sanction might not be entered until years after the conduct.
(ii) Acquisitions
In Part VIII of Form 2, the firm must report information if it has acquired another public accounting firm or taken on 75 percent or more of another accounting firm's principals. Commenters suggested the need for some clarification,
and the Board has made changes to clarify two points. First, where the proposal referred only to acquisition of an "accounting firm"—which commenters
correctly noted is not a term defined in the Act or the Board's rules—the final
form now refers to a "public accounting firm," which is defined in both the Act
and the rules. Second, with respect to taking on 75 percent or more of another
firm's principals, the final form includes language clarifying that the reference
is to 75 percent of the persons who were principals of the other firm "as of the
beginning of the reporting period."
As proposed, Part VIII also would have required that a firm's first Form 2 filing
report such acquisitions not only for the reporting period but for the entire
period back to the cut-off date that the firm used for information it supplied
in its Form 1 application. Here too, in recognition that the burden imposed by
that requirement would likely be disproportionate to its value with respect to
firms that have long been registered and been subject to the Board's inspection
process, the Board has eliminated that requirement with respect to all firms
that are registered before the effective date of Rule 2201 (the rule that requires
the filing of annual reports). For firms that become registered after that date,
however, the Board has left in place the requirement that their first Form 2
provide the Part VIII information going back to the Form 1 information cut-off
date.9
d. Affirmation Related to Consent to Cooperate
In addition to requiring the information described above, Form 2 requires an
annual affirmation related to the Act's requirements that the firm consent to
cooperate with the Board and enforce cooperation by the firm's associated persons. Tracking the consent language included in Form 1, Form 2 requires the
firm (1) to affirm its consent to cooperate with Board requests for testimony or
documents, (2) to affirm that it has secured from each of its associated persons
the required consents to cooperate with the Board, and (3) to affirm the firm's
understanding and agreement that its cooperation and compliance, and the securing and enforcing of consents from its associated persons, is a condition of
its continued registration with the Board.
The inclusion of the affirmation in Form 2 should not be understood to suggest
that a firm's original consent, as required by the Act and executed in the firm's
Form 1, expires at any point. Rather, the purpose of the Form 2 affirmation
is to serve as an annual reminder to the firm of both the firm's obligation to
cooperate and its obligation to secure signed consents from new associated
persons. A firm's affirmation of these points is strictly required, subject only
to an accommodation for registered firms that face non-U.S. legal obstacles,
discussed below. Aside from that accommodation, the Board's system will not
accept for filing a Form 2 that does not include the affirmation.
One commenter seemed to misunderstand the proposal and suggested that the
Board make clear that this requirement is an update of the Form 1 consent
9
The Form 1 information cut-off date for such a firm could be either before or after the beginning
of the reporting period for the firm's first Form 2. If it is before the beginning of the reporting period,
the firm's reporting on this point must reach back to that date. If it is after the beginning of the
reporting period, the firm's reporting on this point need only go as far back as that date and need not
go all the way back to the beginning of the reporting period.

REL 2008-004

3196

Select PCAOB Releases

and is required only for new employees since a firm's initial registration. The
Form 2 affirmation does not impose a new substantive requirement but merely
requires the firm to affirm that it remains aware of its continuing obligation to
cooperate and that it has in fact been keeping up with its ongoing obligation to
secure the requisite consents from all of its associated persons.
As discussed generally in Section III below, the reporting framework includes
accommodations for firms faced with potential non-U.S. legal obstacles to their
ability to comply with Form 2 requirements. One such accommodation is reflected in a note to the Form 2 affirmation section. The note explains that the
affirmation shall not be understood to include an affirmation that the firm has
secured consents from associated persons that are unregistered foreign firms
that assert that non-U.S. law prohibits them from providing the consent, as
long as certain requirements concerning that assertion are satisfied.10 Two
commenters expressed concern about the note's provision that the registered
firm (filing the Form 2) must have in its possession documents relating to the
unregistered firm's asserted conflict that would be sufficient to satisfy the requirements of Rule 2207(c)(2)-(4). The commenters expressed concern about
whether that language effectively requires the registered firm (filing the Form
2) to assess the substance of the unregistered non-U.S. firm's conflict assertion. The note requires no such assessment by the registered firm, but only
requires the firm to ascertain that the documents appear, on their face, to be
the documents described in Rule 2207(c)(2)-(4).
e. Signed Certification
To be accepted for filing, a Form 2 must also include a signed certification by
an authorized partner or officer of the firm. In addition to certifying to the
completeness and accuracy of the information in the form, the signer must
certify that the firm filed a special report on Form 3 with respect to each Form 3
event that occurred during the reporting period. If a firm ignored or overlooked
the special reporting requirements for some period of time, the firm would
eventually discover that it needed to become current on its Form 3 obligations,
even if that meant late filing of a Form 3, so that it could truthfully provide the
certification required in order to satisfy the annual reporting requirement.11
The person signing the form is, among other things, representing on behalf of
the firm that the form does not contain any untrue statement of a material
fact or omit to state a material fact necessary to make the statements made,
in light of the circumstances under which such statements were made, not
misleading. The Board's discovery, through inspections or otherwise, that a
firm has provided untrue, misleading, or incomplete information could result
in disciplinary action against the firm for violating the reporting requirements
and, potentially, against an associated person who causes the firm's violation.
It is therefore in a firm's interest to approach its reporting obligation with
care and, where appropriate, to amend a previously filed form, as discussed in
Section II.C below.

10
The point of the note is solely to define the reporting requirement. This facilitates reporting
on all other associated person consents, without miring the affirmation point in the issues raised by
unregistered foreign firms' assertions about non-U.S. restrictions. The narrowed scope of this reporting
requirement, however, does not modify a firm's obligation, under Section 102(b)(3)(A) of the Act, to
secure the required consents, and it is not in any way an exercise of the Board's exemption authority
under Section 106(c) of the Act.
11
Form 2 does not require a firm to certify that it has filed all required Form 3's on a timely basis,
but only that it has filed them. The result is to force a firm to file any overdue Form 3 before the firm
can truthfully provide the certification necessary to file Form 2.
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2. Timing of Annual Report
Rule 2201 sets June 30 as the deadline for the annual filing of Form 2. The
reporting period covered by the report would be April 1 to March 31, leaving
each firm with three months to prepare and file a Form 2 reflecting information
from that 12-month period. Any firm that was registered as of March 31 of a
particular year would be required to file Form 2 by June 30 of that year, but any
firm that became registered in the period between and including April 1 and
June 30 would not be required to file a Form 2 until June 30 of the following
year.
Commenters suggested alternatives, such as tying a firm's reporting deadline
to that firm's fiscal year, to avoid what those commenters saw as unnecessary
burdens on firms. In the Board's view, a single filing deadline for all firms is
more appropriate than varying deadlines tied to individual firms' fiscal years.
The Board has considered the comments about burden and has made changes
that will address those concerns—such as allowing a firm to use its and its
clients' fiscal year data in reporting the fee billing information—without introducing varying reporting periods and deadlines for different firms.12 With the
changes described above, the required Form 2 reporting does not involve any
complexity or burden that makes it unreasonable to require all firms to supply
the information according to the same schedule.

B. Special Reporting on Form 3
1. Required Information
Under the rules, the occurrence of specified events triggers an obligation to
file a special report on Form 3. The reportable events described on Form 3
are not events that routinely occur, and the Board anticipates that most firms
will go through most years without having any of the reportable events occur.
Many firms may never experience a reportable event. Nevertheless, reportable
events will sometimes occur, and the public interest, as well as the ability to
consider whether prompt action is warranted by the Board's inspection staff or
enforcement staff, will be served by contemporaneous reporting of the event.
The events that trigger a reporting requirement under Form 3, as adopted
today, are summarized below.
Form 3 Reporting Triggers

•

The firm has withdrawn an audit report on financial statements,
and the issuer failed to comply with Commission reporting requirements (Item 4.02 of Commission Form 8-K) concerning the
matter.

•

With respect to the 100 issuer audit client threshold that determines the frequency of Board inspections under Rule 4003, the
firm has crossed to a different side of the threshold than the firm
was on in the preceding calendar year.

•

The firm, or a partner, shareholder, principal, owner, member, or
audit manager of the firm (in some cases limited to those who provided at least ten hours of audit services for any issuer during the

12
In addition, the use of a reporting period ending March 31 coincides with the end point of the
period for which the Board's inspection staff will typically request substantial information from larger
firms in connection with their annual inspections in that year. Using that same end point for purposes
of Form 2 may spare a firm from having to prepare, on a single topic (e.g., a list of issuers for which
the firm prepared audit reports and the dates of the reports), a lengthy response for purposes of the
inspection and a different lengthy response for purposes of Form 2.
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firm's current or most recently completed fiscal year), has become
a defendant in certain types of criminal proceedings, or any such
proceeding has been concluded as to the firm or the individual.

•

The firm, or a partner, shareholder, principal, owner, member, or
audit manager of the firm (in some cases limited to those who
provided at least ten hours of audit services for any issuer during the firm's current or most recently completed fiscal year), has
become a defendant or respondent in a government-initiated civil
proceeding, or an administrative or disciplinary proceeding (other
than a Board proceeding), arising out of conduct in the course of
providing professional services, or any such proceeding has been
concluded as to the firm or the individual.

•

The firm, or a parent or subsidiary, has become the subject of a
petition filed in bankruptcy court or certain similar proceedings.

•

The firm has taken on individuals or entities meeting certain criteria regarding disciplinary history, or entered into an arrangement
to receive from such individuals or entities services related to the
firm's audit practice or related to services the firm provides to
issuer audit clients.

•

The firm has obtained or lost authorization to engage in the business of accounting or auditing in a particular jurisdiction, or that
authorization has become subject to conditions or contingencies.

•

Contact information for the firm's Board contact person has
changed.

•

The firm has changed its legal name, while otherwise remaining
the same legal entity that it was before the name change.13

The list of reporting triggers summarized above reflects the Board's decision,
after consideration of comments, to drop some items from the list that was
proposed and to refine the focus of other items. The changes and clarifications
relate to a client's unauthorized use of the firm's name, reportable criminal and
other proceedings, reportable new relationships, and changes in authorization
to engage in the business of auditing.
a. Excluding a Requirement to Report Clients'Unauthorized Use of the Firm's
Name
The Board has excluded from the final requirements one special reporting trigger that was proposed: an issuer's unauthorized use of the firm's name, such as
by making a filing with the Commission that includes an audit report that the
issuer falsely represents as having been issued by the firm.14 In proposing that
item, the Board noted that it might protect investors and serve the public interest by drawing attention to a potential problem relatively quickly. At the same

13
Under the reporting framework, a registered firm's name change should be reported on Form 3
only if the firm remains the same legal entity that it was before the name change. If the name change
is in connection with a more significant change in which the firm, as previously constituted, ceases
to exist—such as a change in the legal form of the firm or a merger resulting in a new legal entity—
the new entity does not automatically succeed to the registration status of the former entity and may
not report the event on Form 3 as a mere name change. The Board has separately proposed, and
continues to consider, rules and a form (Form 4) that would govern whether and how a new firm may
succeed to the registration status of a predecessor.
14
As proposed, a firm would have been required to file a report on Form 3 if "the Firm has become
aware that an issuer has made use of the Firm's name, without the consent of the Firm, in a report,
document, or written communication containing the issuer's financial statements."
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time, the Board noted that this reporting obligation might be viewed as unnecessary in light of a registered firm's existing obligation, under Section 10A(b) of
the Securities Exchange Act of 1934, to follow the steps prescribed there when
the firm becomes aware of an illegal act. The Board particularly encouraged
commenters to address, in light of Section 10A(b), the value of including this
trigger.15
The commenters who addressed the point expressed a view that this reporting requirement would be fundamentally about issuer conduct and, therefore,
is more appropriately left to the Commission in the context of its disclosure
framework and its framework for addressing Section 10A(b) reports from auditors. After consideration of those comments, the Board has decided not to adopt
such a requirement at this time.
b. Withdrawal of an Audit Report
The proposed rules included a requirement that a firm file a special report when
it withdraws an audit report, but also provided an exception to that requirement
if the issuer audit client had already disclosed the relevant information in a
Form 8-K filing with the Commission. The views expressed by commenters on
this point were similar to the views described above with respect to an issuer's
unauthorized use of a firm's name.
The Board is adopting this item as proposed. The point of this item is not to
have the firm draw the Board's attention to potential problems with an issuer's
financial statements. A withdrawn audit report is a risk indicator concerning
the auditor's conduct preceding the withdrawal, not merely a risk indicator concerning the issuer's financial statements. The Board has a regulatory interest in
being aware of that information and possibly following up on that information
for reasons directly related to its oversight of auditors.
Nor is the point of the item to have the firm draw the Board's attention to a
failure by the issuer to file a required Form 8-K. The Board's interest is in the
fact of the withdrawn audit report. In the usual case, the Board can obtain that
information from issuer Form 8-K filings without requiring duplicative filing
by the firm, but the Board cannot do so if the issuer does not file the Form 8-K.
For that reason, the Form 3 requirement is limited to circumstances in which
the information is not otherwise available to the Board through a Form 8-K
filing.
One commenter noted that if an issuer is no longer a client, the firm may not
be in a position to monitor whether that former client has made the Form 8-K
filing. Item 4.02(c) of Form 8-K, however, requires the issuer to provide the firm
with a copy of the disclosures it is making in response to Item 4.02 no later than
the day the issuer files the Form 8-K, and also requires the issuer to request
that the firm furnish to the issuer a letter addressed to the Commission stating
whether the firm agrees with the statements made by the issuer in response
to Item 4.02. The firm should, therefore, generally be in a position to know
whether the issuer has made the filing.
c. Criminal and Other Proceedings
As proposed, Form 3 would have required a firm to file a special report if a partner, shareholder, principal, owner, member, or audit manager of the firm became
a defendant in criminal proceedings involving certain categories of offenses. After consideration of comments, the Board has narrowed this requirement in two
respects. First, the Board has reformulated these Form 3 reporting triggers to
distinguish between proceedings that arise out of conduct in providing audit
15

See Proposing Release at 10-11.
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services or other accounting services for issuers and proceedings that do not
arise out of such conduct. As to the latter category, the reporting obligation will
be triggered only if the relevant individual provided at least ten hours of audit
services for any issuer during the firm's current or most recently completed
fiscal year. Second, the Board has eliminated from the categories of relevant offenses two relatively broadly described categories: crimes arising out of alleged
conduct relating to "dishonesty," and crimes arising out of alleged conduct that,
if proven, "would bear materially on the individual's fitness to provide audit
services to issuers."
Other points raised by commenters may merit some clarification. One commenter expressed uncertainty about whether a firm would need to report the
event if the firm suspended or terminated the individual or prohibited the individual from providing audit services for issuers. The reporting obligation includes no such qualification. The firm's reporting obligation is triggered when
it becomes aware of the proceeding,16 and that obligation is not cut off if the
firm terminates its relationship with the individual.
Some commenters sought clarification about the inclusion of "managers" and
"members" within the scope of relevant individuals. One commenter asked
whether "members" was meant to include employees generally. "Members" is
not meant to include all employees but, rather, is intended as it is often used in
firms' structures and parlance to distinguish those with certain ownership or
governance rights from others. Some commenters noted that "managers" typically are not owners or partners and so questioned whether the Board intended
to include them within the scope of this requirement. The Board is aware of the
distinction and does intend the requirement to encompass manager-level personnel. The Board has, however, referred in the final rules to "audit manager"
rather than merely "manager," to avoid any possible confusion about other sorts
of managers, as the term is more generally used.
Some commenters expressed concern about the information that Form 3 would
require the firm to provide about the proceedings that triggered the reporting
requirement. Commenters suggested that providing descriptions of the proceedings could be burdensome, that the descriptions would be inherently subjective,
and that the descriptions should not be in the public arena while the proceeding
is ongoing. The Board has not made any changes related to this point. Form
3 requires the firm to list the statutes, rules, or legal duties that are alleged
to have been violated, which involves no subjective or qualitative analysis, and
requires a brief description of the alleged conduct, which can be drawn from the
relevant complaint or charging document without creating any implication that
the firm concedes anything about the allegations. If grounds exist, under Rule
2300, for keeping the reported information confidential, the firm may request
confidential treatment.
d. New Relationships with Persons or Entities Currently Subject to Specified
Disciplinary Sanctions or Rule 102(e) Orders
Form 3 requires a firm to file a special report if it enters into certain specified
relationships with individuals or entities that are currently subject to any of
the following: (1) a Board disciplinary sanction suspending or barring an individual from being an associated person of a registered public accounting firm,
(2) a Board order disapproving an entity's application for registration,17 or (3)
16

The "awareness" trigger is discussed separately below.
An entity is considered to be "currently the subject" of a Board order disapproving registration
if either of the following is true: (1) the Board order disapproving registration identified a date after
which the Board would not treat the violations described in the order as a sole basis for possible
disapproval of a new registration application, and that date has not passed, or (2) the Board order
identifies no such date, and the entity has not subsequently become registered with the Board.
17
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a Commission order under Rule 102(e) of the Commission's Rules of Practice
suspending or denying the privilege of appearing or practicing before the Commission. Commenters suggested that the scope of relevant individuals should be
limited to those who provide audit services. Although the Board has made such
a change to the similar Form 2 requirement, such a change is not appropriate
for this Form 3 requirement, which is generally intended to gather information
about new relationships with persons or entities that are effectively restricted
from providing audit services. In this context, the qualification suggested by
commenters would have the effect of either negating the requirement entirely
or transforming it into a requirement for a firm to report that a person or entity
is violating such a restriction in connection with audits performed by the firm.
For similar reasons, the Board has rejected suggestions to narrow the scope
of consulting and professional services received by the firm that trigger this
reporting requirement.
Commenters also expressed concern about the burden associated with identifying the existence of the sanction or 102(e) order. Firms should understand,
however, that to a significant extent that burden effectively exists regardless
of whether the firm has a reporting obligation. Not only does the firm have
an obvious need to know, for its own purposes, of any such limitations on the
person's ability to provide services, but Board Rule 5301(b) provides that "no
registered public accounting firm that knows, or in the exercise of reasonable
care should have known, of the suspension or bar of a person may permit such
person to become or remain associated with it, without the consent of the Board,
pursuant to Rule 5302, or the Commission."18
e. Changes in Authorization to Engage in the Business of Auditing or Accounting
Form 3 requires a firm to file a special report regarding certain changes in its
authorization to engage in the business of auditing or accounting in a particular jurisdiction. After considering comments, the Board has made wording
changes to clarify three points: (1) the requirement is intended only to cover
circumstances that involve a loss of the firm's authorization to engage in the
business of auditing or accounting; (2) the proposed phrase, "made subject to
condition or contingencies," was not intended to encompass conditions or contingencies that are broadly applicable to all firms licensed in the jurisdiction;
and (3) the requirement to report new licenses or certifications, or changes in
existing licenses or certifications, is limited to licenses and certifications that
authorize the firm to engage in the business of auditing or accounting.

2. Organization of Form 3
One aspect of Form 3's organization warrants discussion. Part II of the form
requires the firm to indicate, by checking a box, which triggering event listed
in Part II has occurred and is the reason for the report. For each box checked,
Part II directs the firm to the particular Parts of the report that the firm must
complete to provide the relevant details.
This approach serves two principal purposes. First, it allows a reader of the form
to ascertain quickly, from a glance at Part II, the nature of the event or events
being reported, without having to page through the entire form to see where the
firm has included information. Second, it takes into account that some foreign
registered firms may assert that non-U.S. law prohibits them from providing
18
Rule 5301(b)'s prohibition on allowing such a person to "become or remain associated with" the
firm is not a prohibition against any and all employment or other relationships, but only a prohibition
against allowing the person to be an "associated" person as that term is defined in Section 2(a)(9) of
the Act and Board Rule 1001(p)(i).

REL 2008-004

3202

Select PCAOB Releases

the details that the form requires about a particular event,19 and it provides a
mechanism for at least alerting the Board at a very general level that a certain
type of event has occurred.
To make the firm's responses to Part II as specifically informative as possible,
Part II breaks some of the categories of reportable events into more specific
components. That is, some of the reportable events summarized in a single
bullet point above are broken down in Part II into two or three more specific
triggers in order to provide more focused information, from a simple checkbox
in Part II, about the event being reported.

3. Timing of Special Reports
The proposed rules would have required that special reports on Form 3 be filed
no later than 14 days after the triggering event. Several commenters expressed
concern that 14 days was not sufficient time in which to review and assess an
event and report the required information, and that this was particularly true
for non-U.S. firms that may need to assess possible legal obstacles to reporting
and prepare the materials necessary to comply with Rule 2207. Commenters'
alternative suggestions included 30 days, 45 days, 60 days, and 90 days. The
Board is persuaded that a longer period than 14 days is appropriate and is
adopting a requirement to file special reports within 30 days of the triggering
event.
Commenters also raised questions about when, for certain reportable events,
the "trigger" actually occurs. In particular, several triggering events are described in Form 3 in terms of when the firm has "become aware" that something
has occurred. Commenters asked for clarification of what it means, in this context, to say that the firm has become aware of a matter. The Board has added
a note to the beginning of Part II of Form 3 to specify that the firm is deemed
to have become aware of the relevant facts on the date that any partner, shareholder, principal, owner, or member of the firm first becomes aware of the facts.
The Board believes it is reasonable to expect a firm to have controls designed to
ensure that any such person who becomes aware of relevant facts understands
the firm's reporting obligation and brings the matter to the attention of persons
responsible for compliance with the obligation.

4. Initial Form 3 Reporting to Fill Gaps
In addition to requiring firms to file special reports going forward, Rule 2203
includes requirements designed to eliminate gaps that otherwise would occur
in the information the Board has about a firm. One possible cause of such a
gap is that certain information on a firm's Form 1 application for registration
need not be any more current than as of a date 90 days before the application is
submitted. For firms that become registered after the date that Rule 2203 takes
effect, Rule 2203(a)(2) addresses that gap by requiring that, within 30 days of
becoming registered, the firm must file a Form 3 concerning any reportable
events that occurred between the firm's Form 1 information cut-off date and
the date of registration.
Another possible cause of such a gap is the much more substantial passage
of time that has occurred since the Form 1 information cut-off date used by
firms that are already registered, the vast majority of which registered in 2003
or 2004. The proposed rules included a "catch-up" provision that would have
required those already-registered firms to report all Form 3 events that have

19
The Board's approach to making accommodations for conflicts with non-U.S. law is described
in Section IV below.
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occurred since the firm's Form 1 information cut-off date. For hundreds of firms,
that requirement would have covered all Form 3 events that occurred over a
five-year period.
In view, however, of the passage of time, the obvious burden, and the fact that
registered firms have been subject to the Board's inspection program, the Board
has substantially restructured and narrowed this aspect of the proposal. Rule
2203(a)(3) requires already-registered firms to file a "bring current" special
report on Form 3 only to the extent that certain events have occurred since the
Form 1 information cut-off date and only to the extent that information about
those events has current relevance. General Instruction number 4 to Form 3
specifies the circumstances that trigger a firm's obligation to file such a special
report. For firms that are registered as of the date Rule 2203 takes effect, and
to which any of the circumstances specified in General Instruction number 4
apply, Rule 2203(a)(3) requires the filing of a special report within 30 days of
the effective date of Rule 2203.

C. Amendments
Rule 2205 provides for the filing of amendments to previously filed annual
or special reports if the originally filed report included information that was
incorrect at the time of the filing, or if the originally filed form omitted any
information or affirmation that was, at the time of such filing, required to be
included in that report.20 Rule 2205, as adopted, reflects reassessment of the
amendment concept since the proposal.
As proposed, Rule 2205 would have required a firm to amend its filing within
a fixed time after becoming aware of the error or omission. Commenters raised
concerns about the practical difficulties posed in this context by reliance on
the concept of a firm becoming "aware" of an error or omission. The Board
recognizes those difficulties. Rather than prescribe requirements for firms to
have systems and procedures to surface such errors or omissions and then
report them within a prescribed time, the Board's revised approach relies on
the firm understanding its self-interest. The Board expects annual and special
reports to be complete and accurate, and inaccuracies or omissions could form
the basis for disciplinary sanctions for failing to comply with the reporting
requirements reflected in Rules 2200 and 2203 and the instructions to Forms
2 and 3. Firms should be sufficiently motivated to have procedures to detect
any need for amendments, and to amend filings as soon as possible, in order
to mitigate the possibility of disciplinary sanctions for the inaccurate original
filing.
As revised, Rule 2205 also makes clear that amendments are appropriate only
to correct information that was incorrect at the time of the filing, or to supply
omitted information or affirmations that should have been supplied at the time
of the filing. The amendment process should not be used to update information
reported on a form in the event the information changes. In the event of changes,
the firm should consider whether a new Form 3 reporting obligation has been
triggered or whether the information needs to be reflected in the firm's next
Form 2 filing.

20
When filing an amended form, the firm will be required to file the entire completed form, as
corrected. A section of the form will require the firm to identify the particular item or items with
respect to which the firm has revised its report. The Board's reporting system will facilitate such
filing by giving the firm access to an electronic copy of the previously filed form that the firm wishes
to amend, so that the firm can make the necessary changes without needing to reconstruct the entire
form.
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D. Follow-Up Pursuant to the Board’s Inspection Authority
As information comes to the Board's attention through the reporting process,
it may be appropriate for the Board to follow up with focused inquiries concerning a matter, without in the first instance launching a full inspection or
investigation, in order to determine whether any more formal action or inquiry
is immediately warranted. Accordingly, the Board is adopting an amendment
to its inspection rules that makes clear that the Board may require a firm to
provide additional information.
Specifically, the Board is amending Rule 4000, which provides that registered
firms shall be subject to such regular and special inspections as the Board
chooses to conduct. The amendment adds a paragraph providing that the Board,
in the exercise of its inspection authority, may at any time request that a registered firm provide additional information or documents relating to information
provided on Form 2 or Form 3, or relating to information that has otherwise
come to the Board's attention. The amendment provides that the request and
response are considered to be in connection with the firm's next regular or special inspection. Accordingly, the cooperation requirements of Rule 4006 apply,
and the request and response are subject to the confidentiality restrictions of
Section 105(b)(5) of the Act.
In response to concerns raised by some commenters, the Board confirms that the
information-gathering activity described in the amendment is an exercise of the
Board's inspection authority. It does not provide a basis for the Board to compel
a firm to provide information beyond the scope of information encompassed by
the inspection authority, or for purposes other than assessing compliance by the
firm or its associated persons with the "Act, the rules of the Board, the rules of
the Commission, or professional standards, in connection with its performance
of audits, issuance of audit reports, and related matters involving issuers."21

E. The Effect of Pending Requests to Withdraw from Registration
Existing Rule 2107 governs the process by which a firm may seek to withdraw
from registration with the Board. Under Rule 2107, a firm cannot withdraw at
will, but must request the Board's permission to withdraw, and the Board may
withhold that permission under certain conditions.22
The Board is amending Rule 2107 to change the way it addresses the reporting
obligations of a firm that has filed Form 1-WD seeking leave to withdraw. Existing Rule 2107(c)(2)(i) provides that, beginning on the fifth day after the Board
receives a completed form 1-WD, the firm can satisfy any annual reporting requirement by submitting a report stating that a completed Form 1-WD has been
filed and is pending. Under the amended rule, the firm's reporting obligation,
including both annual and special reporting, would simply be suspended while
Form 1-WD was pending. Because a firm cannot prepare or issue audit reports,
or play a substantial role in the preparation or furnishing of audit reports,
while Form 1-WD is pending, and because the withdrawal process normally
ends with the firm ceasing to be registered, there is no reason to subject the
firm to a reporting burden. If a firm withdraws its Form 1-WD and continues as
a registered firm, however, Rule 2107 would require the filing of any annual or
special reports, and the payment of any annual fee, that otherwise would have
been required while the Form 1-WD was pending.

21
22

Section 104(a) of the Act.
See PCAOB Rule 2107(d)-(e).
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The Board is also eliminating from Rule 2107 the five-day delay between receipt
of a completed Form 1-WD and the effect of that filing on a firm's reporting
obligation. Suspension of that obligation would occur immediately upon the
Board's receipt of the completed Form 1-WD.23

III. Balancing Legitimate Confidentiality Interests and
the Public Interest in Prompt Availability of Information
Annual and special reports will be made public on the Board's Web site promptly
upon being filed by a firm, subject to exceptions for information for which a
firm requests confidential treatment. The Board intends that as much reported
information as possible be publicly available as soon as possible after filing. To
accomplish that goal, the reporting framework relies on two elements.
First, the Board's Web-based reporting system will automatically publish a
Form 2 or a Form 3 to the Board's Web site as soon as the form is filed.24 In
doing so, the system will redact from the published version any information for
which the firm requested confidential treatment.25 Unless and until the request
for confidential treatment is denied, the information will remain redacted, but
processing the request for confidential treatment will not delay publication of
the rest of the form. As a safeguard, the system will, at a final pre-submission
stage, show the firm two separate versions of the completed form—one showing all of the information the firm has entered and the other showing what
the publicly available version of the form will look like, with redactions where
confidential treatment is requested.
Second, consistent with the approach described in the proposal, the forms identify certain categories of information for which a firm simply may not request
confidential treatment. This reflects a determination that for certain categories
of information there is no genuine possibility that the information could include
information that is proprietary or otherwise protected from disclosure by any
applicable law. Precluding the possibility of confidential treatment requests for
those categories will avoid having to delay publication of that information while
the Board processes a baseless request.
The Board does not take lightly the preclusion of confidential treatment requests. Section 102(e) of the Act requires the Board to honor "applicable laws
relating to the confidentiality of proprietary, personal, or other information,"
and also requires that "in all events, the Board shall protect from public disclosure information reasonably identified by the subject accounting firm as proprietary information." Taking into account confidential treatment issues with
which the Board and its staff have become familiar in connection with the registration process, including issues of non-U.S. law, the Board has aimed to err on
23
In connection with that change to Rule 2107, the amendment also eliminates the five-day
delay before certain other consequences take effect. Among other things, the Board is amending Rule
2107(c)(2)(iii) so that the Board would, immediately upon receipt of the completed Form 1-WD, have
the discretion to forego any regular inspection of the firm that otherwise would commence. This change
necessitates a conforming change to Rule 4003(c), and the Board is making that conforming change
as well.
24
A form is treated as "filed" when it is completed in accordance with the form's instructions and
submitted. Satisfaction of the criteria for "filing" will be recognized in the automated system, which
will then direct the form to the Web site for publication. Users of the Web site will be able to go to a
page for a particular firm and find there a chronological list of all filings by the firm, with each item
on the list linking to a complete copy of the filed form.
25
PCAOB Rule 2300(b)-(h) provides a process for confidential treatment requests for information provided on Form 1. The Board is amending Rule 2300 so that it also encompasses confidential
treatment requests on Forms 2 and 3.
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the side of allowing confidential treatment requests with respect to categories
for which there is any genuine possibility that the required information could
include information that is proprietary or is otherwise protected from disclosure
by any applicable law.
Set out below is a summary of the types of reportable information for which a
firm may not request confidential treatment.

•

Information identifying the firm (including any changes in the
firm's name), contact persons, and office locations.

•
•

The period covered by an annual report.

•

For U.S. firms, the percentage of a firm's annual billings attributable to certain broad categories of services provided to issuer
audit clients (non-U.S. firms may request confidential treatment
for this item).

•
•

The identity of a firm's issuer audit clients.

•
•

The identity of any other firm acquired by the firm.

•

The identity of an issuer concerning which the firm has withdrawn
an audit report, and the date of that audit report.26

•

Changes in legal authorization to engage in the business of auditing or accounting.

Very general information about the nature of a firm's practice (e.g.,
whether, during the reporting period, the firm issued any audit
reports for issuers).

Basic information about whether the firm is a member of any network or affiliation related to its audit practice for issuers.
Affirmation of the firm's statutorily required consent to cooperate
with the Board.

The Board encouraged commenters to review the specific corresponding items in
the forms and to comment on whether the proposal overlooked any confidentiality protection provided by law. Although some commenters expressed general
concern about any limitation on the ability to request confidential treatment,
only one of the items in the list set out above generated any specific comment
arguing that confidential treatment should be an option for that item. Commenters noted that, under the local law relevant to some non-U.S. firms, the fee
percentage breakdowns might be considered proprietary. The Board has not attempted to determine whether or where that might be the case, but consistent
with a conservative approach toward limitations on the availability of confidential treatment, the instructions to the Form, as adopted, allow non-U.S. firms—
but not U.S. firms—to request confidential treatment for the fee percentage
data in Item 3.2.
In addition to limiting the categories of information for which a firm may request confidential treatment, the Board is adopting new requirements concerning the support that a firm must supply for a confidential treatment request.27
The amendments require that a firm support a request with both a representation that the information has not otherwise been publicly disclosed and either

26
As discussed above, the proposal requires a firm to report this information only if the issuer
has failed to make a filing on Commission Form 8-K concerning the matter.
27
The amendments to Rule 2300(b)-(c), concerning the required support, also apply prospectively
to confidential treatment requests on Form 1.
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(1) a detailed explanation of the grounds on which the information is considered proprietary, or (2) a detailed explanation of the basis for asserting that the
information is protected by law from public disclosure and a copy of the specific
provision of law.
The amendments also provide that the firm's failure to supply the required
support constitutes sufficient grounds for denial of the request. In some cases,
of course, the appropriateness of the request may be evident on its face, or the
Board may otherwise be aware of a provision of law that protects the information, and the Board will not deny confidential treatment in those circumstances
just because the firm failed to supply support. At the same time, the Board does
not view Section 102(e) of the Act as requiring that the Board independently
research whether certain information is protected from disclosure if the firm
itself does not point to any basis for that protection. Accordingly, a firm's failure
to supply the required support may well, on that basis alone, result in denial
of the request.
In response to questions raised by commenters, however, the Board emphasizes
that this approach to confidential treatment requests does nothing to change a
firm's right to seek review of an initial denial of confidential treatment. Initial
decisions will continue to be made by the Director of Registration and Inspections, pursuant to delegated authority, under Rule 2300(h). A firm may, under
Rule 5468, seek Board review of any denial.
One commenter noted that confidentiality protection might arise from sources
other than statutes and regulation, including common law, judicial orders, and
contractual terms, and that the Board should more broadly define the scope of
documentation that may be presented in support of a confidential treatment
request. Rule 2300(b), however, does not limit the scope of documentation that
a firm may present to support its argument that the rule's criteria for confidentiality are satisfied. The Board also agrees that "applicable law related to the
confidentiality of proprietary, personal, or other information" that may protect
information from public disclosure is not limited to statutes and regulations.
At the same time, however, a contractual agreement between two parties does
not constitute "applicable law" and is unlikely to satisfy the rule's criteria.

IV. Accommodating Non-U.S. Legal Restrictions
In developing its rules, policies, and programs, the Board consistently seeks to
accommodate the legitimate concerns of non-U.S. firms faced with legal restrictions that might limit their ability to provide information to the Board. Early on,
the Board adopted a rule that allowed firms to omit required information from
registration applications if non-U.S. law prohibited the firm from submitting
the information to the Board.28 The Board has also articulated a framework
for cooperation with non-U.S. regulators, the objectives of which include working with those regulators to resolve potential conflict of law problems as they
arise.29 The Board's commitment to that framework is embodied in Board rules
related to inspections and a Board rule related to disciplinary investigations.30
28
See PCAOB Rule 2105; see also Registration System for Public Accounting Firms,
PCAOB Release No. 2003-007 (May 6, 2003), at 13-21 (www.pcaobus.org/Rules/Docket_001/2003-0606_Release_2003-007.pdf).
29
See Oversight of Non-U.S. Public Accounting Firms, PCAOB Release No. 2003-020 (Oct.
28, 2003) (hereafter "Oversight of Non-U.S. Firms"), at 5 (www.pcaobus.org/News_and_Events/News/
2003/10-28.aspx).
30
See PCAOB Rules 4011, 4012, and 5013; see also Final Rules Relating to the Oversight of
Non-U.S. Public Accounting Firms, PCAOB Release No. 2004-005 (June 9, 2004) (www.pcaobus.org/
Rules/Docket_013/2004-06-09_Release_2004-005.pdf).
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In adopting Rule 2207 today, the Board continues its commitment to reasonable
accommodations for non-U.S. firms and reliance on a framework for cooperation.
The core principle underlying Rule 2207's treatment of legal conflicts is the
same as the core principle underlying Rule 2105 in the registration context.
Specifically, so long as a firm has certain materials that support its assertion of
a legal conflict and has made appropriate efforts to obtain waivers or consents
that would overcome the conflict, a report on Form 2 or Form 3 will satisfy the
basic filing requirement even if it omits the information that is the subject of
the conflict.
Although the core principle is the same, the Rule 2207 process differs in some
respects from the Rule 2105 process. As described below, the process differences
are designed to accomplish two goals: (1) minimizing certain burdens relating
to the supporting materials; and (2) making clear to readers of the form whether
the firm is actually withholding information, thereby eliminating the possibility
of an ambiguous general assertion that non-U.S. law limits the firm's ability to
provide information of a particular type.

A. Materials Supporting the Asserted Conflict
Under Rule 2207, when a firm withholds required information from Form 2 or
Form 3, it must have certain supporting materials, including (1) a copy of the
relevant provisions of non-U.S. law, (2) a legal opinion concluding that the firm
would violate non-U.S. law by submitting the information to the Board, and
(3) a written explanation of the firm's efforts to seek consents or waivers that
would be sufficient to overcome the conflict with respect to the information.
These are the same materials that are required to support the withholding of
information from a registration application under Rule 2105.
Unlike in the Rule 2105 process, however, Rule 2207 would not require a firm
routinely to include those supporting materials with the form that the firm files.
Rather, the firm must certify on the form that it has the supporting materials
in its possession. The rule reserves to the Board, and to the Director of the
Division of Registration and Inspections, the discretion to require that a firm
submit any of those supporting materials in a particular case, but the rule does
not include those materials in the basic filing requirement.
In addition, Rule 2207 makes clear that a firm is not required to secure a new
legal opinion specific to each Form 2 or Form 3 that the firm files. Rather, the
supporting materials maintained by the firm need only contain a legal opinion
that the firm has reason to believe is current with respect to the relevant point of
law. The rule does not attempt to specify the ways in which a firm may satisfy
this requirement, and various approaches might be satisfactory. Compliance
does, however, depend upon a firm implementing in good faith some mechanism
for generally being aware of relevant changes in the law, rather than relying
on a particular legal opinion in perpetuity without genuine regard for whether
the law changes.
To address a concern raised by commenters, the Board has revised Rule
2207(c)(4), and added a related note at the end of the rule, to make clear that
the rule does not require a firm to repeat previously futile efforts to obtain
consents and waivers. Specifically, Rule 2207(c)(4) requires the firm to prepare
and maintain a written representation that it has made "reasonable efforts" to
obtain relevant consents and waivers. The note at the end of the rule makes
clear that the "reasonable efforts" element of the rule does not require either
(1) that the firm renew efforts with parties that have previously declined to
provide consents or waivers with respect to similar types of information, or (2)
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that the firm seek consents or waivers from parties other than firm personnel
and firm clients.31
The Board has also made a slight wording change to a formulation that appears
throughout Rule 2207 and the certification parts of Form 2 and Form 3. Instead
of phrasing the point in terms of a firm's assertion that it would violate non-U.S.
law by providing certain information, the rule and forms now speak in terms of
the firm asserting that it "cannot provide such information . . . without violating
non-U.S. law." The subtle difference is meant to encompass more clearly the
situation where the asserted obstacle is not an obstacle to the firm providing
information that it has but, rather, is an obstacle to the firm requiring that an
individual give the firm the information that the form requires.

B. Transparency Concerning the Meaning
of an Asserted Conflict
The Board's experience with legal conflict assertions in the registration context
has informed the design of the Rule 2207 process in two significant respects.
In combination, these elements are intended to allow a reader of a Form 2 or a
Form 3 to discern at a basic level whether a certain condition exists or a certain
event has occurred, while preserving a firm's opportunity to withhold details
that it asserts it cannot lawfully provide.
First, from the Board's experience with Form 1, it appears that in the vast
majority of cases in which a firm would assert a conflict, the firm would not
assert that non-U.S. law prohibits it from providing a general indication of
whether a type of condition exists or a type of event has occurred. Accordingly,
both Form 2 and Form 3 routinely employ formulations that facilitate reporting of the basic foundational point. For example, if a partner in a non-U.S.
firm becomes a defendant in a criminal proceeding involving certain types of
crimes, Item 2.4 of Form 3 provides a place for (and requires) the firm to report that basic fact, even if the firm asserts that it cannot lawfully provide
identifying information or other details required in Part III of the Form. Once
notified of the basic fact, the Board can determine whether the matter warrants
additional follow-up, potentially including with the cooperation of non-U.S.
regulators.
Second, unlike with Form 1, a legal conflict can be asserted on Form 2 or Form
3 only if the firm is actually withholding information that the form requires.
A firm may not indicate a legal conflict on Form 2 or Form 3 as a way of making a general point that non-U.S. law would prohibit the firm from providing
certain information if the firm had any such information. For clarity on this
point, Form 2 and Form 3 will differ from Form 1 with respect to how a legal
conflict is indicated. On Form 2 and Form 3, "LC" checkboxes will not appear
throughout the form.32 Instead, a separate section at the end of each relevant
part of the form instructs the firm that if any portion of its response in that
part is incomplete because of an asserted legal conflict, the firm must, in that
separate section, identify the specific items in that part with respect to which

31
The Board has also added to Rule 2207(c)(4) a provision specifying the time range within which
the written representations required by that paragraph must be signed.
32
On Form 1, the opportunity to indicate a legal conflict appears throughout the form with an
"LC" checkbox next to each item in the form, giving rise to the potential for ambiguity about whether
the firm is actually withholding information or just preserving a legal position.
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the firm actually has withheld, or been precluded from obtaining, responsive
information.33

C. Limits on Asserting a Conflict
The Board believes it is feasible to identify a small number of items on Forms 2
and 3 as to which either (1) it is not realistically foreseeable that any law would
prohibit supplying the information or (2) the Board could not, consistent with
its most basic responsibilities, allow a firm to withhold the information and
remain registered. Accordingly, for the following few items, the forms do not
afford a firm the option of withholding the information on the basis of non-U.S.
law.

•

Basic identifying information about the firm (including any
changes in the firm's name) and a firm contact person.

•
•

The period covered by an annual report.

•

The identity of a firm's issuer audit clients and the dates of audit
reports.

Very general information about the nature of a firm's practice (e.g.,
whether, during the reporting period, the firm issued any audit
reports for issuers).

As with the issue of confidential treatment, the Board does not take lightly
limiting the items for which a legal conflict may be asserted, and the Board
encouraged comment on whether the proposal overlooked any actual or realistically foreseeable non-U.S. legal restriction. One commenter expressed a general
view that there should be no limitations on what information can be withheld
based on a legal conflict, but that same commenter also noted that "most of the
areas the Board identifies [for which a conflict could not be asserted] are not
likely to present problems."34 That commenter did specifically request that the
Board allow for the assertion of a legal conflict for Item 4.1 of Form 2, which
requires the identify of issuer audit clients and dates of audit reports, but the
commenter did not indicate any reason that non-U.S. law might block a firm
from supplying that information, which is necessarily a matter of public record
when the issuer makes the required Commission filing.

D. Asserted Legal Conflicts and the Board’s Statutory Authority
While committed to cooperation and reasonable accommodation in its oversight
of registered non-U.S. firms, the Board has not surrendered any of its statutory
authority ultimately to compel firms to provide information necessary for the
Board to fulfill its investor protection and public interest mandates. For example, while Rule 2105 lets applicants withhold required information without
having the application treated as incomplete, the Board reserves its ultimate
authority to deny registration if questions concerning the withheld information
prevent the Board from finding that approval is consistent with the public interest and the protection of investors.35 Similarly, the Board's commitment to
33
Rule 2207 and the instructions to Forms 2 and 3 make clear that only a foreign registered
public accounting firm may withhold required information on the basis of an asserted legal conflict.
The Board cannot envision a circumstance in which the Board would honor any assertion by a U.S.
firm that non-U.S. law prohibits the firm from providing, on Form 2 or Form 3, information in the
firm's possession.
34
Letter from Swiss Institute of Certified Accountants and Tax Consultants (July 24, 2006) at 5.
35
See Frequently Asked Questions Regarding Issues Relating to Non-U.S. Accounting Firms
(March 11, 2004), at 2 (www.pcaobus.org/Registration/2004-03-11_FAQ.pdf).

REL 2008-004

3211

Rules on Periodic Reporting

working cooperatively with non-U.S. regulators—and carrying out the Board's
mission without creating unnecessary confrontations between legal systems—
does not entail any relinquishing of the Board's ultimate authority to require
information from registered firms if those efforts at cooperation are unavailing
in a particular case.36
Rule 2207 continues in that vein. The rule is an accommodation to concerns of
non-U.S. firms. Paragraph (e), however, provides that the Board may ultimately
require a firm to file an amended Form 2 or Form 3 providing the withheld
information. Although the Board does not foresee invoking paragraph (e) with
any regularity, its inclusion is necessary to preserve the authority that Congress
intended for the Board to have over all registered firms.37
To date, the Board's accommodations and cooperation initiatives have worked
well. The Board is optimistic that this approach will continue to work well and
that reservations of authority such as that in Rule 2207(e) will serve a purpose
that is principally theoretical, and will rarely need to be invoked as practical
tools.

V. Effective Date of Rules and Timing of First Reports
In the Proposing Release, the Board stated that it intended for the reporting requirements to take effect 21 days after Commission approval, with the
"catch-up" Form 3 filings due 14 days later. The Board has considered comments
expressing concern that this is too ambitious a schedule, and the Board is now
taking a different approach. The Board intends that the rules, rule amendments, and Forms 2 and 3 that it is adopting today will take effect on the date
that is 60 days after Commission approval. This will build in more than ample
lead time for firms to become aware of Commission approval of the rules and
to prepare any reports that will be due after the rules take effect.
The first report due after the rules take effect will be the "bring current" special
report on Form 3, which must be filed by any firm to which any of the circumstances described in General Instruction number 4 of Form 3 apply. That report
must be filed no later than 30 days after the rules take effect. This gives firms
90 days between Commission approval and the deadline for any "bring current"
special reports that must be filed.
The normal special reporting framework will also go into effect on the date that
the rules take effect. Any reportable events occurring on or after that date must
be reported on Form 3 within 30 days thereafter.
The first reporting period for which an annual report on Form 2 will be required
is the period from April 1, 2008 to March 31, 2009. Under Rule 2201, the annual
report for that period must be filed by June 30, 2009.

36

See Oversight of Non-U.S. Firms, at 5.
Because of the different context to which Rule 2105 applies, no comparable rule provision
is necessary to preserve the Board's authority there. Rule 2105 accommodates non-U.S. firms by
providing, essentially, that the Board will act on an incomplete application. But that accommodation
provides no guarantee about how the Board will Act. The Board retains the authority to impose the
relevant sanction in that context—i.e., to disapprove the application—if questions concerning the
withheld information prevent the Board from finding that approval would satisfy the Rule 2106(a)
standard. Once a firm is registered, though, the situation is different. The Board can sanction a
registered firm only if the firm violates some provision of certain laws, rules, or standards. Rule
2207(e) preserves the Board's authority to obtain information by preserving the possibility that, in an
appropriate case involving sufficiently important information that is not otherwise forthcoming (e.g.,
through cooperation with non-U.S. regulators), the Board can ultimately put the firm to the choice of
providing the information or being subject to a sanction for violating the Board's rules.
37
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VI. Discussion of Other Comments
A. Audit Reports
Some commenters questioned the need for the Board to require firms to report
information identifying the issuers for which a firm issues audit reports. Commenters noted that this information is already publicly available. One commenter also indicated that the requirement would excessively burden registered firms with large numbers of issuer clients. Another commenter expressed
concern about requiring firms to provide the date of their audit reports because
firms do not "track" these dates, and questioned the Board's need for such information.
Although information about the identity of any single issuer's auditor is readily available, the Board is not aware of any way in which information about a
particular firm's list of clients is similarly available to the public without going
to significant trouble or expense. The commenters provided no persuasive reasoning or information to support the proposition that there is any unreasonable
burden in expecting a firm to be able to generate a list of its audit clients and
the dates of audit reports issued by the firm.

B. Affiliations and Networks
A commenter suggested that Item 5.2.a.2's reference to "joint audits" is unclear because, in some foreign jurisdictions, joint audits are not done through a
network or alliance. That point, however, does not render the item's reference
unclear, it merely means that there may be circumstances in which joint audits
are conducted other than through arrangements described in Item 5.2.a.2, and
which therefore fall outside the scope of the reporting requirement.

C. New Relationships
Some commenters suggested that the requirement to publicly report a new employment or partnership relationship with a previously sanctioned individual
could have the unintended consequence of making a firm reluctant to take on
the individual. Commenters suggested that the Board should therefore consider not requiring such disclosure regarding individuals who are not applying
for senior-level positions, are not being hired to work on issuer audits, or who
were subject to relatively minor sanctions. They also suggested that the proposed disclosure would be duplicative of prior public notice of the sanction,
which one commenter said would be "unfair." That commenter also noted that
broad application of the requirement might dissuade individuals who become
involved in PCAOB or Commission investigations or proceedings from settling
with regulators in light of the potential collateral consequences.
The Board takes seriously the concern about imposing requirements that might
unfairly affect employment and contractual opportunities. As described in Section II above, the Board has eliminated one entire category of reportable relationships that was included in the proposal (relationships with individuals who
were not personally sanctioned but were with another firm at the time of conduct for which the firm was sanctioned), and has also narrowed the remaining
requirements so that the obligation to report is only triggered if the individual provides at least ten hours of audit services for any issuer in the reporting
period. The Board is not persuaded, however, that any further narrowing is
appropriate. As for the concerns expressed by commenters about publication,
the publication of a Form 2 or Form 3 will not involve making public anything
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about the individual, his or her past conduct, or the sanction, that is not already
public. The report would simply alert the Board that that person has joined the
particular firm. The Board also does not share the view that this reporting requirement would create any greater disincentive to settlements than the public
notice disincentives that already exist.

D. Administrative and Disciplinary Proceedings
A commenter suggested that the Board clarify that the references in Form 3
to "administrative or disciplinary proceedings" are to proceedings brought by
governmental agencies, and not by, for example, nonpublic membership organizations. The commenter, however, is mistaken. As is true in Form 1, and as is described in a note to Item 3.1 on Form 3, "Administrative or disciplinary proceeding" does include proceedings brought by professional associations or bodies.

E. Bankruptcy
One commenter expressed concern that the bankruptcy reporting threshold
was too low, in that it would require the reporting of both voluntary and involuntary bankruptcy petitions. The commenter suggested changing the phrase
"has become the subject of a petition filed in a bankruptcy court" to read 'has
become the subject of an order for relief from creditors entered by a bankruptcy
court," in order to focus the disclosure requirement on situations in which the
firm is actually dealing with an insolvency issue rather than simple creditor
disputes. In this context, however, the Board believes it is preferable to err on
the side of a threshold that may be low rather than a threshold that risks being too high. The Board also notes that, in the broker-dealer context, Form BD
requires prompt updating if the broker-dealer is the "subject of a bankruptcy
petition," which is comparable wording to that in the Form 3 requirement.

F. Confidential Treatment
One commenter suggested that the Board consider offering affirmative guidance as to categories for which confidential treatment will ordinarily be granted
(e.g., information relating to pending litigation and disclosures of a firm's relationship with persons or entities that have been subject to Board or Commission
sanction). The Act requires the Board to disclose information that is reported
unless it is protected from disclosure by applicable law or is proprietary. Applicable law is subject to change and the issue of whether particular information
is proprietary is fact-specific. Without ruling out the possibility of some limited
degree of guidance on this point in the future, the Board is not attempting to
provide any such guidance at this time.

G. Non-U.S. Firms and Rule 2207
Commenters suggested, in various ways, that the Board modify the provisions
concerning the affirmation of consent to cooperate with the Board by adding
language such as "to the extent permitted by any applicable law," or otherwise
indicating a willingness to accept "qualified consents" from non-U.S. firms that
believe they face non-U.S. legal obstacles to providing the required unqualified
consents. The Board believes, however, that it is sufficient to allow non-U.S.
firms to withhold the affirmation if they assert that a legal conflict prevents
them from providing it (and they comply with proposed Rule 2207). The Board
has consistently maintained that, although it will seek to work cooperatively
with and through non-U.S. regulators, and although it is willing to accommodate
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a non-U.S. firm's reluctance (rooted in an asserted conflict of law) to provide the
required written consent to cooperate, each firm ultimately has an obligation
to cooperate with the Board to the extent that the Board requires cooperation.
The Board does not view this statutory obligation as limited or qualified by nonU.S. legal restrictions. The Board's acceptance of a qualified consent could lead
a firm to believe, mistakenly, that the Board accepts that the firm's statutory
obligation is qualified.
Separately, some commenters, while acknowledging the Board's indication that
Rule 2207(e) would be a rarely invoked last resort, expressed concern that the
rule allows the Board to put a firm in the position of having to choose between
breaching local law or breaching the Board's rules. These comments amount
to suggestions that the Board should, by rule, forfeit a degree of its statutory
authority under U.S. law to require registered firms to provide information.
The Board declines to do so, but emphasizes its continued commitment to a
cooperative approach and reiterates its hope and expectation that Rule 2207(e)
will be invoked rarely, if ever.
One commenter expressed a view that Rule 2207's requirements, related to
withholding information because of a legal conflict, are substantially more
onerous than the Rule 2105 requirements that apply in the registration context. Although not entirely clear, part of that comment seems focused on Rule
2207(c)(1), which requires a firm to have in its possession a version of the form
that includes the information that the firm would be required to report in the
absence of a legal conflict.
This requirement imposes no greater burden on a non-U.S. firm than on a U.S.
firm that actually reports the information. The opportunity to assert a legal
conflict is an accommodation in light of the possibility that a firm may believe
that it is stuck between competing legal requirements. But a firm should not
assume that its mere assertion of a conflict is the end of the matter, and there is
no reason to provide that a firm need not even have assembled the information,
in the form in which any other firm would have to assemble it, before asserting
that non-U.S. law precludes it from disclosing the particular information it is
withholding.

H. Reliance on Non-U.S. Reporting Requirements
Commenters suggested that the Board establish a rule allowing the Board
to place reliance on information collected and provided by non-U.S. oversight
bodies, in order to reduce administrative work for firms, reduce duplication of
information, and facilitate oversight bodies' understanding of conflicting legal
provisions. Without prejudging anything about possible future carve-outs to
avoid duplication of particular non-U.S. reporting requirements, there does not
appear to the Board to be any reason, at this time, to subject non-U.S. firms to
any different PCAOB reporting requirements than those imposed on U.S. firms.
***
On the 10th day of June, in the year 2008, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
June 10, 2008
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Form 3 Instructions
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Appendix—Rules and Forms Related to Reporting
SECTION 2. REGISTRATION AND REPORTING

Part 2—Reporting
2200. Annual Report
Each registered public accounting firm must file with the Board an annual
report on Form 2 by following the instructions to that form. Unless directed
otherwise by the Board, the registered public accounting firm must file such
annual report and exhibits thereto electronically with the Board through the
Board's Web-based system.
2201. Time for Filing of Annual Report
Each registered public accounting firm must file the annual report on Form 2
no later than June 30 of each year, provided, however, that a registered public
accounting firm that has its application for registration approved by the Board
in the period between and including April 1 and June 30 of any year shall not
be required to file an annual report in that year.
Note: Pursuant to Rule 1002, in any year in which the filing deadline falls on
a Saturday, Sunday, or federal legal holiday, the deadline for filing the annual
report shall be the next day that is not a Saturday, Sunday, or federal legal
holiday.

2202. Annual Fee
Each registered public accounting firm must pay an annual fee to the Board
on or before July 31 of any year in which the firm is required to file an annual
report on Form 2. The Board will, from time to time, announce the current
annual fee. No portion of the annual fee is refundable.
2203. Special Reports
(a)

A registered public accounting firm must file a special report on
Form 3 to report information to the Board as follows—
(1) Upon the occurrence, on or after [insert effective date of
this rule], of any event specified in Form 3, a registered
public accounting firm must report the event in a special
report filed no later than thirty days after the occurrence
of the event;
(2) No later than thirty days after receiving notice of Board approval of its application for registration, a registered public accounting firm that becomes registered after [insert
effective date of this rule] must file a special report to
report any event specified in Form 3 that occurred after the
date used by the firm for purposes of General Instruction
9 to Form 1 and before the date that the Board approved
the firm's registration; and
(3) No later than [insert date thirty days after the effective date of this rule], a registered public accounting
firm that is registered as of [insert effective date of
this rule], must file a special report to report, to the extent applicable to the firm, certain information described
in General Instruction 4 to Form 3 and current as of [insert effective date of this rule].
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A registered public accounting firm required to file a special report
shall do so by filing with the Board a special report on Form 3 in
accordance with the instructions to that form. Unless directed
otherwise by the Board, a registered public accounting firm must
file such special report and exhibits thereto electronically with
the Board through the Board's Web-based system.

2204. Signatures
Each signatory to a report on Form 2 or Form 3 shall manually sign a signature
page or other document authenticating, acknowledging or otherwise adopting
his or her signature that appears in typed form within the electronic submission. Such document shall be executed before or at the time the electronic submission is made and shall be retained by the filer for a period of seven years.
Upon request, an electronic filer shall provide to the Board or its staff a copy of
all documents retained pursuant to this Rule.
2205. Amendments
Amendments to a filed report on Form 2 or Form 3 shall be made by filing an
amended report on Form 2 or Form 3 in accordance with the instructions to
those forms concerning amendments. Amendments shall not be filed to update
information in a report that was correct at the time the report was filed, but
only to correct information that was incorrect at the time the report was filed
or to provide information that was omitted from the report and was required to
be provided at the time the report was filed.
2206. Date of Filing
(a)

(b)

An annual report shall be deemed to be filed on the date on which
the registered public accounting firm submits a Form 2 in accordance with Rule 2200 that includes the signed certification
required in Part X of Form 2.
A special report on Form 3 shall be deemed to be filed on the date
that the registered public accounting firm submits a Form 3 in
accordance with Rule 2203 that includes the signed certification
required in Part VIII of Form 3.

2207. Assertions of Conflicts with Non-U.S. Laws
If, in a report on Form 2 or Form 3, a foreign registered public accounting firm
omits any information or affirmation required by the instructions to the relevant form on the ground that it cannot provide such information or affirmation
on the form filed with the Board without violating non-U.S. law, the foreign
registered public accounting firm shall—
(a)

In accordance with the instructions to the form—
(1) Indicate that it has omitted required information or affirmations on the ground that it cannot provide such information or affirmations on the form filed with the Board
without violating non-U.S. law;
(2) Identify all Items on the form with respect to which it has
withheld any required information or affirmation on that
ground; and
(3) Represent that, with respect to all such omitted information or affirmations, the foreign registered public accounting firm has satisfied the requirements of paragraph (b) of
this Rule and has in its possession the materials required
by paragraph (c) of this Rule;
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(b)

(c)

(d)

(e)
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Before filing the form with the Board, make reasonable, good
faith efforts, where not prohibited by law, to seek any consents
or waivers that would be sufficient to allow it to provide the required information or affirmation on the form filed with the Board
without violating non-U.S. law;
Have in its possession, before the date on which the foreign registered public accounting firm files the form with the Board and
for a period of seven years thereafter—
(1) An electronic version of the form that includes all information required by the instructions to the form (including certification and signature) and a manually signed signature
page or other document that would satisfy the requirement
of Rule 2204 if that version of the form were filed with the
Board;
(2) A copy of the provisions of non-U.S. law that the foreign
registered public accounting firm asserts prohibit it from
providing the required information or affirmations on the
form filed with the Board, and an English translation of
any such provisions that are not in English;
(3) A legal opinion, in English, addressed to the foreign registered public accounting firm and that the foreign registered public accounting firm has reason to believe is current with respect to the relevant point of law, that the firm
cannot provide the omitted information or affirmation on
the form filed with the Board without violating non-U.S.
law;
(4) A written representation, in English, that the Firm has
made reasonable efforts, and a written description of those
efforts, to obtain consents or waivers that would be sufficient to allow it to provide the required information or
affirmation on the form filed with the Board, manually
signed by the same person whose signature appears in the
certification portion of the form, and indicating that the
signer has reviewed the description and that the description is, based on the signer's knowledge, accurate and does
not contain any untrue statements of material fact or omit
to state a material fact necessary to make the statements
made not misleading, and dated—
(i) for Form 2, after the end of the reporting period
and no later than the date of the Form 2 filing;
and
(ii) for Form 3, after the date of the reportable event
and no later than the date of the Form 3 filing;
Not later than the fourteenth day after any request by the Board
or by the Director of the Division of Registration and Inspections
for any of the documents described in subparagraphs (2)–(4) of
paragraph (c) of this Rule, file an amended report on Form 2 or
Form 3 including, as an exhibit to the amended report, the requested documents; and
Not later than the fourteenth day after any request by the Board
for any of the information included in the document described in
subparagraph (1) of paragraph (c) of this Rule, file an amended
report on Form 2 or Form 3 including the requested information.
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Note: Rule 2207(c)(1) does not require that the version of the
form maintained by the firm include any affirmation required
by Part IX of Form 2. If the firm withholds any such affirmation, however, the asserted legal conflict must be addressed in
accordance with subparagraphs (2)–(4) of Rule 2207(c).
Note: Rule 2207(c)(1) does not require a firm to include on the
form maintained by the firm any information (1) that the firm
does not possess, and (2) as to which the firm asserts that the
firm would violate non-U.S. law by requiring another person to
provide the information to the firm. The asserted legal conflict
that prevents the firm from requiring another person to provide
the information to the firm, however, must be addressed in
accordance with subparagraphs (2) - (4) of Rule 2207(c).
Note: The "reasonable efforts" element of Rule 2207(c)(4) does
not require a firm to renew efforts to seek consents or waivers
from parties who have previously declined to provide consents
or waivers with respect to disclosure of similar types of information and does not require a firm to seek consents or waivers
from parties other than firm personnel and firm clients.

Amendments to Rules 1001, 2107, 2300, 4000,
and 4003
SECTION 1. GENERAL PROVISIONS
Rule 1001. Definitions of Terms Employed in Rules. [Amended Rule—
deletions indicated by strike-throughs]
All provisions unchanged except for the following:
(a)(vii) Audit Services
The term "audit services" means—

(1) subject to paragraph (a)(vii)(2) of this Rule, professional
services rendered for the audit of an issuer's annual
financial statements, and (if applicable) for the reviews
of an issuer's financial statements included in the issuer's
quarterly reports.
(2) effective after December 15, 2003, professional services
rendered for the audit of an issuer's annual financial statements, and (if applicable) for the reviews of an issuer's
financial statements included in the issuer's quarterly reports or services that are normally provided by the accountant in connection with statutory and regulatory filings or
engagements for those fiscal years.
(n)(ii) Non-Audit Services
The term "non-audit services" means—

(1) subject to paragraph (n)(ii)(2) of this Rule, services
related to financial information systems design and
implementation as defined in Rule 2-01(c)(4)(ii)
of Regulation S-X, 17 C.F.R. 2-01(c)(4)(ii), and all
other services, other than audit services or other
accounting services.
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(2) effective after December 15, 2003, all other services other
than audit services, other accounting services, and tax services.
(o)(i) Other Accounting Services
The term "other accounting services" means—

(1) subject to paragraph (o)(i)(2) of this Rule, services that
are normally provided by the public accounting firm that
audits the issuer's financial statements in connection
with statutory and regulatory filings or engagements and
assurance and related services that are reasonably related
to the performance of the audit or review of the
issuer's financial statements, other than audit services.
(2) effective after December 15, 2003, assurance and related
services that are reasonably related to the performance
of the audit or review of the issuer's financial statements,
other than audit services.
SECTION 2. REGISTRATION AND REPORTING
Rule 2107. Withdrawal from Registration [Amended Rule—additions to
existing rule indicated by underlining, deletions indicated by strike-throughs]
(a) and (b) unchanged
(c) Effect of Filing

(1) Beginning on the date of Board receipt of a completed Form
1-WD, the firm that filed the Form 1-WD shall not engage
in the preparation or issuance of, or play a substantial role
in the preparation or furnishing of, an audit report, other
than to issue a consent to the use of an audit report for
a prior period, unless it first withdraws its Form 1-WD.
(2) Beginning on the fifth day following the Board's receipt of
a completed Form 1-WD, and continuing for as long as the
Form 1-WD is pending—
(i) the firm may satisfy the annual reporting
requirement by submitting a report stating that
a completed Form 1-WD has been filed and
is pending;
(1) the firm shall not engage in the preparation
or issuance of, or play a substantial role in
the preparation or furnishing of, an audit
report, other than to issue a consent to the use
of an audit report for a prior period;
(2i) the firm's obligation to file annual reports on
Form 2, and special reports on Form 3 shall be
suspended;
(ii) any annual fee assessed shall be zero;
(3iii) the Board shall have the discretion to forego
any regular inspection that would otherwise commence pursuant to Rule 4003(a) or Rule 4003(b);
and
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(4iv) the firm's registration status shall be designated as "registered—withdrawal request pending," and the firm shall not publicly represent
its registration status without specifying it as
"registered—withdrawal request pending."
(d) and (e) unchanged.
(f) Withdrawal of Form 1-WD
A registered public accounting firm that has submitted a Form 1-WD may withdraw the form at any time by filing with the Board a written notice of intent
to withdraw the Form 1-WD along with any annual fee and, annual report,
and special report that the firm would have been required to submit during the
period that the Form 1-WD was pending if not for the provisions of paragraph
(c)(2).
(g) unchanged

****
Rule 2300. Public Availability of Information Submitted to the Board;
Confidential Treatment Requests. [Amended Rule—additions to existing
rule indicated by underlining, deletions indicated by strike-throughs]
(a) Except as provided in paragraph (b) below—

(1) an application for registration will be publicly available
as soon as practicable after the Board approves or disapproves such application; and
(2) all other forms filed pursuant to Part 1 or Part 2 of this
Section of the Rules of the Board, and any amendments
thereto, will be publicly available as soon as practicable
after filing, except to the extent otherwise specified in the
Board's rules or the instructions to the form.
(b) Confidential Treatment Requests.

(1) A public accounting firm may request confidential treatment of any information submitted to the Board in connection with its application for registration on Form 1,
and may request confidential treatment of information on
other forms filed pursuant to Part 1 or Part 2 of this
Section of the Rules of the Board to the extent specified
in the instructions to the form, provided that the information as to which confidential treatment is requested—
(1i) has not otherwise been publicly disclosed, and
(2ii) either (Ai) contains information reasonably identified by the public accounting firm as proprietary
information, or (Bii) is protected from public disclosure by applicable laws related to the confidentiality of proprietary, personal, or other information.
(2) Failure to provide an exhibit that complies with the
requirements of paragraph (c)(2) of this Rule constitutes
sufficient grounds for denial of any request for confidential
treatment.
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(c) Application Procedures.
To request confidential treatment of information for which such requests are
permitted by paragraph (b)(1) of this Rule submitted to the Board in connection
with an application for registration, the applicant requestor must—

(1) identify, in accordance with the instructions on Form 1 to
the form, the information that it desires to keep confidential; and
(2) include as an exhibit to Form 1 a detailed explanation
as to why, based on the facts and circumstances of the
particular case, the information meets the requirements of
paragraph (b) of this Rule. the form a representation that,
to the requestor's knowledge, the information for which
confidential treatment is requested has not otherwise been
publicly disclosed and—
(i) a detailed explanation of the grounds on which
the information is considered proprietary; or
(ii) a detailed explanation of the basis for asserting
that the information is protected by law from
public disclosure and a copy of the specific
provision of law that the requestor claims
protects the information from public disclosure.
(d) and (e) unchanged
(f) Unless the applicant requestor requests otherwise, the exhibit containing
an explanation supporting a confidential treatment request will be afforded
confidential treatment without the need for a request for confidential treatment.
(g) Information as to which the Board grants confidential treatment under this
rRule will not be made available to the public by the Board. The granting of confidential treatment will not, however, limit the ability of the Board (1) to provide
the information as to which confidential treatment was granted to the Commission, or (2) to comply with any subpoena validly issued by a court or other body
of competent jurisdiction. In the event the Board receives such a subpoena,
the Board will notify the applicant public accounting firm of such subpoena, to
the extent permitted by law, to allow the applicant public accounting firm the
opportunity to object to such subpoena.
(h) unchanged

SECTION 4. INSPECTIONS
Rule 4000. General [Amended Rule—additions to existing rule indicated by
underlining]
(a) Every registered public accounting firm shall be subject to all such regular
and special inspections as the Board may from time-to-time conduct in order to
assess the degree of compliance of each registered public accounting firm and
associated persons of that firm with the Act, the Board's rules, the rules of the
Commission, and professional standards, in connection with its performance of
audits, issuance of audit reports, and related matters involving issuers.
(b) In furtherance of the Board's inspection process, the Board may at any
time request that a registered public accounting firm provide to the Board
additional information or documents relating to information provided by the
firm in any report filed pursuant to Section 2 of these Rules, or relating to
information that has otherwise come to the Board's attention. Any request for
information or documents made pursuant to this Rule, and any information or
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documents provided in response to such a request, shall be considered to be in
connection with the next regular or special inspection of the registered public
accounting firm.
(c) Inspection steps and procedures shall be performed by the staff of the Division of Registration and Inspections, and by such other persons as the Board
may authorize to participate in particular inspections or categories of inspections.

****
Rule 4003. Frequency of Inspections [Amended Rule—additions to existing
rule indicated by underlining, deletions indicated by strike-throughs]
(a) and (b) unchanged.
(c) With respect to a registered public accounting firm that has filed a completed
Form 1-WD under Rule 2107, the Board shall have the discretion to forego any
regular inspection that would otherwise commence during the period beginning
on the fifth day following the filing of the date of Board receipt of a completed
Form 1-WD and continuing until the firm's registration is deemed withdrawn
or the firm withdraws the Form 1-WD.
(d) unchanged

Form 2—Annual Report Form
GENERAL INSTRUCTIONS
1.

2.

3.

4.

5.

Submission of this Report. A registered public accounting firm must
use this Form to file with the Board the annual report required by
Section 102(d) of the Act and Rule 2200 and to file any amendments
to an annual report. Unless otherwise directed by the Board, the Firm
must file this Form, and all exhibits to this Form, electronically with
the Board through the Board's Web-based system.
Defined Terms. The definitions in the Board's rules apply to this Form.
Italicized terms in the instructions to this Form are defined in the
Board's rules. In addition, as used in the instructions to this Form, the
term "the Firm" means the registered public accounting firm that is
filing this Form with the Board.
When Report is Considered Filed. Annual reports on this Form are
required to be filed each year on or before June 30, subject to the qualification in Rule 2201 concerning any firm that has its application for
registration approved by the Board in the period between and including April 1 and June 30. An annual report is considered filed when
the Firm has submitted to the Board a Form 2 in accordance with
Rule 2200 that includes the signed certification required in Part X of
Form 2.
Period Covered by this Report. Annual reports on this Form shall cover
a 12-month period from April 1 to March 31, subject to the qualification
in Part VIII of Form 2 relating to the first annual report filed by a firm
that becomes registered after [insert effective date of Rule 2201].
In the instructions to this Form, this is the period referred to as the
"reporting period."
Amendments to this Report. Amendments shall not be filed to update
information in a filed Form 2 that was correct at the time the Form
was filed, but only to correct information that was incorrect at the time
the Form was filed or to provide information that was omitted from
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the Form and was required to be provided at the time the Form was
filed. When filing a Form 2 to amend an earlier filed Form 2, the Firm
must supply not only the corrected or supplemental information, but
must include in the amended Form 2 all information, affirmations, and
certifications that were required to be included in the original Form 2.
The Firm may access the originally filed Form 2 through the Board's
Web-based system and make the appropriate amendments without
needing to re-enter all other information.
Note: The Board will designate an amendment to an annual report as
a report on "Form 2/A."
6.

Rules Governing this Report. In addition to these instructions, the
rules contained in Part 2 of Section 2 of the Board's rules govern this
Form. Please read these rules and the instructions carefully before
completing this Form.

7.

Requests for Confidential Treatment. The Firm may, by marking the
Form in accordance with the instructions provided, request confidential treatment of any information submitted in Part VI, Part VII, or
Exhibit 99.3 of this Form that has not otherwise been publicly disclosed
and that either contains information reasonably identified by the Firm
as proprietary information or that is protected from public disclosure
by applicable laws related to confidentiality of proprietary, personal, or
other information. See Rule 2300. Foreign registered public accounting
firms may also request confidential treatment for Item 3.2 and Exhibit
3.2, though U.S. firms may not do so. If the Firm requests confidential
treatment, it must identify the information in Part VI, Part VII, or
Exhibit 99.3 (or, for a foreign registered public accounting firm, Item
3.2 and Exhibit 3.2) that it desires to keep confidential, and include,
as Exhibit 99.1 to this Form, an exhibit that complies with the requirements of Rule 2300(c)(2). The Board will determine whether to
grant confidential treatment requests on a case-by-case basis. If the
Firm fails to include Exhibit 99.1, or includes an Exhibit 99.1 that fails
to comply with Rule 2300(c)(2), the request for confidential treatment
may be denied solely on the basis of that failure.

8.

Assertions of Conflicts with Non-U.S. Law. If the Firm is a foreign registered public accounting firm, the Firm may, unless otherwise directed
by the Board pursuant to Rule 2207(e), decline to provide certain information and affirmations required by this Form if the Firm could not
provide such information or affirmations without violating non-U.S.
law and the Firm proceeds in accordance with Rule 2207. The Firm
may withhold responsive information and affirmations on that basis
from any Part of the Form other than Parts I, II, and X and Items 3.1.a,
3.1.b, 3.1.d, and 4.1. If the firm withholds responsive information or
affirmations, the Firm must indicate, in accordance with the instructions in the relevant Part of the Form, the particular Items with respect
to which the Firm has withheld responsive information or a required
affirmation. The Firm may not use the Form to make any general assertion that a particular requirement may conflict with non-U.S. law,
but only to indicate that, on the basis of an asserted conflict, the Firm
has in fact withheld from this Form required information or a required
affirmation.

9.

Language. Information submitted as part of this Form, including any
exhibit to this Form, must be in the English language.
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PART I—IDENTITY OF THE FIRM AND CONTACT PERSONS

In Part I, the Firm should provide information that is current as of the
date of the certification in Part X.
Item 1.1 Name of the Firm
a.

State the legal name of the Firm.

b.

If different than its legal name, state the name or names under
which the Firm issues audit reports, or issued any audit report
during the reporting period.

c.

If the Firm's legal name at the beginning of the reporting period
was different than the name provided under Item 1.1.a, state that
legal name and any other legal name the Firm had during the
reporting period. Include the legal name of any registered public
accounting firm that merged into, or was acquired by, the Firm
during the reporting period.

Item 1.2 Contact Information of the Firm
a.

State the physical address (and, if different, mailing address) of
the Firm's headquarters office.

b.

State the telephone number and facsimile number of the Firm's
headquarters office. If available, state the Website address of the
Firm.

Item 1.3 Primary Contact with the Board
State the name, business title, physical business address (and, if different, business mailing address), business telephone number, business facsimile number,
and business e-mail address of a partner or authorized officer of the Firm who
will serve as the Firm's primary contact with the Board, including for purposes
of the annual report filed on this Form and any special reports filed on Form 3.
PART II—GENERAL INFORMATION CONCERNING THIS
REPORT
Item 2.1 Reporting Period
State the reporting period covered by this report.
Note: The reporting period, which the Firm should enter in Item 2.1, is the
period beginning on April 1 of the year before the year in which the annual
report is required to be filed and ending March 31 of the year in which the
annual report is required to be filed. That is the period referred to where this
Form refers to the "reporting period." Note, however, the special instruction at
the beginning of Part VIII concerning the first annual report filed by certain
firms.

Item 2.2 Amendments
If this is an amendment to a report previously filed with the Board—
a.

Indicate, by checking the box corresponding to this item, that this
is an amendment.

b.

Identify the specific Item numbers of this Form (other than this
Item 2.2) as to which the Firm's response has changed from that
provided in the most recent Form 2 or amended Form 2 filed by
the Firm with respect to the reporting period.
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PART III—GENERAL INFORMATION CONCERNING THE FIRM

Item 3.1 The Firm's Practice Related to the Registration Requirement
a. Indicate whether the Firm issued any audit report with respect
to an issuer during the reporting period.
b. In the event of an affirmative response to Item 3.1.a, indicate
whether the issuers with respect to which the Firm issued audit reports during the reporting period were limited to employee
benefit plans that file reports with the Commission on Form 11-K.
c. In the event of a negative response to Item 3.1.a, indicate whether
the Firm played a substantial role in the preparation or furnishing
of an audit report with respect to an issuer during the reporting
period.
d. In the event of a negative response to both Items 3.1.a and 3.1.c,
indicate whether, during the reporting period, the Firm issued
any document with respect to financial statements of a non-issuer
broker-dealer in which the Firm either set forth an opinion on
the financial statements or asserted that no such opinion can be
expressed.
Item 3.2 Fees Billed to Issuer Audit Clients
a. Of the total fees billed by the Firm to all clients for services that
were rendered in the reporting period, state the percentage (which
may be rounded, but no less specifically than to the nearest five
percent) attributable to fees billed to issuer audit clients for—
1. Audit services;
2. Other accounting services;
3. Tax services; and
4. Non-audit services.
b. Indicate, by checking the appropriate box, which of the following
two methods the Firm used to calculate the percentages reported
in Item 3.2.a—
1. The Firm used as a denominator the total fees billed to all
clients for services rendered during the reporting period
and used as numerators (for each of the four categories)
total fees billed to issuer audit clients for the relevant services rendered during the reporting period.
2. The Firm used as a denominator the total fees billed to
all clients in the Firm's fiscal year that ended during the
reporting period and used as numerators (for each of the
four categories) total issuer audit client fees as determined
by reference to the fee amounts disclosed to the Commission by those clients for each client's fiscal year that ended
during the reporting period (including, for clients who have
not made the required Commission filings, the fee amounts
required to be disclosed).
c. If the Firm has used a reasonable method to estimate the components of the calculations described in Item 3.2.b, rather than using the specific data, check this box and attach Exhibit 3.2 briefly
describing the reasons for doing so and the methodology used in
making those estimates.
Note: In responding to Item 3.2, careful attention should be paid to
the definitions of the italicized terms, which are found in Board
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Rules 1001(i)(iii) (issuer), 1001(a)(v) (audit), 1001(a)(vii) (audit
services), 1001(o)(i) (other accounting services), 1001(t)(i) (tax services), and 1001(n)(ii) (non-audit services). The definitions of the
four categories of services correspond to the Commission's descriptions of the services for which an issuer must disclose fees paid
to its auditor. Compare the descriptions of services in Item 9(e)
of Commission Schedule 14A (17 C.F.R. § 240.14a-101) under the
headings "Audit Fees," "Audit-Related Fees," "Tax Fees," and "All
Other Fees" with, respectively, the Board's definitions of Audit
Services, Other Accounting Services, Tax Services, and Non-Audit
Services.
PART IV—AUDIT CLIENTS AND AUDIT REPORTS
Item 4.1 Audit Reports Issued by the Firm
a.

Provide the following information concerning each issuer for
which the Firm issued any audit report(s) during the reporting
period—
1. The issuer's name;
2. The issuer's CIK number, if any; and
3. The date(s) of the audit report(s).

b.

If the Firm identified any issuers in response to Item 4.1.a., indicate, by checking the box corresponding to the appropriate range
set out below, the total number of Firm personnel who exercised
the authority to sign the Firm's name to an audit report during
the reporting period. If the Firm checks the box indicating that
the number is in the range of 1-9, provide the exact number.
1-9
10-25
26-50
51-100
101-200
More than 200
Note: In responding to Item 4.1, careful attention should be paid to
the definition of audit report, which is found in Rule 1001(a)(vi) of the
Board's Rules, and which does not encompass reports prepared for entities that are not issuers, as that term is defined in Rule 1001(i)(iii).
Careful attention should also be paid to the definition of issuer. The
Firm should not, for example, overlook the fact that investment companies may be issuers, or that employee benefit plans that file reports
on Commission Form 11-K are issuers.
Note: In responding to Item 4.1, do not list any issuer more than
once. For each issuer, provide in Item 4.1.a.3 the audit report dates
(as described in AU 530, Dating of the Independent Auditor's Report)
of all such audit reports for that issuer, including each date of any
dual-dated audit report.
Note: In responding to Item 4.1.a.3, it is not necessary to provide the
date of any consent to an issuer's use of an audit report previously
issued for that issuer, except that, if such consents constitute the only
instances of the Firm issuing audit reports for a particular issuer
during the reporting period, the Firm should include that issuer in
Item 4.1 and include the dates of such consents in Item 4.1.a.3.
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Item 4.2 Audit Reports With Respect to Which the Firm Played a Substantial
Role during the Reporting Period
a.

If no issuers are identified in response to Item 4.1.a, but the Firm
played a substantial role in the preparation or furnishing of an
audit report that was issued during the reporting period, provide
the following information concerning each issuer with respect to
which the Firm did so—
1. The issuer's name;
2. The issuer's CIK number, if any;
3. The name of the registered public accounting firm that
issued the audit report(s);
4. The end date(s) of the fiscal period(s) covered by the financial statements that were the subject of the audit report(s);
and
5. A description of the substantial role played by the Firm
with respect to the audit report(s).
Note: If the Firm identifies any issuer in response to Item 4.1, the
Firm need not respond to Item 4.2.
Note: In responding to Item 4.2, do not list any issuer more than
once.

PART V—OFFICES AND AFFILIATIONS
In Part V, the Firm should provide information that is current as of the
last day of the reporting period.
Item 5.1 Firm's Offices
List the physical address and, if different, the mailing address, of each of the
Firm's offices.
Item 5.2 Audit-related Memberships, Affiliations, or Similar Arrangements
a.

b.
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State whether the Firm has any:
1. Membership or affiliation in or with any network, arrangement, alliance, partnership or association that licenses or
authorizes audit procedures or manuals or related materials, or the use of a name in connection with the provision
of audit services or accounting services;
2. Membership or affiliation in or with any network, arrangement, alliance, partnership or association that markets or
sells audit services or through which joint audits are conducted; or
3. Arrangement, whether by contract or otherwise, with another entity through or from which the Firm employs or
leases personnel to perform audit services.
If the Firm provides an affirmative response to Item 5.2.a, identify, by name and address, the entity with which the Firm has
each such relationship, and provide a brief description of each
such relationship.
Note: Item 5.2.b does not require information concerning every
other entity that is part of the network, arrangement, alliance,
partnership or association, but only information concerning the
network, arrangement, alliance, partnership, or association itself,
or the principal entity through which it operates.
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PART VI—PERSONNEL
In Part VI, the Firm should provide information that is current as of
the last day of the reporting period.
Item 6.1 Number of Firm Personnel
Provide the following numerical totals—
a. Total number of the Firm's accountants;
b. Total number of the Firm's certified public accountants (include
in this number all accountants employed by the Firm with comparable licenses from non-U.S. jurisdictions); and
c. Total number of the Firm's personnel.
PART VII—CERTAIN RELATIONSHIPS
Item 7.1 Individuals with Certain Disciplinary or Other Histories
a. Other than a relationship required to be reported in Item 4.1 of
Form 3, and only if the Firm has not previously identified the individual and the sanction or Commission order on Form 1, Form 2,
or Form 3, state whether, as of the end of the reporting period, the
Firm has any employee, partner, shareholder, principal, member,
or owner who was the subject of a Board disciplinary sanction or
a Commission order under Rule 102(e) of the Commission's Rules
of Practice, entered within the five years preceding the end of the
reporting period and without that sanction or order having been
vacated on review or appeal, and who provided at least ten hours
of audit services for any issuer during the reporting period.
b. If the Firm provides an affirmative response to Item 7.1.a,
provide—
1. The name of each such individual;
2. A description of the nature of the relationship;
3. The date that the Firm entered into the relationship; and
4. The date of the relevant order and an indication whether
it was a Board order or a Commission order.
Item 7.2 Entities with Certain Disciplinary or Other Histories
a. Other than a relationship required to be reported in Item 4.2 of
Form 3, and only if the Firm has not previously reported the information on Form 1, Form 2, or Form 3, state whether, as of the end
of the reporting period, the Firm was owned or partly owned by
an entity that was the subject of (a) a Board disciplinary sanction
entered within the five years preceding the end of the reporting period, which has not been vacated on review or appeal, suspending
or revoking that entity's registration or disapproving that entity's
application for registration, or (b) a Commission order under Rule
102(e) of the Commission's Rules of Practice entered within the
five years preceding the end of the reporting period, which has
not been vacated on appeal, suspending or denying the privilege
of appearing or practicing before the Commission.
b. If the Firm provides an affirmative response to Item 7.2.a,
provide—
1. The name of each such entity;
2. A description of the nature of the relationship;
3. The date that the Firm entered into the relationship; and
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4. The date of the relevant order and an indication whether
it was a Board order or a Commission order.

Item 7.3 Certain Arrangements to Receive Consulting or Other Professional
Services
a.

Other than a relationship required to be reported in Item 4.3 of
Form 3, state whether the Firm received, or entered into a contractual or other arrangement to receive, from any individual or
entity meeting the criteria described in Items 7.1.a. or 7.2.a, consulting or other professional services related to the Firm's audit
practice or related to services the Firm provides to issuer audit
clients.

b.

If the Firm provides an affirmative response to Item 7.3.a,
provide—
1. The name of each such individual or entity;
2. A description of the nature of the relationship;
3. The date that the Firm entered into the relationship;
4. A description of the services provided or to be provided to
the Firm by the individual or entity; and
5. The date of the relevant order and an indication whether
it was a Board order or a Commission order.

PART VIII—ACQUISITION OF ANOTHER PUBLIC ACCOUNTING
FIRM OR SUBSTANTIAL PORTIONS OF ANOTHER PUBLIC
ACCOUNTING FIRM’S PERSONNEL
If the Firm became registered on or after [effective date of Rule 2201],
the first annual report that the Firm files must provide this information for the period running from the date used by the Firm for purposes
of General Instruction 9 of Form 1 (regardless of whether that date was
before or after the beginning of the reporting period) through March
31 of the year in which the annual report is required to be filed.
Item 8.1 Acquisition of Another Public Accounting Firm or Substantial Portions
of Another Public Accounting Firm's Personnel
a.

State whether the Firm acquired another public accounting firm.

b.

If the Firm provides an affirmative response to Item 8.1.a, provide the name(s) of the public accounting firm(s) that the Firm
acquired.

c.

State whether the Firm, without acquiring another public accounting firm, took on as employees, partners, shareholders, principals, members, or owners 75% or more of the persons who, as of
the beginning of the reporting period, were the partners, shareholders, principals, members, or owners of another public accounting firm.

d.

If the Firm provides an affirmative response to Item 8.1.c, provide the name of the other public accounting firm and the number
of the other public accounting firm's former partners, shareholders, principals, members, owners, and accountants that joined the
Firm.
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PART IX—AFFIRMATION OF CONSENT
Item 9.1 Affirmation of Understanding of, and Compliance with, Consent Requirements
Whether or not the Firm, in applying for registration with the Board, provided
the signed statement required by Item 8.1 of Form 1, affirm that—
a. The Firm has consented to cooperate in and comply with any
request for testimony or the production of documents made by the
Board in furtherance of its authority and responsibilities under
the Sarbanes-Oxley Act of 2002;
b. The Firm has secured from each of its associated persons, and
agrees to enforce as a condition of each such person's continued
employment by or other association with the Firm, a consent indicating that the associated person consents to cooperate in and
comply with any request for testimony or the production of documents made by the Board in furtherance of its authority under
the Sarbanes-Oxley Act of 2002, and that the associated person
understands and agrees that such consent is a condition of his or
her continued employment by or other association with the Firm;
and
c. The Firm understands and agrees that cooperation and compliance, as described in Item 9.1.a, and the securing and enforcing
of consents from its associated persons as described in Item 9.1.b,
is a condition to the continuing effectiveness of the registration of
the Firm with the Board.
Note 1: The affirmation in Item 9.1.b shall not be understood to
include an affirmation that the Firm has secured such consents
from any associated person that is a registered public accounting
firm.
Note 2: The affirmation in Item 9.1.b shall not be understood to
include an affirmation that the Firm has secured such consents
from any associated person that is a foreign public accounting firm
in circumstances where that associated person asserts that nonU.S. law prohibits it from providing the consent, so long as the
Firm possesses in its files documents relating to the associated
person's assertion about non-U.S. law that would be sufficient to
satisfy the requirements of subparagraphs (2) through (4) of Rule
2207(c) if that associated person were a registered public accounting firm filing a Form 2 and withholding this affirmation. This
exception to the affirmation in Item 9.1.b does not relieve the
Firm of its obligation to enforce cooperation and compliance with
Board demands by any such associated person as a condition of
continued association with the Firm.
Note 3: If the Firm is a foreign registered public accounting firm,
the affirmations in Item 9.1 that relate to associated persons shall
be understood to encompass every accountant who is a proprietor,
partner, principal, shareholder, officer, or audit manager of the
Firm and who provided at least ten hours of audit services for any
issuer during the reporting period.
PART X—CERTIFICATION OF THE FIRM
Item 10.1 Signature of Partner or Authorized Officer
This Form must be signed on behalf of the Firm by an authorized partner or
officer of the Firm including, in accordance with Rule 2204, both a signature that
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appears in typed form within the electronic submission and a corresponding
manual signature retained by the Firm. The signer must certify that—
a.

the signer is authorized to sign this Form on behalf of the Firm;

b.

the signer has reviewed this Form;

c.

based on the signer's knowledge, the Firm has filed a special report on Form 3 with respect to each event that occurred before
the end of the reporting period and for which a special report on
Form 3 is required under the Board's rules;

d.

based on the signer's knowledge, this Form does not contain any
untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading;
and

e.

either—
1. based on the signer's knowledge, the Firm has not failed to
include in this Form any information or affirmation that
is required by the instructions to this Form, or
2. based on the signer's knowledge—
(A) the Firm is a foreign registered public accounting
firm and has not failed to include in this Form any
information or affirmation that is required by the
instructions to this Form except for information or
affirmations that the Firm asserts it cannot provide to the Board on this Form 2 without violating
non-U.S. law;
(B) with respect to any such withheld information or
affirmation, the Firm has satisfied the requirements of PCAOB Rule 2207(b) and has in its possession the materials required by PCAOB Rule
2207(c); and
(C) the Firm has indicated, in accordance with the
instructions to this Form, each Item of this Form
with respect to which the Firm has withheld any
required information or affirmation.

The signature must be accompanied by the signer's title, the capacity in which
the signer signed the Form, the date of signature, and the signer's business
mailing address, business telephone number, business facsimile number, and
business e-mail address.
PART XI—EXHIBITS
To the extent applicable under the foregoing instructions or the Board's rules,
each annual report must be accompanied by the following exhibits:
Exhibit 3.2

Description of Methodology Used to Estimate Components of Calculation in Item 3.2 and Reasons for Using Estimates

Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.3 Materials Required by Rule 2207(c)(2)–(4)—Submit Only as an
Exhibit to an Amended Form 2 in Response to a Request Made
Pursuant to Rule 2207(d)
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Form 3—Special Report Form
GENERAL INSTRUCTIONS
1.

2.

3.

4.

Submission of this Report. Effective [insert effective date of Rule
2203], a registered public accounting firm must use this Form to file
special reports with the Board pursuant to Section 102(d) of the Act
and Rule 2203 and to file any amendments to a special report. Unless
otherwise directed by the Board, the Firm must file this Form, and
all exhibits to this Form, electronically with the Board through the
Board's Web-based system.
Defined Terms. The definitions in the Board's rules apply to this Form.
Italicized terms in the instructions to this Form are defined in the
Board's rules. In addition, as used in the instructions to this Form, the
term "the Firm" means the registered public accounting firm that is
filing this Form with the Board.
When this Report is Required and When It is Considered Filed. Upon
the occurrence of any event specified in Part II of this Form, the Firm
must report the event on this Form by following the instructions to
this Form. With respect to events that occur on or after [insert effective date of Rule 2203] and while the Firm is registered, the Firm
must file the Form no later than thirty days after the occurrence of
the event reported. Certain additional requirements apply, but they
vary depending on whether a firm was registered as of [insert effective date of Rule 2203]. A firm that becomes registered after [insert
effective date of Rule 2203], must, within thirty days of receiving
notice of Board approval of its registration application, file this Form to
report any reportable events that occurred in a specified period before
approval of the firm's application for registration. See Rule 2203(a)(2).
A firm that was registered as of [insert effective date of Rule 2203],
must, by [insert date 30 days after effective date of Rule 2203],
file this Form to report certain additional information that is current
as of [insert effective date of Rule 2203]. See Rule 2203(a)(3) and
General Instruction No. 4 below. A special report shall be deemed to
be filed on the date that the Firm submits a Form 3 in accordance with
Rule 2203 that includes the signed certification required in Part VIII
of Form 3.
Required Filing to Bring Current Certain Information for Firms
Registered as of [insert effective date of Rule 2203]. If the Firm
is registered as of [insert effective date of Rule 2203], the Firm
must file a special report on this Form no later than [insert date
30 days after effective date of Rule 2203], to report the information specified below, to the extent that it has not been reported on the
Firm's Form 1 filing. The Firm must make this Form 3 filing to report
the following information even if the Firm has previously informally
disclosed the information to the Board or its staff—
a. Information responsive to Items 2.4 through 2.9 and Item 4.1
if (1) the proceeding is pending as of [insert effective date of
Rule 2203], and (2) the defendants or respondents as of that date
include either the Firm or a person who is a partner, shareholder,
principal, owner, member, or audit manager of the Firm as of that
date;
b. Information responsive to Items 2.10 and 4.2 if (1) the conclusion
of a proceeding as to any party specified there occurred after the
date used by the firm for purposes of General Instruction 9 to
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5.

6.

7.

8.

Form 1 and before [insert effective date of Rule 2203], and (2)
the proceeding resulted in any conviction of, judgment against,
imposition of any liability or sanction on, or Commission Rule
102(e) order against the Firm or any person who is a partner,
shareholder, principal, owner, member, or audit manager of the
Firm as of [insert effective date of Rule 2203];
c. Information responsive to Items 2.11 and 4.3 if the Firm is the
subject of a petition or proceeding described there as of [insert
effective date of Rule 2203];
d. Information responsive to Items 2.12 through 2.14 and Part V if
(1) the relationship commenced after the date used by the firm for
purposes of General Instruction 9 to Form 1, (2) the specified disciplinary sanction or Commission Rule 102(e) order continued to be
in effect as of [insert effective date of Rule 2203], and (3) the
specified relationship continues to exist as of [insert effective
date of Rule 2203];
e. Information responsive to Items 2.15 and 6.1 if (1) the loss of authorization relates to a jurisdiction or authority identified in Item
1.7 of the Firm's Form 1 and, (2) as of [insert effective date of
Rule 2203], the Firm continues to lack the specified authorization in that jurisdiction;
f. Information responsive to Items 2.16 and 6.2 if the license or certification is in effect as of [insert effective date of Rule 2203];
and
g. Information responsive to Items 2.17 and 2.18 and Part VII that is
current as of [insert effective date of Rule 2203] to the extent
that it differs from the corresponding information provided on the
Firm's Form 1.
Completing the Form. A firm filing this Form must always complete
Parts I, II, and VIII of this Form. Parts III through VII should be
completed to the extent applicable, as described more fully in the instructions to Part II of the Form.
Amendments to this Report. Amendments shall not be filed to update
information in a filed Form 3 that was correct at the time the Form
was filed, but only to correct information that was incorrect at the time
the Form was filed or to provide information that was omitted from
the Form and was required to be provided at the time the Form was
filed. When filing a Form 3 to amend an earlier filed Form 3, the Firm
must supply not only the corrected or supplemental information, but
must include in the amended Form 3 all information, affirmations, and
certifications that were required to be included in the original Form 3.
The Firm may access the originally filed Form 3 through the Board's
Web-based system and make the appropriate amendments without
needing to re-enter all other information.
Note: The Board will designate an amendment to a special report as a
report on "Form 3/A."
Rules Governing this Report. In addition to these instructions, the
rules contained in Part 2 of Section 2 of the Board's rules govern this
Form. Please read these rules and the instructions carefully before
completing this Form.
Requests for Confidential Treatment. The Firm may, by marking the
Form in accordance with the instructions provided, request confidential treatment of any information submitted in Item 3.1.c, Part IV,
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Part V, Item 6.1.d, Item 7.1.d, or Exhibit 99.3 of this Form that has
not otherwise been publicly disclosed and that either contains information reasonably identified by the Firm as proprietary information
or that is protected from public disclosure by applicable laws related to
confidentiality of proprietary, personal, or other information. See Rule
2300. If the Firm requests confidential treatment, it must identify the
information in Item 3.1.c, Part IV, Part V, Item 6.1.d, Item 7.1.d, or
Exhibit 99.3 that it desires to keep confidential, and include, as Exhibit 99.1 to this Form, an exhibit that complies with the requirements
of Rule 2300(c)(2). The Board will determine whether to grant confidential treatment requests on a case-by-case basis. If the Firm fails to
include Exhibit 99.1, or includes an Exhibit 99.1 that fails to comply
with Rule 2300(c)(2), the request for confidential treatment may be
denied solely on the basis of that failure.
Assertions of Conflicts with Non-U.S. Law. If the Firm is a foreign registered public accounting firm, the Firm may, unless otherwise directed
by the Board pursuant to Rule 2207(e), decline to provide certain information required by this Form if the Firm could not provide such
information without violating non-U.S. law and the Firm proceeds in
accordance with Rule 2207. The Firm may withhold responsive information on that basis from any Part of the Form other than Parts I, II,
and VIII, and Items 7.1.a, 7.1.b, 7.1.c, and 7.2. If the firm withholds
responsive information, the Firm must indicate, in accordance with
the instructions in the relevant Part of the Form, the particular Items
with respect to which the Firm has withheld responsive information.
The Firm may not use the Form to make any general assertion that
a particular requirement may conflict with non-U.S. law, but only to
indicate that, on the basis of an asserted conflict, the Firm has in fact
withheld from this Form required information.
Language. Information submitted as part of this Form, including any
exhibit to this Form, must be in the English language.

PART I—IDENTITY OF THE FIRM
Item 1.1 Name of Firm
a. State the legal name of the Firm.
Note: If the Firm is filing this Form 3 to report that the Firm's legal
name has changed, the name entered in Item 1.1.a should be the
Firm's legal name before the name change that is being reported.
The Firm's new name should be included in the response to Item
1.1.c.
b. If different than its legal name, state the name or names under
which the Firm issues audit reports.
c. If the Firm is filing this Form 3 to report that the Firm's legal
name has changed, state the new legal name of the Firm.
PART II—REASON FOR FILING THIS REPORT
Indicate, by checking the relevant box(es) from among Items 2.1 through 2.18
below, the event(s) being reported on this Form. More than one event may be
reported in the same Form 3 filing. For each event indicated below, proceed
to the Parts and Items of this Form indicated parenthetically for the specific
event being reported and provide the information therein described. Provide
responses only to those Parts and Items of the Form specifically indicated for
the event or events that the Firm identifies in this Part II as an event being
reported on this Form. (For example, if the Form is being filed solely to report
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that the Firm has changed its name, check the box for Item 2.17 in this Part of
the Form, and complete only Item 7.1 and Part VIII of the Form.) If the Firm
is filing this Form to amend a previous filing, the Firm also should complete
Item 2.19.
Note: In Items 2.4 through 2.11 and Item 2.15, the reportable event is described
in terms of whether the Firm "has become aware" of certain facts. For these
purposes, the Firm is deemed to have become aware of the relevant facts on the
date that any partner, shareholder, principal, owner, or member of the Firm
first becomes aware of the facts.

Audit Reports
Item 2.1

Item 2.2

Item 2.3

The Firm has withdrawn an audit report on financial statements,
or withdrawn its consent to the use of its name in a report, document, or written communication containing an issuer's financial
statements, and the issuer has failed to comply with a Commission
requirement to make a report concerning the matter pursuant to
Item 4.02 of Commission Form 8-K. (Complete Item 3.1 and Part
VIII.)
The Firm has issued audit reports with respect to more than 100
issuersin a calendar year immediately following a calendar year
in which the Firm did not issue audit reports with respect to more
than 100 issuers. (Complete Part VIII.)
The Firm has issued audit reports with respect to 100 or fewer
issuers in a completed calendar year immediately following a calendar year in which the Firm issued audit reports with respect to
more than 100 issuers. (Complete Part VIII.)

Certain Legal Proceedings
Item 2.4

Item 2.5

Item 2.6

Item 2.7
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The Firm has become aware that the Firm has become a defendant
in a criminal proceeding prosecuted by a governmental criminal
law enforcement authority. (Complete Item 4.1 and Part VIII.)
The Firm has become aware that, in a matter arising out of his
or her conduct in the course of providing audit services or other
accounting services to an issuer, a partner, shareholder, principal,
owner, member, or audit manager of the Firm has become a defendant in a criminal proceeding prosecuted by a governmental
criminal law enforcement authority. (Complete Item 4.1 and Part
VIII.)
The Firm has become aware that a partner, shareholder, principal, owner, member, or audit manager of the Firm who provided at least ten hours of audit services for any issuer during the
Firm's current fiscal year or its most recently completed fiscal year
has become a defendant in a criminal proceeding prosecuted by a
governmental criminal law enforcement authority and is charged
with fraud, embezzlement, forgery, extortion, bribery, obstruction
of justice, perjury, or false statements; or charged with any crime
arising out of alleged conduct relating to accounting, auditing, securities, banking, commodities, taxation, consumer protection, or
insurance. (Complete Item 4.1 and Part VIII.)
The Firm has become aware that, in a matter arising out of the
Firm's conduct in the course of providing professional services for
a client, the Firm has become a defendant or respondent in a civil
or alternative dispute resolution proceeding initiated by a governmental entity or in an administrative or disciplinary proceeding

Rules on Periodic Reporting

3237

other than a Board disciplinary proceeding. (Complete Item 4.1
and Part VIII.)
Item 2.8

The Firm has become aware that, in a matter arising out of his
or her conduct in the course of providing audit services or other
accounting services to an issuer, a partner, shareholder, principal,
owner, member, or audit manager of the Firm has become a defendant or respondent in a civil or alternative dispute resolution
proceeding initiated by a governmental entity or in an administrative or disciplinary proceeding other than a Board disciplinary
proceeding. (Complete Item 4.1 and Part VIII.)

Item 2.9

The Firm has become aware that, in a matter arising out of his
or her conduct in the course of providing professional services for
a client, a partner, shareholder, principal, owner, member, or audit manager of the Firm who provided at least ten hours of audit
services for any issuer during the Firm's current fiscal year or its
most recently completed fiscal year has become a defendant or
respondent in a civil or alternative dispute resolution proceeding
initiated by a governmental entity or in an administrative or disciplinary proceeding other than a Board disciplinary proceeding.
(Complete Item 4.1 and Part VIII.)

Item 2.10

The Firm has become aware that a proceeding meeting the criteria
described in Items 2.4, 2.5, 2.6, 2.7, 2.8, or 2.9 above has been concluded as to the Firm or a partner, shareholder, principal, owner,
member, or audit manager of the Firm (whether by dismissal,
acceptance of pleas, through consents or settlement agreements,
the entry of a final judgment, or otherwise). (Complete Item 4.2
and Part VIII.)

Item 2.11

The Firm has become aware that the Firm, or the parent or a
subsidiary of the Firm, has become the subject of a petition filed
in a bankruptcy court, or has otherwise become the subject of
a proceeding in which a court or governmental agency (or, in a
non-U.S. jurisdiction, a person or entity performing a comparable function) has assumed jurisdiction over substantially all of
the assets or business of the Firm or its parent or a subsidiary.
(Complete Item 4.3 and Part VIII.)

Certain Relationships
Item 2.12

The Firm has taken on as an employee, partner, shareholder,
principal, or member, or has otherwise become owned or partly
owned by, a person who is currently the subject of (a) a Board
disciplinary sanction suspending or barring the person from being an associated person of a registered public accounting firm or
(b) a Commission order under Rule 102(e) of the Commission's
Rules of Practice suspending or denying the privilege of appearing or practicing before the Commission. (Complete Item 5.1 and
Part VIII.)

Item 2.13

The Firm has become owned or partly owned by an entity that is
currently the subject of (a) a Board disciplinary sanction suspending or revoking that entity's registration or disapproving that entity's application for registration, or (b) a Commission order under
Rule 102(e) of the Commission's Rules of Practice suspending or
denying the privilege of appearing or practicing before the Commission. (Complete Item 5.2 and Part VIII.)
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Item 2.14

The Firm has entered into a contractual or other arrangement to
receive consulting or other professional services from a person or
entity meeting any of the criteria described in Items 2.12 or 2.13
above. (Complete Item 5.3 and Part VIII.)

Licenses and Certifications
Item 2.15

Item 2.16

The Firm has become aware that its authorization to engage in
the business of auditing or accounting in a particular jurisdiction
has ceased to be effective or has become subject to conditions or
contingencies other than conditions or contingencies imposed on
all firms engaged in the business of auditing or accounting in the
jurisdiction. (Complete Item 6.1 and Part VIII.)
The Firm has obtained a license or certification authorizing the
Firm to engage in the business of auditing or accounting and
which has not been identified on any Form 1 or Form 3 previously filed by the Firm, or there has been a change in a license or
certification number identified on a Form 1 or Form 3 previously
filed by the Firm. (Complete Item 6.2 and Part VIII.)

Changes in the Firm or the Firm’s Board Contact Person
Item 2.17

Item 2.18

The Firm has changed its legal name while otherwise remaining
the same legal entity that it was before the name change. (Complete Item 7.1 and Part VIII.)
There has been a change in the business mailing address, business
telephone number, business facsimile number, or business e-mail
of the person most recently designated by the Firm (on Form 2,
Form 3, or Form 4) as the Firm's primary contact with the Board,
or the Firm is designating a new person to serve as the primary
contact. (Complete Item 7.2 and Part VIII.)

Amendment
Item 2.19

Amendments
If this is an amendment to a report previously filed with the
Board—
a. Indicate, by checking the box corresponding to this item,
that this is an amendment.
b. Identify the specific Item numbers of this Form (other than
this Item 2.19) as to which the Firm's response has changed
from that provided in the most recent Form 3 or amended
Form 3 filed by the Firm with respect to the events reported
on this Form.

PART III—WITHDRAWN AUDIT REPORTS
Item 3.1 Withdrawn audit reports and consents
If the Firm has withdrawn an audit report on financial statements, or withdrawn its consent to the use of its name in a report, document, or written
communication containing an issuer's financial statements, and the issuer has
failed to comply with a Commission requirement to make a report concerning
the matter pursuant to Item 4.02 of Commission Form 8-K, provide—
a.
b.
c.
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The issuer's name and CIK number, if any;
The date(s) of the audit report(s) that the Firm has withdrawn,
or to which the Firm's withdrawal of consent relates; and
A description of the reason(s) the Firm has withdrawn the audit
report(s) or the consent.
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Note: The 30-day period in which the Firm must report the event
does not begin to run unless and until the issuer fails to report
on Form 8-K within the time required by the Commission's rules.
The Firm must then report the event on Form 3 within 30 days
of the expiration of the required Form 8-K filing deadline, unless,
within that 30-day period, the issuer reports on a late-filed Form
8-K.
PART IV—CERTAIN PROCEEDINGS
Item 4.1 Criminal, Governmental, Administrative, or Disciplinary Proceedings
If the Firm has indicated in this Form 3 that any of the events described in Items
2.4, 2.5, 2.6, 2.7, 2.8 or 2.9 has occurred, provide the following information with
respect to each such event—
a. The name, filing date, and case or docket number of the proceeding, and the nature of the proceeding, i.e., whether it is a criminal
proceeding, a civil or alternative dispute resolution proceeding, or
an administrative or disciplinary proceeding.
b. The name of the court, tribunal, or body in or before which the
proceeding was filed.
c. An indication whether the Firm itself is a defendant or respondent
in the proceeding and, if so, the statutes, rules, or legal duties that
the firm is alleged to have violated, and a brief description of the
firm's alleged conduct in violation of those statutes, rules, or legal
duties.
d. The names of every defendant or respondent who is a partner,
shareholder, principal, owner, member, or audit manager of the
Firm, or who was such either at the time the Firm received notice
of the proceeding or at the time of the alleged conduct on which
any claim or charge is based, and who provided at least ten hours
of audit services for any issuer during the Firm's current fiscal
year or its most recent fiscal year; and, as to each such defendant
or respondent, the statutes, rules, or legal duties that he or she
is alleged to have violated, and a brief description of his or her
alleged conduct in violation of those statutes, rules, or legal duties.
e. The name of any client that was the recipient of the professional
services to which any claim or charge in the proceeding relates.
Note: For the purpose of this Part, administrative or disciplinary
proceedings include those of the Commission; any other federal,
state, or non-U.S. agency, board, or administrative or licensing authority; and any professional association or body. Investigations
that have not resulted in the commencement of a proceeding need
not be included.
Item 4.2 Concluded Criminal, Governmental, Administrative, or Disciplinary
Proceedings
If any proceeding meeting the criteria described in Items 2.4, 2.5, 2.6, 2.7, 2.8
or 2.9, including any proceeding reported in Item 4.1, has been concluded as to
the Firm or a partner, shareholder, principal, owner, member, or audit manager
of the Firm (whether by dismissal, acceptance of pleas, through consents or
settlement agreements, the entry of a final judgment, or otherwise), provide—
a. The name, filing date, and case or docket number of the proceeding, and the nature of the proceeding, i.e., whether it is a criminal
proceeding, a civil or alternative dispute resolution proceeding, or
an administrative or disciplinary proceeding;
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b.
c.

The name of the court, tribunal, or body in or before which the
proceeding was filed; and
A brief description of the terms of the conclusion of the proceeding
as to the Firm or partner, shareholder, principal, owner, member,
or audit manager.

Item 4.3 Bankruptcy or Receivership
If the Firm, or the parent or a subsidiary thereof, has become the subject of
a petition filed in a bankruptcy court, or has otherwise become the subject
of a proceeding in which a court or governmental agency (or, in a non-U.S.
jurisdiction, a person or entity performing a comparable function) has assumed
jurisdiction over substantially all of the assets or business of the Firm or its
parent or a subsidiary, provide—
a.
b.
c.
d.

the name of the proceeding;
the name of the court or governmental body;
the date of the filing or of the assumption of jurisdiction; and
the identity of the receiver, fiscal agent or similar officer, if applicable, and the date of his or her appointment.

PART V—CERTAIN RELATIONSHIPS
Item 5.1 New Relationship with Person Subject to Bar or Suspension
If the Firm has taken on as an employee, partner, shareholder, principal, or
member, or has otherwise become owned or partly owned by, a person who is
currently the subject of (a) a Board disciplinary sanction suspending or barring
the person from being an associated person of a registered public accounting
firm or (b) a Commission order under Rule 102(e) of the Commission's Rules of
Practice suspending or denying the privilege of appearing or practicing before
the Commission, provide—
a.
b.
c.

the name of the person;
the nature of the person's relationship with the Firm; and
the date on which the person's relationship with the Firm began.

Item 5.2 New Ownership Interest by Firm Subject to Bar or Suspension
If the Firm has become owned or partly owned by an entity that is currently
the subject of (a) a Board disciplinary sanction suspending or revoking that
entity's registration or disapproving that entity's application for registration,
or (b) a Commission order under Rule 102(e) of the Commission's Rules of Practice suspending or denying the privilege of appearing or practicing before the
Commission, provide—
a.
b.
c.

the name of the entity that has obtained an ownership interest in
the Firm;
the nature and extent of the ownership interest; and
the date on which the ownership interest was obtained.

Item 5.3 Certain Arrangements to Receive Consulting or Other Professional
Services
If the Firm has entered into a contractual or other arrangement to receive
consulting or other professional services from a person or entity meeting any
of the criteria described in Items 2.12 or 2.13 above, provide—
a.
b.
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the name of the person or entity;
the date that the Firm entered into the contract or other arrangement; and
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a description of the services to be provided to the Firm by the
person or entity.

PART VI—LICENSES AND CERTIFICATIONS
Item 6.1 Loss of, or Limitations Imposed on, Authorization to Engage in the
Business of Auditing or Accounting
If the Firm's authorization to engage in the business of auditing or accounting
in a particular jurisdiction has ceased to be effective or has become subject to
conditions or contingencies other than conditions or contingencies imposed on
all firms engaged in the business of auditing or accounting in the jurisdiction,
provide—
a.

the name of the state, agency, board or other authority that had
issued the license or certification related to such authorization;

b.

the number of the license or certification;

c.

the date that the authorization ceased to be effective or became
subject to conditions or contingencies, and

d.

a brief description of the reason(s) for such action, including a
description of the conditions or contingencies, if any.

Item 6.2 New License or Certification
If the Firm has obtained any license or certification authorizing the Firm to
engage in the business of auditing or accounting, and which has not been identified on any Form 1 or Form 3 previously filed by the Firm, or there has been
a change in any license or certification number identified on a Form 1 or Form
3 previously filed by the Firm, provide—
a.

the name of the issuing state, agency, board or other authority;

b.

the number of the license or certification;

c.

the date the license or certification took effect; and

d.

if the license or certification replaces another license or certification issued by the same authority, the number of the replaced
license or certification.
Note: If the Firm is filing a Form 4 to report a change in its form
of organization, change in jurisdiction, or a business combination,
the Firm should report on Form 4, rather than Form 3, any related license change that takes effect before the submission of the
Form 4.

PART VII—CHANGES IN THE FIRM OR THE FIRM’S BOARD
CONTACT PERSON
Item 7.1 Change in Name of Firm
If the Firm is reporting a change in its legal name—
a.

State the new legal name of the Firm;

b.

State the legal name of the Firm immediately preceding the new
legal name;

c.

State the effective date of the name change;

d.

Provide a brief description of the reason(s) for the change; and

e.

Affirm, by checking the box corresponding to this Item, that, other
than the name change, the Firm is the same legal entity that it
was before the name change.
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Note: If, other than the name change, the Firm is not the same
legal entity that it was before the name change, whether because
of a change in the Firm's legal form of organization or because of
other transactions, the registration status of the predecessor firm
does not automatically attach to the Firm, and the Firm cannot
report the event as a name change. If the Firm cannot make the
affirmation required by Item 7.1.e, the Firm cannot execute the
certification in Part VIII as to Item 7.1, and this Form cannot be
deemed filed under Rule 2206.
In that event, the Firm should consider whether, pursuant to the
provisions of Rule 2108, the Firm can make the representations
required in a Form 4 filing to enable the predecessor firm's registration to attach to the Firm. If the Firm cannot or does not file
with the Board a Form 4 making all necessary representations,
the predecessor firm's registration does not attach to the Firm. In
those circumstances, the Firm may not lawfully prepare or issue
an audit report without first filing an application for registration
on Form 1 and having that application approved by the Board.
Note: If the Firm is filing a Form 4 to report a change in its form
of organization, change in jurisdiction, or a business combination,
the Firm should report any related name change on Form 4 and
not on Form 3.

Item 7.2 Change in Contact Information
If there has been a change in the business mailing address, business telephone
number, business facsimile number, or business e-mail address of the person
most recently designated by the Firm (on Form 2, Form 3, or Form 4) as the
Firm's primary contact with the Board, or if the Firm is designating a new
person to serve as the primary contact, provide the name and current business
mailing address, business telephone number, business facsimile number, and
business e-mail of the partner or authorized officer of the Firm who will serve
as the Firm's primary contact with the Board.
PART VIII—CERTIFICATION OF THE FIRM
Item 8.1 Signature of Partner or Authorized Officer
This Form must be signed on behalf of the Firm by an authorized partner or
officer of the Firm including, in accordance with Rule 2204, both a signature that
appears in typed form within the electronic submission and a corresponding
manual signature retained by the Firm. The signer must certify that—
a.

the signer is authorized to sign this Form on behalf of the Firm;

b.

the signer has reviewed this Form;

c.

based on the signer's knowledge, this Form does not contain any
untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading;
and

d.

either—
1. based on the signer's knowledge, the Firm has not failed to
include in this Form any information or affirmation that
is required by the instructions to this Form, with respect
to the event or events being reported on this Form, or
2. based on the signer's knowledge—
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(A) the Firm is a foreign registered public accounting
firm and has not failed to include in this Form
any information or affirmation that is required
by the instructions to this Form, with respect to
the event or events being reported on this Form,
except for information or affirmations that the
Firm asserts it cannot provide to the Board on
this Form 3 without violating non-U.S. law;
(B) with respect to any such withheld information
or affirmation, the Firm has made the efforts required by PCAOB Rule 2207(b) and has in its possession the materials required by PCAOB Rule
2207(c); and
(C) the Firm has indicated, in accordance with the
instructions to this Form, each Item of this Form
with respect to which the Firm has withheld any
required information.
The signature must be accompanied by the signer's title, the capacity in which
the signer signed the Form, the date of signature, and the signer's business
mailing address, business telephone number, business facsimile number, and
business e-mail address.
PART IX—EXHIBITS
To the extent applicable under the foregoing instructions, each special report
must be accompanied by the following exhibits:
Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.3 Materials Required by Rule 2207(c)(2)-(4)—Submit Only as an
Exhibit to an Amended Form 3 in Response to a Request Made
Pursuant to Rule 2207(d)
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PCAOB Release No. 2009-004

Auditing Standard No. 7, Engagement
Quality Review, and Conforming Amendment
to the Boards Interim Quality Control
Standards
PCAOB Release No. 2009-004
July 28, 2009
PCAOB Rulemaking
Docket Matter No. 025

Summary
After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") is adopting an auditing standard, Engagement Quality Review, that will be applicable to all registered firms and will supersede
the Board's interim concurring partner review requirement, and a conforming
amendment to the Board's interim quality control standards.

Board Contacts
Gregory Scates, Deputy Chief Auditor (202/207-9114; scatesg@pcaobus.org)
and Dima Andriyenko, Associate Chief Auditor (202/207-9130; andriyenkod@
pcaobus.org)
*****

I. Introduction
Section 103 of the Sarbanes-Oxley Act (the "Act") directs the Board, among
other things, to set standards for public company audits, including a requirement or each registered public accounting firm to "provide a concurring or
second partner review and approval of [each] audit report (and other related
information), and concurring approval in its issuance . . . ." A well-performed engagement quality review ("EQR") can serve as an important safeguard against
erroneous or insufficiently supported audit opinions and, accordingly, can contribute to audit quality. In February 2008, the Board proposed to replace its
interim requirement with a new EQR standard.1 The Board's original proposal
was developed in response, among other things, to feedback from some members
of its Standing Advisory Group ("SAG") that the existing interim requirements2
1
PCAOB Release No. 2008-002, Proposed Auditing Standard—Engagement Quality Review and
Conforming Amendment to the Board's Interim Quality Control Standards (February 26, 2008) (the
"original proposal").
2
The Securities and Exchange Commission Practice Section ("SECPS") of the American Institute
of Certified Public Accountants ("AICPA") Requirements of Membership Sections 1000.08(f); 1000.39,
Appendix E.
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(the "existing requirements") do not provide for a sufficiently thorough review
to give investors assurance on the quality of engagements. The proposal was
intended to enhance the quality of the EQR by strengthening the existing requirements.
Commenters recommended significant modifications to the original proposal,
and, in response, the Board made changes designed to better tailor the standard
to its purposes.3 Because of the extent of those changes, the Board again sought
public comment, this time on the standard as revised. The Board has considered
those comments, as well as the input of the SAG, and the final standard ("AS
No. 7" or the "EQR standard") has benefitted from the additional public input.4
The EQR standard the Board is adopting provides for a rigorous review that will
serve as a meaningful check on the work performed by the engagement team.
AS No. 7 should increase the likelihood that a registered public accounting
firm will catch any significant engagement deficiencies before it issues its audit
report. As a result, the Board recognizes that more work may be necessary
under the EQR standard than was performed in some concurring reviews under
the existing requirements.
At the same time, the Board has been sensitive to commenters' concerns and
agrees that the EQR should not become, in effect, a second audit. Instead, the
EQR should be—and, as described in AS No. 7, is—a review of work already performed by the engagement team. The EQR standard requires the engagement
quality reviewer (or the "reviewer") to evaluate the significant judgments made
and related conclusions reached by the engagement team in forming the overall conclusion on the engagement and in preparing the engagement report, and
requires certain procedures designed to focus the reviewer on those judgments
and conclusions.
The procedures required of the reviewer by AS No. 7 are different in nature
from the procedures required of the engagement team. Unlike the engagement
team, a reviewer does not perform substantive procedures or obtain sufficient
evidence to support an opinion on the financial statements or internal control
over financial reporting. If more audit work is necessary before the reviewer
may provide concurring approval of issuance, the engagement team—not the
reviewer—is responsible under PCAOB standards for performing the work. In
contrast, the reviewer fulfills his or her responsibility to perform an effective
review of the engagement under the EQR standard by holding discussions with
the engagement team, reviewing documentation, and determining whether he
or she can provide concurring approval of issuance.

II. Overview of Auditing Standard No. 7
Overall, commenters preferred the reproposed standard to the original proposal, though some continued to believe that certain provisions were unclear
and suggested certain changes to the standard. After considering commenters'
feedback, the Board has made several modifications to the EQR standard to

3
Comments on the original proposal and the Board's responses are described in PCAOB Release No. 2009-001, Proposed Auditing Standard—Engagement Quality Review (March 4, 2009) (the
"reproposing release").
4
The Board received 38 comments on the original proposal and 30 comments on the reproposal.
The SAG discussed the reproposed standard on April 2, 2009. A transcript of that discussion is available on the Board's website at http://pcaobus.org/Rules/Rulemaking/Docket%20025/2009-04-02_EQR_
SAG_Transcript.pdf. The SAG also discussed EQR on June 22, 2004 and October 5, 2005.
Archived webcasts are available on the Board's website at http://pcaobus.org/News/Webcasts/Pages/
default.aspx.
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provide additional clarity. This section describes the comments received, the
Board's response, and changes made in AS No. 7.5

A. Applicability of the EQR Requirement
Paragraph 1 of the reproposed standard required an EQR for audit engagements and reviews of interim financial information ("interim reviews"), but not
for other engagements performed according to the standards of the PCAOB. For
the most part, commenters believed that this provision was appropriate.6 One
commenter, however, suggested including the EQR requirements for interim
reviews in AU section ("sec.") 722, Interim Financial Information, instead of
including them as part of the EQR standard to "make it clear that the scope
of the procedures performed remain under the umbrella of the objective of a
review of interim financial information (which is much different than the scope
and objective of an audit)." Because the requirements for the EQR of interim
reviews in AS No. 7 are closely related to and described by reference to the
requirements for the EQR of an audit, the Board believes it is more appropriate to locate both sets of requirements in the same standard. Accordingly, the
Board is adopting the provisions regarding applicability of the EQR standard
as reproposed.

B. Statement of Objective
The reproposed standard included a statement of objective intended to focus
reviewers on the overall purpose of the standard as they carry out the more
specific EQR requirements. As reproposed, the objective of the engagement
quality reviewer was "to perform an evaluation of the significant judgments
made by the engagement team and the conclusions reached in forming the
overall conclusion on the engagement and in preparing the engagement report,
if a report is to be issued, in order to determine whether to provide concurring
approval of issuance."
Most commenters agreed that the EQR standard should include a statement
of objective. While some believed the objective was appropriate as reproposed,
several suggested substituting the phrase "related conclusions reached" for "the
conclusions reached" to indicate that the reviewer is required to evaluate conclusions relating to significant judgments, rather than all conclusions. In addition, some commenters suggested making the objective less vague, while others
wanted the Board to broaden it or make it less procedural.
After considering these comments, the Board has, as suggested by commenters,
revised the objective so that it refers to "significant judgments made by the
engagement team7 and the related conclusions reached . . . ." (emphasis added).
This change should help reviewers maintain their focus on areas of the engagement that are most likely to contain a significant engagement deficiency. With

5
The Board received some comments related to its standard-setting process in general. The
Board continuously endeavors to improve its processes, including its standard-setting process, and is
considering these comments as it does so.
6
One commenter did not believe that an EQR should be required for interim reviews because of
concerns about the scope of the EQR for interim reviews. The section entitled Specifically Required
Procedures in the EQR of an Interim Review of this release discusses the EQR requirements for interim
reviews.
7
Because the engagement partner has final responsibility for the engagement, he or she has
final responsibility for the significant judgments made during the engagement, notwithstanding any
involvement in or responsibility for those judgments by firm personnel outside of the engagement
team, such as members of the firm's national office. Accordingly the "significant judgments made by
the engagement team" include all of the significant judgments made during the engagement.
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this revision, the Board believes the statement of objective establishes, at the
appropriate level of detail, a framework for the performance of the EQR that is
consistent with the specific requirements in AS No. 7. Corresponding changes
have been made in paragraphs 9 and 14, which describe the scope of the EQR
for audits and interim reviews, respectively. The reviewer achieves his or her
objective by complying with the specific requirements of the standard.

C. Qualifications of the Engagement Quality Reviewer
In order to provide for a high-quality EQR, the reproposed standard described
the qualifications that any reviewer would be required to meet. These provisions
were designed to provide assurance that the reviewer could effectively perform
an EQR of the particular engagement under review. At the same time, the
provisions recognized that smaller firms may have few partners—and, in the
case of sole practitioners, no additional partners—available in-house to perform
the EQR.
Accordingly, the reproposed standard required an engagement quality reviewer
from within the firm issuing the engagement report to be a partner or another
individual in an equivalent position, but also allowed a qualified individual from
outside the firm to perform the EQR. In either event, the reproposed standard
required the reviewer to be an associated person8 of a registered public accounting firm.9 The reproposed standard also included a general competence requirement and requirements related to the reviewer's independence, integrity, and
objectivity.

In-House Reviewer: Partner or an Individual in an Equivalent Position
The requirement in the reproposed standard for a reviewer from within the
firm to be a partner or an individual in an equivalent position was intended
to address concerns expressed by some commenters on the original proposal
about the authority of the engagement quality reviewer relative to that of the
engagement partner. Because the EQR is intended to be an objective second
look at work performed by the engagement team, the reviewer should be able
to withstand pressure from the engagement partner or other firm personnel,
such as members of the firm's national office. As described in the reproposing
release, the Board believed that concerns about authority will most often arise
when the reviewer and the engagement partner work at the same firm. The
Board also believed that a standard based on perceptions of relative authority
within a firm would not be sufficiently clear to be workable. Accordingly, the
Board attempted to address these concerns with a requirement that an inhouse reviewer—but not one from outside the firm—be a partner or person in
an equivalent position.

8
For clarity, in paragraph 3 of AS No. 7, the Board added a reference to Rule1001(p)(i), which
defines the term "associated person of a registered public accounting firm." A person not already
associated with a registered firm can enter into a relationship with the firm issuing the report such
that the person would become associated with that firm by performing the review. Specifically, a person
not already associated with a firm would become associated with the firm issuing the report if he or
she (rather than, or in addition to, his or her firm or other employer): (1) receives compensation from
the firm issuing the report for performing the review or (2) performs the review as agent for the firm
issuing the report. For example, if the firm issuing the report contracts directly with an employee of
an unregistered accounting firm to perform the engagement quality review, that person would become
associated with the firm issuing the report by virtue of that independent contractor relationship.
9
A registered public accounting firm has an obligation to secure and enforce consents to cooperate
with the Board from each associated person of the firm, see Section 102(b)(3) of the Act, including
those who become associated with the firm by performing the review. The Board also may directly
sanction any such person who fails to cooperate in an investigation or inspection. See Section 105(b)(3)
of the Act and PCAOB Rules 5110 and 4006.
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While some commenters supported the reproposed requirement, others disagreed with it, generally because, in their view, being a partner or person in an
equivalent position would not necessarily ensure that the reviewer possesses
the qualities required to perform the EQR. These commenters noted that partners as well as non-partners may be subject to internal pressure within the firm
to provide concurring approval of issuance. In addition, in one commenter's view,
it would be burdensome for one-partner firms to hire an outside reviewer to comply with this requirement. Finally, some commenters also asked the Board to
define the term "equivalent position."
While both partners and non-partners may experience pressure within the firm
to provide concurring approval of issuance, the Board continues to believe that
the reproposed requirement is the most appropriate way to address this issue.
Partnership is not a perfect proxy for authority, but a partner is more likely
to possess sufficient authority to conduct the EQR than a non-partner. The
Board continues to believe that a requirement based on perceptions of authority
would not be workable. Accordingly, the Board is adopting this requirement
substantially as reproposed.10 At a firm that is not organized as a partnership,
"an individual in an equivalent position" is someone with the degree of authority
and responsibility of a partner in a firm that is organized as a partnership.

Qualified Reviewer from Outside the Firm
As noted above, the reproposed standard also allowed a qualified reviewer from
outside the firm to conduct the review. In the reproposing release, the Board
expressed the view that allowing a sufficiently qualified professor or other individual not employed by an accounting firm to perform the EQR should not
negatively affect audit quality and may mitigate the compliance burden on sole
practitioners and smaller firms. The Board sought comment on whether a qualified accountant who is not employed by an accounting firm should be allowed
to conduct the EQR.11
The majority of commenters on this topic did not oppose the reproposed provision. Some commenters, however, cautioned that reviewers from outside an
accounting firm may not necessarily have the required technical expertise or
recent audit experience. One commenter believed that allowing the use of such
outside reviewers could "hamper the existing independence rules,"12 increase
costs, and limit the potential growth of partners.
After considering these comments, the Board continues to believe that the EQR
standard can—and should—allow firms the proposed flexibility in choosing a
reviewer, provided that reviewer meets the competence and other qualification requirements. According to these requirements, as discussed below, any
reviewer would have to have the level of knowledge and competence related to
accounting, auditing, and financial reporting required to serve as the person
who has overall responsibility for the engagement under review. Accordingly,
while some persons from outside a firm might not have the required qualifications, those who do can effectively perform the EQR.13
10
One commenter suggested that the phrasing of the reproposed standard did not establish a
requirement for the in-house reviewer to be a partner because it stated that the reviewer "may be" a
partner, a person in an equivalent position, or an individual outside the firm. While the use of "may"
in that context imposed a requirement, to avoid any confusion on this point the Board has rephrased
the requirement in paragraph 3 of AS No. 7 to use the word "must."
11
As noted in the reproposing release, under the existing requirement a firm may seek a waiver
to engage an outside experienced individual to perform the EQR. Because AS No. 7 allows a firm to
use an outside reviewer, such a waiver is not necessary under AS No. 7.
12
The comment did not explain how the independence rules would be hampered.
13
Similarly, a reviewer does not meet all of the qualification requirements in AS No. 7 by virtue
of his or her status as a partner or employee of an accounting firm.
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The Board also does not agree that allowing the use of a reviewer from outside
the firm issuing the report would negatively affect the application or enforcement of the independence rules. As the Board noted in the reproposing release, it
will continue to consider anyone who performs the EQR to be an "audit partner"
and a member of the "audit engagement team" for purposes of independence
requirements.14 In addition, because AS No. 7 would not require a firm to use
an outside reviewer, allowing a firm to do so should not increase costs or limit
the potential growth of partners. Any firm that is concerned that invoking the
flexibility provided by the EQR standard would raise its costs or impede the
development of its partners could, simply, decline to do so and use a reviewer
from within the firm if one is available.
When considering an outside individual for the role of the engagement quality reviewer, the firm will likely need to make additional inquiries to obtain
necessary information about the individual's qualifications. For example, while
information about independence of the firm's partners is typically collected and
evaluated as part of the periodic independence review, information about the
independence of an outside reviewer will likely need to be requested and evaluated as part of the reviewer selection process. Firms also likely know more
about the competence of their own partners than of an outside reviewer.

General Competence Requirement
As noted above, the reproposed standard, like the original proposal, included
a requirement for the reviewer to "possess the level of knowledge and competence related to accounting, auditing, and financial reporting required to
serve as the person who has overall responsibility for the same type of engagement." This provision was intended to set a minimum requirement for those
who would perform the EQR. In response to comments on the original proposal, the reproposing release explained that this provision, by its terms, did
not require the engagement quality reviewer's knowledge and competence to
match those of the engagement partner, or for the reviewer to be a "clone" of
the engagement partner.15
Some commenters reiterated their concerns that the engagement quality reviewer's skills would be expected to match those of the engagement partner,
and that such a requirement could cause resource constraints for smaller firms.
Other commenters suggested modifying the general competence provision by
stating that the reviewer's competence should be established based on the facts
and circumstances of the engagement, or describing the required qualifications
from the reviewer's perspective, rather than by comparing them to the qualifications of the engagement partner. Finally, some commenters suggested including
in the EQR standard a statement that the reviewer may obtain the required
level of knowledge and competence through utilizing assistants.
The Board continues to believe that if a minimum level of knowledge and competence in accounting, auditing, and financial reporting is required to conduct an
audit, it is similarly necessary to effectively review that audit.16 The reviewer is

14
See Rule 2-01(f) of Regulation S-X, 17 C.F.R. 210.2-01(f), for the definitions of "audit partner"
and "audit engagement team."
15
Specifically, the reproposing release noted:
The general competence provision merely sets a minimum requirement for those who would
perform the EQR, but it does not require the reviewer's competence to match that of the
engagement partner. In many cases, both individuals' competence will exceed the minimum
level prescribed, but there is no requirement that they do so in tandem, or even at all.
16
While a reviewer may use assistants in performing the EQR, the reviewer's own skills should
meet the requirements of AS No. 7.
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not required to possess other competencies, e.g., those related to communication
or management skills, that the engagement partner may have.
Accordingly, the Board is adopting the general competence provision substantially as proposed. The Board is, however, modifying the requirement to clarify further that the determination of what constitutes the appropriate level of
knowledge and competence should be based on the circumstances of the engagement, including the size and complexity of the business under audit or under
interim review.17 In AS No. 7, the Board replaced the phrase "the same type of
engagement" with "the engagement." The new phrasing focuses the reviewer
on the particular engagement under review, rather than that "type" of engagement.18 Firms that do not have partners that meet this general competence
requirement available to perform the EQR may engage an outside reviewer to
perform an EQR.

Independence, Integrity, and Objectivity
Like the original proposal, the reproposed standard required the reviewer to be
independent of the company, perform the review with integrity, and maintain
objectivity. Comments on the reproposal focused on two provisions regarding
objectivity—the prohibition against the reviewer supervising the engagement
team and the two-year "cooling-off" period before the engagement partner could
perform the EQR.

Supervision of the Engagement Team
The reproposed standard provided that to maintain objectivity the engagement
quality reviewer should not, among other things, "supervise the engagement
team with respect to the engagement subject to the engagement quality review." The phrase "subject to the engagement quality review" was intended to
clarify that partners with leadership responsibilities in a firm, region, service,
or industry practice are not, solely because of those responsibilities, precluded
from reviewing any engagement performed by their subordinates in the firm.
Some commenters believed that the phrase "subject to the engagement quality
review" was not sufficient to clarify this point.
After considering these comments, the Board has decided that the express prohibition against "supervis[ing] the engagement team with respect to the engagement subject to the engagement quality review" is not necessary to effectuate
the Board's intent. The remaining two criteria for maintaining objectivity in
paragraph 7 of AS No. 7—not making decisions on behalf of the engagement
team and not assuming any responsibilities of the engagement team—are sufficient to preclude those involved in the engagement from serving as the engagement quality reviewer.19 For example, partners (including the engagement

17
Footnote 18 on page 9 of the original release stated, "The determination of what constitutes
the appropriate level of knowledge and competence should be based on the circumstances of the
engagement, including the size or complexity of the business."
18
In addition, to simplify the text of AS No. 7, the Board replaced the phrase "person with
overall responsibility for the engagement" with the term "engagement partner." Footnote 3 of AS No.
7 explains that the term "engagement partner" has the same meaning as the phrases the "auditor
with final responsibility for the audit," as described in AU sec. 311, Planning and Supervision, and the
"practitioner-in-charge of an engagement," as described in PCAOB interim quality control standard
QC sec. 40, The Personnel Management Element of a Firm's System of Quality Control-Competencies
Required by a Practitioner-in-Charge of an Attest Engagement. Because all of these terms refer to the
same person, this change does not alter the meaning of the EQR standard.
19
AS No. 7 does not prohibit the engagement team from consulting with the reviewer, as long
as the reviewer maintains his or her objectivity in accordance with paragraph 7. As noted in the
reproposing release, such consultations may contribute to audit quality. In addition, one commenter
(continued)
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partner and other partners on larger engagements), managers, and others who
supervise engagement personnel on the audit under review would not qualify
under the remaining criteria because they have assumed responsibilities of the
engagement team. At the same time, removing the phrase "supervise the engagement team" from AS No. 7 should further clarify that those in leadership
positions in the firm who did not make decisions for or assume responsibilities
of the engagement team may perform the EQR.

The Two-Year “Cooling-Off” Period
The reproposed standard included a provision prohibiting an engagement partner from serving as the engagement quality reviewer for at least two years
following his or her last year as the engagement partner.20 The Board included
the "cooling-off" period because it believed that it would be harder for an engagement partner who has had overall responsibility for the audit for at least
a year to perform the review with the necessary level of objectivity. While a
number of commenters expressed general support for a two-year "cooling-off"
period, some believed that it could impose an undue hardship on smaller firms,
and suggested a shorter "cooling-off" period.
After considering these comments, the Board continues to believe that a
"cooling-off" period will be beneficial to audit quality and that a two-year period
appropriately safeguards objectivity without imposing unnecessary hardship
on most firms. At the same time, the Board recognizes that compliance with
this requirement could be difficult for smaller firms with fewer personnel. In
its independence rules, the Securities and Exchange Commission ("SEC") exempted certain smaller firms from the audit partner rotation requirements.
Specifically, Rule 2-01(c)(6)(ii) of Regulation S-X provides an exemption for
firms with fewer than five issuer audit clients and fewer than ten partners,
provided the Board "conducts a review at least once every three years of each
of the audit client engagements that would result in a lack of auditor independence under" the SEC partner rotation requirements. The Board believes
that this exemption—including the provision regarding Board inspections—
also describes an appropriate exemption from the "cooling-off" requirement in
the EQR standard. Accordingly, firms that qualify for the exemption from the
SEC partner rotation requirements will also be exempt from the "cooling-off"
period under AS No. 7.

D. EQR Process
The Board's goal in proposing an EQR standard was to strengthen the existing
requirements for concurring reviews in order to promote a more meaningful
review of the work performed by the engagement team. Accordingly, the original proposal described certain procedures that the reviewer was required to

(footnote continued)
asked the Board to clarify whether a reviewer may consult with the same personnel who previously
consulted with the engagement team. The EQR standard does not prohibit the reviewer from holding
discussions with such personnel. The reviewer may not, however, use personnel who previously
consulted with the engagement team as assistants in performing the review unless they meet the
objectivity and other qualification requirements of AS No. 7. To emphasize the requirement that
assistants maintain objectivity, the Board added to paragraph 7 of AS No. 7 the phrase "and others
who assist the reviewer."
20
SEC independence rules allow engagement partners and concurring partners to serve for five
consecutive years, after which they may not serve in either role for another period of five years. Within
a five-year period, SEC independence rules do not impose a "cooling-off " period before the engagement
partner can serve as the concurring partner. See Rule 2 - 01(c)(6)(i)(A) of Regulation S-X.
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perform that were more specific than those in the existing requirements. In response to comments received on the original proposal, the Board clarified some
of the specifically required procedures and included, in a separate section in the
reproposed standard, tailored requirements for an EQR of an interim review.
In general, commenters believed that the reproposed standard described the
requirements of the EQR more clearly than the original proposal. However, a
number of commenters suggested additional modifications that, in their view,
would further clarify the Board's intent and ensure consistency of the requirements with the statement of objective. As described below, after considering
these comments, the Board has modified certain of these requirements.

Terminology Used to Describe the Required Procedures
Several commenters noted that the specifically required procedures in paragraphs 9, 10, 14, and 15 of the reproposed standard were described using different, but in some cases similar, terms such as "determine," "evaluate," "identify,"
"read," and "review," which some commenters found confusing. In one commenter's view, the terms "determine," "identify," and "evaluate" may require
the reviewer to perform procedures that are similar in scope to the procedures
performed by the engagement partner. The commenters asked the Board to
clarify the terminology in these sections of the EQR standard.
While the Board does not believe that this terminology required the reviewer to
perform procedures that are appropriately performed by the engagement partner, it does agree that the terminology should not be confusing. Accordingly, the
Board reduced the number of terms used in AS No. 7, so that the required procedures in paragraphs 9, 10, 14, and 15 are described using two terms, "evaluate"
and "review"—with one exception. Because AU sec. 550, Other Information in
Documents Containing Audited Financial Statements, requires the auditor to
read other information in documents containing the financial statements to be
filed with the SEC, paragraphs 10.g and 15.e of AS No. 7, like in the original and
reproposed standards, also require the reviewer to read such other information
and evaluate whether the engagement team has taken appropriate action with
respect to any material inconsistencies with the financial statements or interim
financial information, respectively, or material misstatements of fact of which
the engagement quality reviewer is aware.

Review of Documentation
A number of commenters viewed the statement in paragraphs 9 and 14 of the
reproposed standard that "the reviewer should perform the procedures . . . by
reviewing documentation" as too open-ended.21 Commenters were concerned
that this provision could be interpreted to require the review of all of the engagement documentation.
The Board did not intend to require—and the reproposed provision did not
require—the reviewer to review all of the engagement documentation. Nevertheless, to clarify this point, the Board has added the phrase "to the extent
necessary to satisfy the requirements" of paragraphs 10 and 11, in an EQR
of an audit, and 15 and 16, in an EQR of an interim review. As a practical
matter, the reviewer cannot comply with the requirements of the EQR standard without holding discussions with the engagement partner and reviewing
documentation. AS No. 7 requires the reviewer to hold sufficient discussions
with the engagement partner and other members of the engagement team and
21
That statement was intended, along with other changes in the reproposed standard, to clarify
that the EQR is a review of the engagement team's work rather than a second audit. See page 17 of
the reproposing release.
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review sufficient documentation to perform the required procedures with due
professional care. What is sufficient will necessarily depend on the facts and
circumstances of the particular engagement under review. Auditors often document their significant judgments and conclusions in various summary documents, which could serve as a starting point for the reviewer's evaluation of the
engagement team's work.
Paragraph 11 of the reproposed standard required the reviewer, in an EQR
of an audit, to evaluate whether the engagement documentation that he or
she reviewed when performing the procedures required by paragraph 10 indicates that the engagement team responded appropriately to significant risks
and supports the conclusions reached by the engagement team with respect
to the matters reviewed. One commenter suggested adding a requirement to
paragraph 11 to evaluate engagement documentation for compliance with the
requirements of Auditing Standard No. 3, Audit Documentation ("AS No. 3").
The Board originally proposed such a requirement but, in response to comments, did not include it in the reproposed standard.22 The Board continues
to believe that the documentation review requirements of paragraph 11 of the
reproposed standard are appropriate and is adopting them as reproposed.
In an EQR of an interim review, paragraph 16 of the reproposed standard required the reviewer to evaluate whether the engagement documentation that
he or she reviewed "[i]ndicates that the engagement team responded appropriately to significant risks," and "[s]upports the conclusions reached by the
engagement team with respect to the matters reviewed." Some commenters
noted that the auditor is not required to identify significant risks in a review
of interim financial information and suggested not including a corresponding
requirement in the EQR standard. The Board agrees and has not included this
requirement in AS No. 7.

Specifically Required Procedures in the EQR of an Audit
Like the original proposal, the reproposed standard required certain procedures
designed to give the reviewer the necessary information to evaluate the engagement team's significant judgments and conclusions. In response to comments
on the original proposal, the Board made changes to these provisions in the reproposed standard that were intended to clarify that the reviewer performs the
EQR by reviewing the engagement team's work, rather than by auditing the
company himself or herself. Some commenters suggested that the specifically
required procedures in the reproposed standard needed additional clarification.
In the view of several commenters, the reproposed standard did not clearly articulate the requirement for the reviewer to focus on the significant judgments
made and the related conclusions reached by the engagement team. These commenters believed that the reproposed standard might be interpreted as requiring the review of all of the engagement team's judgments and conclusions. In
response, AS No. 7 refers to "significant judgments" instead of "judgments" in
describing certain of the required procedures.
The Board also clarified the wording of paragraph 10.b of the reproposed standard, which required the reviewer to "evaluate the risk assessments and audit
responses . . . ." Some commenters expressed concern that this formulation required a review of audit responses for all areas of the audit. In response, AS
No. 7 more specifically requires the reviewer to evaluate the engagement team's
audit responses to significant risks identified by the engagement team and
other significant risks identified by the engagement quality reviewer through
22
Commenters suggested that such a requirement would duplicate the documentation review
performed by the engagement partner.
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performance of the procedures required by the EQR standard.23 This change
should help focus reviewers on areas of the audit that are more likely to contain
a significant engagement deficiency.
Some commenters also expressed concern about the requirements in paragraphs 10.e and 10.f of the reproposed standard to determine whether appropriate matters have been communicated to the audit committee, management,
and others; and to determine whether appropriate consultations have taken
place on difficult or contentious matters. According to these commenters, a requirement to determine whether all of the communications or consultations
have taken place rather than to evaluate the engagement team's communications and consultations was inconsistent with the objective of the EQR. In
response, the Board replaced the phrase "determine if" with "based on the
procedures required by this standard, evaluate whether." This change should
tailor the specific requirements more closely to the overall objective. The Board
also placed these paragraphs after the other required procedures in paragraph
10 to emphasize that the reviewer performs the evaluation required by these
paragraphs based on the information obtained through the other procedures required by the EQR standard, and made a corresponding change in paragraph
15 for the EQR of an interim review.

Specifically Required Procedures in the EQR of an Interim Review
In response to comments on the original proposal, the Board included in the
reproposed standard separate requirements for reviewing audits and interim
reviews. The EQR requirements for interim reviews were based on the requirements for an EQR of an audit but were tailored to the different procedures
performed in an interim review. A number of commenters were supportive of
including separate requirements for the EQR of interim reviews in the reproposed standard. Some commenters, as discussed below, suggested modifications
to those requirements.
Paragraph 15.a of the reproposed standard required the evaluation of engagement planning, including the consideration of the firm's recent engagement
experience with the company and risks identified in connection with the firm's
client acceptance and retention process; the company's business, recent significant activities, and related financial reporting issues and risks; and the nature
of identified risks of material misstatement due to fraud. In one commenter's
view, that paragraph might suggest that an interim review should include the
same type of risk assessment as an audit. After considering this comment, the
Board disagrees. Paragraph 15.a does not impose a requirement on the engagement team to identify risks as part of an interim review. Rather, it requires the
reviewer to evaluate the engagement team's consideration of risks that have
already been identified, e.g., during the preceding year's audit.
Additionally, three commenters recommended not requiring the EQR of an interim review to include an evaluation of judgments made about the severity
and disposition of identified control deficiencies. In one commenter's view, such

23
The term "significant risk" is defined in the Board's recently proposed auditing standard on
identifying and assessing risks of material misstatement to mean a "risk of material misstatement
that is important enough to require special audit consideration." PCAOB Release No. 2008-006, Proposed Auditing Standards Related to the Auditor's Assessment of and Response to Risk and Conforming
Amendments to PCAOB Standards (October 21, 2008). The Board intends that definition to apply to
the EQR standard as well. The Board included this definition in a note to paragraph 10.b of AS No.
7. If, at the conclusion of the above mentioned rulemaking, the Board adopts a definition of significant risk that is different from that proposed, the Board will make a conforming change to the EQR
standard.
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an evaluation would be inconsistent with the scope of an interim review. AU
sec. 722.07, provides that the auditor:
should perform limited procedures quarterly to provide a basis for determining
whether he or she has become aware of any material modifications that, in the
auditor's judgment, should be made to the disclosures about changes in internal
control over financial reporting in order for the certifications to be accurate and
to comply with the requirements of Section 302 of the Act.

In response, the Board modified the requirement in paragraph 15.b in AS No. 7
to be more consistent with the requirements of AU sec. 722. Accordingly, AS No.
7 requires the reviewer, among other things, to evaluate significant judgments
made about any material modifications that should be made to the disclosures
about changes in internal control over financial reporting.
Paragraph 15.c of the reproposed standard required the reviewer, in the EQR
of an interim review, to "[r]ead the interim financial information for all periods
presented and for the immediately preceding interim period, management's
disclosure for the period under review, if any, about changes in internal control
over financial reporting, and the related engagement report, if a report is to be
filed with the SEC." Some commenters suggested that the reviewer should be
required to read the engagement report even when the issuer is not required to
include the report in an SEC filing. The Board agrees and, accordingly, changed
"to be filed with the SEC" to "to be issued."24

E. Concurring Approval of Issuance
For an EQR of an audit, paragraph 12 of the reproposed standard provided
that the reviewer "may provide concurring approval of issuance only if, after
performing with due professional care the review required by this standard, he
or she is not aware of a significant engagement deficiency." A note to the same
paragraph describes a "significant engagement deficiency" as any of the four
conditions described in the original proposal.25 The reproposed requirements
for providing concurring approval of issuance in an EQR of an interim review
were the same, except that the first of these four conditions was modified in
light of the differences between an interim review and an audit. Specifically,
in an EQR of an interim review, the first condition was "the engagement team
failed to perform interim review procedures necessary in the circumstances of
the engagement" rather than "the engagement team failed to obtain sufficient
appropriate evidence in accordance with the standards of the PCAOB."
Commenters generally believed that the concurring approval of issuance provision was appropriately described, though one recommended excluding the

24
Additionally, one commenter recommended not requiring the reviewer to read interim financial
information "for the immediately preceding interim period" because it was not clear, to this commenter,
what one would review when performing the EQR for the first quarter. AU sec. 722.16 requires the
accountant to apply analytical procedures to the interim financial information, which should include,
among other things, comparing the quarterly interim financial information with comparable information for the immediately preceding interim period (i.e., the fourth quarter of the prior year, in a
first quarter interim review). Because the Board believes the reproposed requirement is appropriately
within the scope of an EQR for an interim review, it has retained it in AS No. 7.
25
As included in the reproposed standard, these conditions were: (1) the engagement team failed
to obtain sufficient appropriate evidence in accordance with the standards of the PCAOB; (2) the engagement team reached an inappropriate overall conclusion on the subject matter of the engagement;
(3) the engagement report is not appropriate in the circumstances; or (4) the firm is not independent
of its client.
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reference to "due professional care" from the EQR standard because AU sec.
230, Due Professional Care in the Performance of Work, already imposes an
overall requirement on auditors to exercise due professional care. Many commenters, however, were critical of the reproposing release's description of the
reproposed requirement. A significant number of commenters objected to, or
stated that they disagreed with, the statement in the reproposing release that
the requirement to exercise due professional care imposes on the engagement
quality reviewer essentially the same requirement as the "knows, or should
know based on the requirements of this standard" formulation that was originally proposed. Some suggested that the Board is redefining the meaning of
due professional care. One commenter stated that "[a] standard of 'knows, or
should know' is akin to a strict liability requirement for engagement deficiencies," while another commenter suggested that the Board "clarify that in this
context, 'due professional care' is not a negligence standard."
After considering the comments, the Board is adopting the concurring approval
of issuance requirement as reproposed. While auditors are already required to
exercise due professional care in discharging their responsibilities, comments,
as noted above and in the reproposing release, have reflected some confusion
about the applicable standard of care in an EQR. Accordingly, reference to due
professional care in the requirement is appropriate.
The Board is not redefining due professional care in the context of the EQR
standard. As the Board noted in the reproposing release, AU sec. 230 describes
due professional care as "reasonable care and diligence" and makes clear that
an auditor who acts negligently, i.e., without "reasonable care and diligence,"
breaches the duty to exercise due professional care.26 Due professional care,
as described in AU sec. 230, imposes neither a strict liability nor an actual
knowledge standard. The Board intends the term to mean "reasonable care
and diligence," as described in AU sec. 230.
The application of a negligence standard to the concurring approval of issuance
provision means, as noted in the reproposing release, that "a reviewer cannot
evade responsibility because, as a result of an inadequate review, he or she
did not discover a problem that a reasonably careful and diligent review would
have revealed."27 For that reason, the provision requires the reviewer to perform
the required review with due professional care as a prerequisite to providing
concurring approval of issuance. A qualified reviewer who has done so will,
necessarily, have discovered any significant engagement deficiencies that could
reasonably have been discovered under the circumstances. Accordingly, under
AS No. 7, such a reviewer may provide concurring approval of issuance if "he
or she is not aware of a significant engagement deficiency." Because a reviewer
who has not performed the required review with due professional care might
not have discovered any significant engagement deficiencies that could reasonably have been discovered under the circumstance—si.e., those the reviewer
reasonably should know about—such a reviewer may not, consistent with the
standard, provide concurring approval of issuance.

26

See AU sec. 230.03.
Of course, to impose the more severe sanctions authorized under the Act, such as a permanent
bar or permanent revocation of registration, the Board must establish "(A) intentional or knowing
conduct, including reckless conduct, that results in violation of the applicable statutory, regulatory,
or professional standard; or (B) repeated instances of negligent conduct, each resulting in a violation
of the applicable statutory, regulatory, or professional standard." Section 105(c)(5) of the Act; see
also Rules on Investigations and Adjudications, PCAOB Release No. 2003-015, Appendix 2 at A2-76
(September 29, 2003) (discussing Section 105(c)(5)).
27
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F. Documentation of the EQR
The reproposed standard required the EQR documentation to contain sufficient
information to identify: who performed the review, the documents reviewed,
whether and when concurring approval of issuance was provided or the reasons for not providing the approval, and the significant discussions held, including the details of such discussions. These provisions were intended to respond
to comments expressing concern that the originally proposed documentation
requirements were overly detailed and would result in duplication of the engagement team's work. Some commenters reiterated their concerns that some
of the reproposed requirements were duplicative of requirements to document
the engagement itself or overly burdensome.
The Board continues to believe that it is necessary to strengthen the documentation requirements in the interim standard to provide for an informative
record of the work performed during the EQR. At the same time, the Board
has reconsidered its approach to the documentation requirement in light of the
comments received. As described below, the Board has added a general requirement that places the specific requirements in the context of the overall purpose
of EQR documentation—to provide a record of how the reviewer carried out the
review in accordance with the standard's requirements.
Specifically, paragraph 19 of AS No. 7 includes a requirement for the engagement documentation to contain sufficient information to enable an experienced
auditor,28 having no previous connection with the engagement, to understand
the procedures performed by the engagement quality reviewer, and others who
assisted the reviewer, to comply with the provisions of the standard.29 This
provision is similar to the audit documentation requirement in paragraph 6 of
AS No. 3, and should clarify how the more specific requirements are meant to
apply in particular circumstances.
For example, if a reviewer identified a significant engagement deficiency to be
addressed by the engagement team, the engagement team should document
its response to the identified deficiency in accordance with AS No. 3. Because
AS No. 7 does not require duplication of documentation prepared by the engagement team, the engagement quality reviewer does not have to separately
document the engagement teams response. Rather, the EQR documentation
should contain sufficient information to enable an experienced auditor, having
no previous connection with the engagement, to understand, e.g., the significant deficiency identified, how the reviewer communicated the deficiency to the
engagement team, why such matter was important, and how the reviewer evaluated the engagement team's response. Similarly, if the reviewer participated
in the discussion of the potential for material misstatement due to fraud,30
and the engagement team documented the discussion in accordance with AS
No. 3, AS No. 7 only requires the engagement quality reviewer or reviewer's
assistants to prepare separate documentation if the documentation prepared
by the engagement team does not contain sufficient information to enable an
experienced auditor, having no previous connection with the engagement, to understand the procedures performed by the engagement quality reviewer, and
others who assisted the reviewer, to comply with the provisions of AS No. 7.

28
As described in paragraph 6 of AS No. 3, "[a]n experienced auditor has a reasonable understanding of audit activities and has studied the company's industry as well as the accounting and
auditing issues relevant to the industry."
29
Additionally, for clarity of presentation, the Board moved the requirement to include documentation of an EQR in the engagement documentation from paragraph 19 to a new paragraph 20 in AS
No. 7.
30
See paragraph .14 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
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In response to comments, the Board also considered whether modifications were
necessary to the specific requirements. First, the Board received several comments related to the provisions of reproposed paragraph 19.b, which required
the EQR documentation to contain information sufficient to identify the documents reviewed. One commenter believed that a reviewer "may feel compelled
to engage in an unnecessary review of additional documents in order to compile a more 'complete' list." Conversely, another commenter believed that the
reviewer would be discouraged "to inspect one or more documents than he or
she otherwise might or should, thus reducing the quality of the EQR." Some
commenters suggested clarifying how the documents should be identified as
"reviewed" (i.e., electronically or manually), or suggested limiting the scope of
paragraph 19.b to "significant documents."
After considering these comments, the Board has decided to include this requirement in AS No. 7. Identifying a document as reviewed by the engagement
quality reviewer should not be unduly burdensome, and will provide an informative record. Such a record could provide registered firms, and the Board,
with better information about the EQR, which can be used to evaluate and
improve the EQR process. The Board believes it is unnecessary to require in
the standard a particular document identification method, such as electronic or
manual signature. Rather, this should be determined by each firm individually.
Second, a number of commenters believed that the requirement in paragraph
19.c to document details of significant discussions held by the reviewer, and
others who assisted the reviewer, would not improve audit quality and that it
would be costly to implement. These commenters suggested that the reviewer
might not be able to determine whether a discussion is significant at the time
a discussion is held and therefore feel compelled to document every discussion. In order to make clear that documentation of every discussion is neither
required nor a prudent use of resources, the Board has not included an explicit requirement to document discussions in AS No. 7. As explained above,
however, if documentation of a particular discussion is necessary "to enable an
experienced auditor, having no previous connection with the engagement, to
understand the procedures performed . . . to comply with the provisions of th[e]
standard," such documentation is required under the general documentation
requirement.

G. Effective Date
In reproposing the standard, the Board intended to make a final standard effective for EQRs of interim reviews for fiscal years beginning after December
15, 2009 and for EQRs of audits for fiscal years ending on or after December
15, 2009. Several commenters were concerned that the proposed effective date
would not allow for sufficient time to train the auditing firm's personnel and
implement the new EQR requirements. These commenters recommended that
the effective date of the EQR standard be linked to the beginning of an audit
period to provide adequate time for registered firms to prepare for adoption.
The Board agrees with the concerns expressed by the commenters and has decided to make AS No. 7 effective, subject to SEC approval, for both the EQR
of audits and the EQR of interim reviews for fiscal years beginning on or after
December 15, 2009.

H. Comparison with other EQR Standards
Three commenters suggested that the Board provide a comparison between
the EQR standard and standards of other standard-setters on this subject. One
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commenter noted that because issuer clients often represent a minor part of
a smaller firm's audit client base, the audit methodology of such a firm may
be based on other standards as well as PCAOB standards. In response, the
Board has described certain significant differences between the Board's EQR
standard and the analogous standards of the International Auditing and Assurance Standards Board ("IAASB")31 and the Auditing Standards Board ("ASB")
of the AICPA32 in Appendix 3. Each section of the appendix also includes references to the relevant paragraphs of AS No. 7.
Appendix 3 is provided for informational purposes only. It describes only certain
provisions of AS No. 7, and is not a substitute for the EQR standard itself. The
full text of AS No. 7 is included in Appendix 1 of this release. Compliance with
AS No. 7 is required for registered public accounting firms. Compliance with the
analogous ASB and IAASB standards is not sufficient to meet the requirements
of AS No. 7.
***
On the 28th day of July, in the year 2009, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
July 28, 2009

APPENDICES—
1.
2.
3.

Auditing Standard No. 7—Engagement Quality Review
Conforming Amendment to PCAOB Interim Quality Control
Standards
Analysis of Significant Differences between the Requirements of
Auditing Standard No. 7, Engagement Quality Review, of the
Public Company Accounting Oversight Board and the Analogous
Standards of the International Auditing and Assurance Standards Board, and the Auditing Standards Board of the American
Institute of Certified Public Accountants

31
International Standard on Quality Control 1, Quality Control for Firms that Perform Audits
and Reviews of Financial Statements, and Other Assurance and Related Services Engagements, and
International Standard on Auditing 220, Quality Control for an Audit of Financial Statements, issued
in December 2008.
32
AICPA, Statement on Quality Control Standards No. 7, A Firm's System of Quality Control
(October 2007).
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Appendix 1—Auditing Standard No. 7
Engagement Quality Review
[Supersedes SECPS Requirements of Membership 1000.08(f).]

Applicability of Standard
1. An engagement quality review and concurring approval of issuance are
required for each audit engagement and for each engagement to review interim financial information conducted pursuant to the standards of the Public
Company Accounting Oversight Board ("PCAOB").

Objective
2. The objective of the engagement quality reviewer is to perform an evaluation of the significant judgments made by the engagement team and the
related conclusions reached in forming the overall conclusion on the engagement and in preparing the engagement report, if a report is to be issued, in
order to determine whether to provide concurring approval of issuance.1

Qualifications of an Engagement Quality Reviewer
3. The engagement quality reviewer must be an associated person of a
registered public accounting firm. An engagement quality reviewer from the
firm that issues the engagement report (or communicates an engagement conclusion, if no report is issued) must be a partner or another individual in an
equivalent position. The engagement quality reviewer may also be an individual from outside the firm.2
4. As described below, an engagement quality reviewer must have competence, independence, integrity, and objectivity.
Note: The firm's quality control policies and procedures should include provisions to provide the firm with reasonable assurance that the engagement quality reviewer has sufficient competence, independence, integrity, and objectivity
to perform the engagement quality review in accordance with the standards of
the PCAOB.

1
In the context of an audit, "engagement report" refers to the audit report (or reports if, in an
integrated audit, the auditor issues separate reports on the financial statements and internal control
over financial reporting). In the context of an engagement to review interim financial information, the
term refers to the report on interim financial information. An engagement report might not be issued
in connection with a review of interim financial information. See paragraph .03 of AU section ("sec.")
722, Interim Financial Information.
2
An outside reviewer who is not already associated with a registered public accounting firm
would become associated with the firm issuing the report if he or she (rather than, or in addition
to, his or her firm or other employer): (1) receives compensation from the firm issuing the report
for performing the review or (2) performs the review as agent for the firm issuing the report. See
PCAOB Rule 1001(p)(i) for the definition of an associated person of a registered public accounting
firm.
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Competence
5. The engagement quality reviewer must possess the level of knowledge
and competence related to accounting, auditing, and financial reporting required to serve as the engagement partner on the engagement under review.3

Independence, Integrity, and Objectivity
6. The engagement quality reviewer must be independent of the company,
perform the engagement quality review with integrity, and maintain objectivity
in performing the review.
Note: The reviewer may use assistants in performing the engagement quality review. Personnel assisting the engagement quality reviewer also must be
independent, perform the assigned procedures with integrity, and maintain
objectivity in performing the review.

7. To maintain objectivity, the engagement quality reviewer and others
who assist the reviewer should not make decisions on behalf of the engagement team or assume any of the responsibilities of the engagement team. The
engagement partner remains responsible for the engagement and its performance, notwithstanding the involvement of the engagement quality reviewer
and others who assist the reviewer.
8. The person who served as the engagement partner during either of the
two audits preceding the audit subject to the engagement quality review may
not be the engagement quality reviewer. Registered firms that qualify for the exemption under Rule 2-01(c)(6)(ii) of Regulation S-X, 17 C.F.R. 210.2-01(c)(6)(ii),
are exempt from the requirement in this paragraph.

Engagement Quality Review for an Audit
Engagement Quality Review Process
9. In an audit engagement, the engagement quality reviewer should evaluate the significant judgments made by the engagement team and the related
conclusions reached in forming the overall conclusion on the engagement and
in preparing the engagement report. To evaluate such judgments and conclusions, the engagement quality reviewer should, to the extent necessary to satisfy the requirements of paragraphs 10 and 11: (1) hold discussions with the
engagement partner and other members of the engagement team, and (2) review documentation.
10. In an audit, the engagement quality reviewer should:
a.

Evaluate the significant judgments that relate to engagement
planning, including—
— The consideration of the firm's recent engagement experience with the company and risks identified in connection
with the firm's client acceptance and retention process,

3
The term "engagement partner" has the same meaning as the phrases "auditor with final responsibility for the audit" in AU sec. 311, Planning and Supervision, and "practitioner-in-charge of
an engagement" in PCAOB interim quality control standard QC sec. 40, The Personnel Management
Element of a Firm's System of Quality Control-Competencies Required by a Practitioner-in-Charge of
an Attest Engagement. QC sec. 40 describes the competencies required of a practitioner-incharge of
an attest engagement.

REL 2009-004

Engagement Quality Review

3263

— The consideration of the company's business, recent significant activities, and related financial reporting issues and
risks, and
— The judgments made about materiality and the effect of
those judgments on the engagement strategy.
b.

Evaluate the engagement team's assessment of, and audit responses to—
— Significant risks identified by the engagement team, including fraud risks, and
— Other significant risks identified by the engagement quality reviewer through performance of the procedures required by this standard.

c.

d.
e.

f.
g.

h.

i.

Note: A significant risk is a risk of material misstatement that is
important enough to require special audit consideration.
Evaluate the significant judgments made about (1) the materiality and disposition of corrected and uncorrected identified misstatements and (2) the severity and disposition of identified control deficiencies.
Review the engagement team's evaluation of the firm's independence in relation to the engagement.
Review the engagement completion document4 and confirm with
the engagement partner that there are no significant unresolved
matters.
Review the financial statements, management's report on internal control, and the related engagement report.
Read other information in documents containing the financial
statements to be filed with the Securities and Exchange Commission ("SEC")5 and evaluate whether the engagement team has
taken appropriate action with respect to any material inconsistencies with the financial statements or material misstatements
of fact of which the engagement quality reviewer is aware.
Based on the procedures required by this standard, evaluate
whether appropriate consultations have taken place on difficult
or contentious matters. Review the documentation, including conclusions, of such consultations.
Based on the procedures required by this standard, evaluate
whether appropriate matters have been communicated, or identified for communication, to the audit committee, management,
and other parties, such as regulatory bodies.

Evaluation of Engagement Documentation
11. In an audit, the engagement quality reviewer should evaluate whether
the engagement documentation that he or she reviewed when performing the
procedures required by paragraph 10—

4
Paragraph 13 of PCAOB Auditing Standard No. 3, Audit Documentation, requires the auditor
to identify all significant findings or issues in an engagement completion document.
5
See paragraphs .04–.06 of AU sec. 550, Other Information in Documents Containing Audited
Financial Statements; AU sec. 711, Filings Under Federal Securities Statutes.
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a.
b.

Indicates that the engagement team responded appropriately to
significant risks, and
Supports the conclusions reached by the engagement team with
respect to the matters reviewed.

Concurring Approval of Issuance
12. In an audit, the engagement quality reviewer may provide concurring
approval of issuance only if, after performing with due professional care6 the
review required by this standard, he or she is not aware of a significant engagement deficiency.
Note: A significant engagement deficiency in an audit exists when (1) the engagement team failed to obtain sufficient appropriate evidence in accordance
with the standards of the PCAOB, (2) the engagement team reached an inappropriate overall conclusion on the subject matter of the engagement, (3) the
engagement report is not appropriate in the circumstances, or (4) the firm is
not independent of its client.

13. In an audit, the firm may grant permission to the client to use the
engagement report only after the engagement quality reviewer provides concurring approval of issuance.7

Engagement Quality Review for a Review of Interim
Financial Information
Engagement Quality Review Process
14. In an engagement to review interim financial information, the engagement quality reviewer should evaluate the significant judgments made by the
engagement team and the related conclusions reached in forming the overall conclusion on the engagement and in preparing the engagement report,
if a report is to be issued. To evaluate such judgments and conclusions, the
engagement quality reviewer should, to the extent necessary to satisfy the requirements of paragraphs 15 and 16: (1) hold discussions with the engagement
partner and other members of the engagement team, and (2) review documentation.
15. In a review of interim financial information, the engagement quality
reviewer should:
a.

Evaluate the significant judgments that relate to engagement
planning, including the consideration of—
— The firm's recent engagement experience with the company and risks identified in connection with the firm's
client acceptance and retention process,
— The company's business, recent significant activities, and
related financial reporting issues and risks, and

6

See AU sec. 230, Due Professional Care in the Performance of Work.
Concurring approval of issuance by the engagement quality reviewer also is required when
reissuance of an engagement report requires the auditor to update his or her procedures for subsequent
events. In that case, the engagement quality reviewer should update the engagement quality review
by addressing those matters related to the subsequent events procedures.
7
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— The nature of identified risks of material misstatement
due to fraud.
b.

Evaluate the significant judgments made about (1) the materiality and disposition of corrected and uncorrected identified misstatements and (2) any material modifications that should be
made to the disclosures about changes in internal control over
financial reporting.

c.

Perform the procedures described in paragraphs 10.d and 10.e.

d.

Review the interim financial information for all periods presented
and for the immediately preceding interim period, management's
disclosure for the period under review, if any, about changes in
internal control over financial reporting, and the related engagement report, if a report is to be issued.

e.

Read other information in documents containing interim financial
information to be filed with the SEC8 and evaluate whether the
engagement team has taken appropriate action with respect to
material inconsistencies with the interim financial information or
material misstatements of fact of which the engagement quality
reviewer is aware.

f.

Perform the procedures in paragraphs 10.h and 10.i

Evaluation of Engagement Documentation
16. In a review of interim financial information, the engagement quality reviewer should evaluate whether the engagement documentation that he or she
reviewed when performing the procedures required by paragraph 15 supports
the conclusions reached by the engagement team with respect to the matters
reviewed.

Concurring Approval of Issuance
17. In a review of interim financial information, the engagement quality
reviewer may provide concurring approval of issuance only if, after performing
with due professional care the review required by this standard, he or she is
not aware of a significant engagement deficiency.
Note: A significant engagement deficiency in a review of interim financial information exists when (1) the engagement team failed to perform interim review
procedures necessary in the circumstances of the engagement, (2) the engagement team reached an inappropriate overall conclusion on the subject matter
of the engagement, (3) the engagement report is not appropriate in the circumstances, or (4) the firm is not independent of its client.

18. In a review of interim financial information, the firm may grant permission to the client to use the engagement report (or communicate an engagement
conclusion to its client, if no report is issued) only after the engagement quality
reviewer provides concurring approval of issuance.

8

See AU sec. 722.18f; AU sec. 711.

REL 2009-004

3266

Select PCAOB Releases

Documentation of an Engagement Quality Review
19. Documentation of an engagement quality review should contain sufficient information to enable an experienced auditor, having no previous connection with the engagement, to understand the procedures performed by the
engagement quality reviewer, and others who assisted the reviewer, to comply
with the provisions of this standard, including information that identifies:
a.

The engagement quality reviewer, and others who assisted the
reviewer,
b. The documents reviewed by the engagement quality reviewer, and
others who assisted the reviewer,
c. The date the engagement quality reviewer provided concurring
approval of issuance or, if no concurring approval of issuance was
provided, the reasons for not providing the approval.
20. Documentation of an engagement quality review should be included in
the engagement documentation.
21. The requirements related to retention of and subsequent changes to audit documentation in PCAOB Auditing Standard No. 3, Audit Documentation,
apply with respect to the documentation of the engagement quality review.
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Appendix 2—Conforming Amendment to PCAOB
Interim Quality Control Standards
QC sec. 20, ”System of Quality Control for a CPA Firm’s
Accounting and Auditing Practice”
QC section ("sec.") 20, "System of Quality Control for a CPA Firm's Accounting and Auditing Practice" of the Board's interim quality control standards is
amended as follows—
The third sentence of paragraph .18 of QC sec. 20 is replaced with the
following sentence:
These policies and procedures also should address engagement
quality reviews pursuant to PCAOB Auditing Standard No. 7,
Engagement Quality Review.
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Appendix 3—Analysis of Significant Differences
between the Requirements of Auditing Standard No. 7,
Engagement Quality Review, of the PCAOB and the
Analogous Standards of the IAASB, and the Auditing
Standards Board of the AICPA
Introduction
This appendix includes an analysis of significant differences between Auditing
Standard No. 7, Engagement Quality Review ("AS No. 7" or the "EQR standard") of the Public Company Accounting Oversight Board ("PCAOB"), and the
analogous standards of the Auditing Standards Board ("ASB") of the American Institute of Certified Public Accountants ("AICPA"),1 and the International
Auditing and Assurance Standards Board ("IAASB").2 This analysis may not
represent the views of the ASB or IAASB regarding the interpretation of their
standards.
Appendix 3 is provided for informational purposes only. It describes only certain
provisions of AS No. 7, and is not a substitute for the standard itself. The full
text of AS No. 7 is included in Appendix 1 of this release. Compliance with AS
No. 7 is required for registered public accounting firms. Compliance with the
analogous ASB and IAASB standards is not sufficient to meet the requirements
of AS No. 7.
The Board has developed AS No. 7 to enhance the quality of the engagement
quality review ("EQR") process by strengthening the provisions of the Board's
interim standard.3 Recently, the ASB and IAASB also updated their standards
related to the EQR, and the Board considered information in the standards of
the ASB and IAASB when developing its new EQR standard. As described in
this appendix, AS No. 7 includes provisions that are similar in terminology and
substance to those in the ASB and IAASB standards, and other provisions added
as necessary by the Board. For example, the Board included certain provisions
in AS No. 7 that are not included in the standards of the ASB or IAASB to:
comply with the requirements of the Sarbanes-Oxley Act ("the Act"); respond
to the feedback received on the interim standard from the Board's Standing
Advisory Group ("SAG") and information obtained through PCAOB oversight
of registered firms; and to ensure consistency of the provisions of AS No. 7 with
the provisions and terminology of other relevant standards of the PCAOB.
Some of the provisions of the IAASB standards described in this appendix are
included in the "Application and Other Explanatory Material" section of these
standards. That section "does not in itself impose a requirement," but "is relevant to the proper application of the requirements of an ISA."4 In contrast, the

1
AICPA, Statement on Quality Control Standards No. 7 ("SQCS No. 7"), A Firm's System of
Quality Control (October 2007).
2
International Standard on Quality Control 1 ("ISQC 1"), Quality Control for Firms that Perform
Audits and Reviews of Financial Statements, and Other Assurance and Related Services Engagements,
and International Standard on Auditing 220 ("ISA 220"), Quality Control for an Audit of Financial
Statements, issued in December 2008.
3
The Securities and Exchange Commission Practice Section ("SECPS") of the AICPA Requirements of Membership Sections 1000.08(f); 1000.39, Appendix E.
4
See paragraph A59 of ISA 200, Overall Objectives of the Independent Auditor and the Conduct
of an Audit in Accordance with International Standards on Auditing.
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comparable provisions of AS No. 7 are included in the standard, and establish
requirements.

Applicability
PCAOB
Section 103 of the Act requires the Board to adopt an EQR standard for audit
engagements.5 Because of the importance of interim financial information to
investors, the Board has decided to include a requirement to perform an EQR
for reviews of interim financial information performed in accordance with AU
section ("sec.") 722, Interim Financial Information, ("interim reviews") in the
EQR standard. Accordingly, AS No. 7 requires an EQR and concurring approval
of issuance for each audit engagement and for each interim review engagement
conducted pursuant to the standards of the PCAOB.6

ASB
SQCS No. 7 does not require an EQR for any type of engagement. Accounting
firms should determine whether an EQR is required for any engagement.7

IAASB
ISQC 1 requires an EQR only for audits of financial statements of listed entities.
Accounting firms should determine whether an EQR is required for any other
engagements.8

Qualifications of a Reviewer
PCAOB
Associated Person—In order to obtain cooperation with the Board of the individuals that perform an EQR,9 the Board included in AS No. 7 a requirement,
according to which the engagement quality reviewer must be an associated
person of a registered public accounting firm.10
A Reviewer from Outside the Firm—Similar to the standards of the ASB and
IAASB, AS No. 7 allows a qualified individual from outside the firm to perform
an EQR.11
Partner or Person in an Equivalent Position—Because the EQR is intended to
be an objective "second look" at work performed by the engagement team, the
reviewer should possess sufficient authority to be able to withstand pressure

5

See Section 103(a)(2)(A)(ii) of the Act.
See paragraph 1 of AS No. 7.
7
See paragraphs 80-81 and 83 of SQCS No. 7.
8
See paragraphs 35(a)-(b) of ISQC 1.
9
A registered public accounting firm has an obligation to secure and enforce consents to cooperate
with the Board from each associated person of the firm, see Section 102(b)(3) of the Act, including
those who become associated with the firm by performing the review. The Board also may directly
sanction any such person who fails to cooperate in an investigation or inspection. See Section 105(b)(3)
of the Act and PCAOB Rules 5110 and 4006.
10
See paragraph 3 of AS No. 7.
11
See id..
6
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from the engagement partner or other firm personnel, such as members of the
firm's national office. The Board believes that concerns about authority will
most often arise when the reviewer and the engagement partner are from the
same firm. Therefore, the Board included in AS No. 7 the requirement that an
in-house reviewer—but not one from outside the firm—be a partner or another
individual in an equivalent position.12
General Competence Requirement—The Board included in AS No. 7 a requirement for the reviewer to possess the level of knowledge and competence related
to accounting, auditing, and financial reporting required to serve as the engagement partner on the engagement under review.13 Without such knowledge and
competence, the reviewer would not be able to appropriately evaluate the significant judgments made and related conclusions reached by the engagement
team in an audit or an interim review.
Independence, Integrity, and Objectivity—The reviewer must comply with all
applicable independence requirements,14 and perform the review with integrity
and objectivity.15 The engagement quality reviewer should be able to take a step
back and conduct the review from the perspective of an outsider looking in.
Accordingly, AS No. 7 requires that the firm's quality control policies and procedures should include provisions to provide the firm with reasonable assurance that the engagement quality reviewer has sufficient competence, independence, integrity, and objectivity to perform the engagement quality review in
accordance with the standards of the PCAOB.16 As described later, the ASB
and IAASB contain similar provisions, except the standards of IAASB do not
include the direction on independence for the reviewer.
While AS No. 7 does not contain the direction included in the standards of ASB
and IAASB that the firm's policies and procedures should establish the degree
to which a reviewer can be consulted on the engagement without compromising his or her objectivity,17 or provide for the replacement of the reviewer when
the reviewer's ability to perform an objective review has been, or may be, impaired,18 such direction is implicit in the requirement of AS No. 7 that a reviewer
must maintain objectivity in performing the EQR.19 Importantly, AS No. 7 provides direction on maintaining objectivity, according to which the engagement
quality reviewer and others who assist the reviewer should not make decisions
on behalf of the engagement team or assume any of the responsibilities of the
engagement team.20
"Cooling-off" period—An engagement quality reviewer is expected to take a
fresh, objective look at the engagement. The Board believes that it would be
harder for an engagement partner, who has had overall responsibility for the

12

See id.
See paragraph 5 of AS No. 7. PCAOB interim quality control standards describe the competencies required of a person who has the overall responsibility for an engagement (or any practitionerin-charge of an attest engagement). See QC sec. 40, The Personnel Management Element of a Firm's
System of Quality Control- Competencies Required by a Practitioner-in-Charge of an Attest Engagement.
14
See, e.g., Rule 2-01(c)(6) of Regulation S-X, 17 C.F.R. § 210.2-01(c)(6) (subjecting the engagement
quality reviewer to the five-year partner rotation requirement).
15
See ET sec. 102, Integrity and Objectivity, and ET sec. 191, Ethics Rulings on Independence,
Integrity, and Objectivity.
16
See paragraph 4 of AS No. 7.
17
See paragraph 96 of SQCS No. 7; paragraph 39(b) of ISQC 1.
18
See paragraph 97 of SQCS No. 7; paragraph 41 of ISQC 1.
19
See paragraph 6 of AS No. 7.
20
See paragraph 7 of AS No. 7.
13
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audit for a year or more, to perform the EQR with the necessary level of objectivity. Accordingly, AS No. 7 includes a requirement, according to which the
reviewer may not be the person who served as the engagement partner during
either of the two audits preceding the audit subject to the EQR. (Registered
firms that qualify for the exemption under Rule 2- 01(c)(6)(ii) of Regulation
S-X, 17 C.F.R. §210.2-01(c)(6)(ii), are exempt from this requirement.)21

ASB
SQCS No. 7 requires an auditing firm to establish the engagement quality
reviewer qualifications, including those related to experience, authority, and
objectivity.22 SQCS No. 7 describes the engagement quality reviewer as a partner, other person in the firm, qualified external person, or a team made up of
such individuals, none of whom is part of the engagement team, with sufficient
and appropriate experience and authority to perform the EQR.23 According to
SQCS No. 7, what constitutes sufficient and appropriate technical experience,
and authority depends on the circumstances of the engagement.24
SQCS No. 7 does not include a "cooling-off" period, or a requirement for the
reviewer to be an associated person of a registered public accounting firm.
Similar to AS No. 7, SQCS No. 7 requires that the firm establish policies and
procedures designed to maintain the objectivity of the reviewer, and that such
policies and procedures provide that the reviewer should satisfy the independence requirements relating to the engagements reviewed.25 Unlike AS No. 7,
SQCS No. 7 does not provide a specific direction on maintaining objectivity. Instead, SQCS No. 7 provides examples of policies and procedures for maintaining
the objectivity of the reviewer.26

IAASB
ISQC 1 requires an auditing firm to establish the engagement quality reviewer
qualification requirements, including those related to experience, authority, and
objectivity.27 The engagement quality reviewer is described as a partner, other
person in the firm, suitably qualified external person, or a team made up of
such individuals, none of whom is part of the engagement team, with sufficient
and appropriate experience and authority to objectively evaluate the significant judgments the engagement team made and the conclusions it reached in
formulating the report.28 The application materials in ISQC 1 state that what
constitutes sufficient and appropriate technical expertise, experience and authority depends on the circumstances of the engagement.29
ISQC 1 and ISA 220 do not include reviewer independence or "cooling-off" requirements, or a requirement for the reviewer to be an associated person of a
registered public accounting firm.
Similar to AS No. 7, ISQC 1 requires that the firm establish policies and procedures designed to maintain the objectivity of the reviewer.30 Unlike AS No. 7,

21
22
23
24
25
26
27
28
29
30

See paragraph 8 of AS No. 7.
See paragraphs 92-94 of SQCS No. 7.
See paragraph 5.e of SQCS No. 7.
See paragraph 93 of SQCS No. 7.
See paragraph 94 of SQCS No. 7.
See paragraph 95 of SQCS No. 7.
See paragraphs 39 and 40 of ISQC 1.
See paragraph 12(e) of ISQC 1; paragraph 7(c) of ISA 220.
See paragraph A47 of the Application and Other Explanatory Materials of ISQC 1.
See paragraph 40 of ISQC 1.
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the IAASB standards do not provide specific direction on maintaining objectivity. Instead, the application materials of ISQC 1 discuss policies and procedures
for maintaining the objectivity of the reviewer.31

Engagement Quality Review for an Audit
Engagement Quality Review Process
PCAOB
Similar to the standards of the ASB and IAASB, AS No. 7 requires the reviewer to evaluate the significant judgments made and the related conclusions
reached by the engagement team in forming the overall conclusion on the engagement and in preparing the engagement report; and to carry out the review
through discussions with those performing the engagement and the review of
documentation.32
Further, AS No. 7 specifically requires the reviewer, among other things, to
evaluate:
— The significant judgments that relate to engagement planning;33
— The engagement team's assessment of and audit responses to significant risks, including fraud risks;34 and
— The significant judgments made about identified misstatements and
control deficiencies.35
Also, AS No. 7 contains a requirement, similar to a requirement for audits of
listed entities in ISA 220, according to which the reviewer, based on the procedures required by the standard, should evaluate whether appropriate consultations have taken place on difficult or contentious matters, and review the
documentation, including conclusions, of such consultations.36
According to PCAOB Rule 3520, Auditor Independence, "[a] registered public
accounting firm and its associated persons must be independent of the firm's audit client throughout the audit and professional engagement period." Because of
the importance of compliance with PCAOB and Securities and Exchange Commission ("SEC") independence requirements, AS No. 7 requires the reviewer to
review the engagement team's evaluation of the firm's independence in relation
to the engagement.37
In 2004, the Board adopted Auditing Standard No. 3, Audit Documentation
("AS No. 3"). According to paragraph 13 of AS No. 3, the auditor must identify
all significant findings or issues in an engagement completion document. AS
No. 7 requires the reviewer to review the engagement completion document
and confirm with the person who has overall responsibility for the engagement
that there are no significant unresolved matters.38

31
32
33
34
35
36
37
38

See paragraph A49 of the Application and Other Explanatory Materials of ISQC 1.
See paragraph 9 of AS No. 7.
See paragraph 10.a of AS No. 7.
See paragraph 10.b of AS No. 7.
See paragraph 10.c of AS No. 7.
See paragraph 10.h of AS No. 7.
See paragraph 10.d of AS No. 7.
See paragraph 10.e of AS No. 7.
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Similar to the standards of the ASB and IAASB, AS No. 7 requires the reviewer
to review the financial statements and the related engagement report.39 Additionally, because an integrated audit includes an audit of internal control over
financial reporting,40 AS No. 7 requires the reviewer to review management's
report on internal control.41
An issuer may publish various documents that contain information in addition
to audited financial statements and the auditor's report thereon. The auditor
is required to read the other information and consider whether such information, or the manner of its presentation, is materially inconsistent with information, or the manner of its presentation, appearing in the financial statements.42 Accordingly, AS No. 7 requires the reviewer to read other information
in documents containing the financial statements to be filed with the SEC and
evaluate whether the engagement team has taken appropriate action with respect to any material inconsistencies with the financial statements or material
misstatements of fact of which the engagement quality reviewer is aware.43
Finally, because of the importance to the audit process of effective communication between the auditor and those charged with governance, AS No. 7 requires
the reviewer, based on the procedures required by the standard, to evaluate
whether appropriate matters have been communicated, or identified for communication, to the audit committee, management, and other parties, such as
regulatory bodies.44

ASB
Similar to AS No. 7, SQCS No. 7 requires that the EQR procedures include an
objective evaluation of the significant judgments made by the engagement team
and the conclusions reached in formulating the report.45 The EQR performed in
accordance with SQCS No. 7 should include: reading the financial statements
or other subject matter information and the report and considering whether
the report is appropriate; review of selected documentation; and a discussion
with the engagement partner regarding significant findings and issues.46
In addition to the required procedures summarized in the preceding paragraph,
an EQR performed in accordance with SQCS No. 7 may include consideration
of certain other matters, examples of which are provided in the standard. SQCS
No. 7 also provides examples of significant judgments that could be made by
the engagement team.47

IAASB
The EQR procedures required by the standards of the IAASB are similar to
those required by the ASB.48 Additionally, for audits of listed entities, the
IAASB standards require the reviewer to consider: the engagement team's evaluation of the firm's independence in relation to the engagement; and whether
39

See paragraph 10.f of AS No. 7.
PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements establishes requirements and provides direction that
apply when an auditor is engaged to perform an audit of management's assessment of the effectiveness
of internal control over financial reporting.
41
See paragraph 10.f of AS No. 7.
42
See AU sec. 550, Other Information in Documents Containing Audited Financial Statements.
43
See paragraph 10.g of AS No. 7.
44
See paragraph 10.i of AS No. 7.
45
See paragraph 85 of SQCS No. 7.
46
See paragraphs 86 and 87 of SQCS No. 7.
47
See paragraphs 88 and 89 of SQCS No. 7.
48
See paragraph 37 of ISQC 1; paragraph 20 of ISA 220.
40
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appropriate consultation has taken place on matters involving differences of
opinion or other difficult or contentious matters, and the conclusions arising
from those consultations.49

Evaluation of Engagement Documentation
PCAOB
AS No. 7 includes a documentation review requirement that is similar to the requirement for audits of listed entities in the IAASB standards. According to AS
No. 7, the reviewer should evaluate whether the engagement documentation
that he or she reviewed when performing the required EQR procedures indicates that the engagement team responded appropriately to significant risks
and supports the conclusions reached by the engagement team with respect to
the matters reviewed.50

ASB
Unlike AS No. 7, SQCS No. 7 does not require the reviewer to evaluate whether
the engagement documentation satisfies certain criteria. Instead, SQCS No. 7
states that an EQR may include consideration of whether working papers selected for review reflect the work performed in relation to the significant judgments and support the conclusions reached.51

IAASB
Similar to AS No. 7, the IAASB standards require, for audits of financial statements of listed entities, that the reviewer consider whether audit documentation selected for review reflects the work performed in relation to the significant
judgments and supports the conclusions reached.52

Concurring Approval of Issuance and Resolution
of Differences of Opinion
PCAOB
Under the Act,53 the Board's standard on EQR must require concurring approval of issuance of each audit report. AS No. 7 states that the engagement
quality reviewer may provide concurring approval of issuance only if, after performing with due professional care the review required by the standard, he or
she is not aware of a significant engagement deficiency.54 The firm may grant
permission to the client to use the engagement report only after the engagement
quality reviewer provides concurring approval of issuance.55
Unlike the standards of the ASB and IAASB, AS No. 7 does not include an explicit provision for addressing differences of opinion. Firms may develop their
49

See paragraphs 38(a) and 38(b) of ISQC 1; paragraphs 21(a) and 21(b) of ISA 220.
See paragraph 11 of AS No. 7.
51
See paragraph 88 of SQCS No. 7.
52
See paragraph 38(c) of ISQC 1; paragraph 21(c) of ISA 220.
53
See Section 103(a)(2)(A)(ii) of the Act.
54
According to paragraph 12 of AS No. 7, "A significant engagement deficiency in an audit exists
when (1) the engagement team failed to obtain sufficient appropriate evidence in accordance with the
standards of the PCAOB, (2) the engagement team reached an inappropriate overall conclusion on the
subject matter of the engagement, (3) the engagement report is not appropriate in the circumstances,
or (4) the firm is not independent of its client."
55
See paragraph 13 of AS No. 7.
50
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own procedures for resolving such differences. Ultimately, however, under the
standard, the reviewer may not provide concurring approval of issuance if there
remains a significant engagement deficiency. If no concurring approval is provided, AS No. 7 requires that the EQR documentation include information that
identifies the reasons for not providing the approval.

ASB
SQCS No. 7 does not include a requirement for the engagement quality reviewer
to provide concurring approval of issuance. Instead, SQCS No. 7 requires the
EQR be completed before the engagement report is released.56 According to
SQCS No. 7, when the engagement quality reviewer makes recommendations
that the engagement partner does not accept and the matter is not resolved to
the reviewer's satisfaction, the firm's procedures for dealing with differences
of opinion apply.57 The firm's policies and procedures should require that conclusions reached be documented and implemented, and the engagement report
not be released until the matter, on which the difference of opinion has arisen,
is resolved.58

IAASB
The standards of the IAASB do not include a requirement for the engagement
quality reviewer to provide concurring approval of issuance. Instead, the IAASB
standards require that the engagement partner should not date the auditor's
report until the completion of the EQR.59 If differences of opinion arise between
the engagement partner and the engagement quality reviewer, ISA 220 requires
the engagement team to follow the firm's policies and procedures for dealing
with and resolving differences of opinion.60 ISQC 1 requires the firm to establish
policies and procedures for dealing with and resolving differences of opinion
between the engagement partner and the engagement quality reviewer. Such
policies and procedures shall require that conclusions reached be documented
and implemented, and the report not be dated until the matter is resolved.61

Documentation of an EQR
PCAOB
Because of deficiencies in the documentation of concurring reviews, the Board
decided to strengthen the existing documentation requirements. AS No. 7 requires that documentation of an EQR should contain sufficient information
to enable an experienced auditor, having no previous connection with the engagement, to understand the procedures performed by the engagement quality
reviewer, and others who assisted the reviewer, to comply with the provisions
of the standard, including information that identifies: the engagement quality reviewer, and others who assisted the reviewer; the documents reviewed by
the engagement quality reviewer and others who assisted the reviewer; and the
date the engagement quality reviewer provided concurring approval of issuance

56
57
58
59
60
61

See paragraph 81 of SQCS No. 7.
See paragraph 91 of SQCS No. 7.
See paragraph 78 of SQCS No. 7.
See paragraph 36 of ISQC 1; paragraph 19(c) of ISA 220.
See paragraph 22 of ISA 220.
See paragraphs 43-44 of ISQC 1.
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or, if no concurring approval of issuance was provided, the reasons for not providing the approval.62
Unlike the standards of the ASB or the IAASB, AS No. 7 requires that the
documentation of an EQR be included in the engagement documentation and
provides requirements related to retention of and subsequent changes to the
EQR documentation.63

ASB
According to SQCS No. 7, the documentation of an EQR should state that the
procedures required by the firm's policies on EQR have been performed, the
EQR has been completed before the report is released, and the reviewer is not
aware of any unresolved matters that would cause the reviewer to believe that
the significant judgments the engagement team made and the conclusions they
reached were not appropriate.64
SQCS No. 7 requires that the firm should: establish procedures designed to
maintain the confidentiality, safe custody, integrity, accessibility, and retrievability of engagement documentation; and establish policies and procedures for
the retention of engagement documentation for a period sufficient to meet the
needs of the firm, professional standards, laws, and regulations.65

IAASB
The engagement quality reviewer is required to document that the procedures
required by the firm's policies on the EQR have been performed, the EQR has
been completed on or before the date of the auditor's report, and the reviewer is
not aware of any unresolved matters that would cause the reviewer to believe
that the significant judgments the engagement team made and the conclusions
they reached were not appropriate.66
ISQC 1 requires that the firm should establish policies and procedures related
to the completion of the assembly of final engagement files; confidentiality, safe
custody, integrity, accessibility and retrievability of engagement documentation; and retention of engagement documentation.67

62
63
64
65
66
67

See paragraph 19 of AS No. 7.
See paragraph 20–21 of AS No. 7.
See paragraph 99 of SQCS No. 7.
See paragraphs 63-71 of SQCS No. 7.
See paragraph 42 of ISQC 1; paragraph 25 of ISA 220.
See paragraphs 45-47 of ISQC 1.
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Auditing Standards Related to the Auditor’s
Assessment of and Response to Risk and
Related Amendments to PCAOB Standards
PCAOB Release No. 2010-004
August 5, 2010
PCAOB Rulemaking
Docket Matter No. 026

Summary
After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") is adopting eight auditing standards related to the auditor's assessment of and response to risk that will supersede six of the Board's
interim auditing standards and related amendments to PCAOB standards. The
eight auditing standards and related amendments will be applicable to all registered firms conducting audits in accordance with PCAOB standards.

Board Contacts
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org),
Jessica Watts, Associate Chief Auditor (202/207-9376, wattsj@pcaobus.org),
Hasnat Ahmad, Assistant Chief Auditor (202/2079349, ahmadh@pcaobus.org),
Diane Jules, Assistant Chief Auditor (202/207-9111, julesd@pcaobus.org), and
Hong Zhao, Assistant Chief Auditor (202/207-9355, zhaoh@pcaobus.org).
*****

I. Introduction
The Board is adopting eight auditing standards and related amendments that
benefit investors by establishing requirements that enhance the effectiveness of
the auditor's assessment of and response to the risks of material misstatement
in an audit.
In an audit performed in accordance with PCAOB standards, risk underlies the
entire audit process, including the procedures that the auditor performs to support the opinion expressed in the auditor's report. Most of the Board's interim
auditing standards relating to assessing and responding to risk in an audit of
financial statements were developed in the 1980s.1 Those standards described
in general terms the auditor's responsibilities for assessing and responding to
risk. They directed auditors to vary the amount of audit attention related to particular financial statement accounts based on the risks presented by them. The

1
Examples of those standards include AU sec. 312, Audit Risk and Materiality in Conducting an
Audit, and AU sec. 319, Consideration of Internal Control in a Financial Statement Audit.
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standards also allowed the auditor to use tests of controls to reduce substantive
testing.2
A number of factors and events led the Board to reexamine those standards and
seek to improve them. These included the widespread use of risk-based audit
methodologies; recommendations to the profession on ways in which auditors
could improve risk assessment;3 advice from the Board's Standing Advisory
Group ("SAG");4 adoption of Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements; and observations from the Board's oversight activities.
On October 21, 2008, the Board proposed a set of auditing standards to update
the requirements for assessing and responding to risk in an audit ("the original proposed standards").5 The original proposed standards were intended to
improve the auditing standards and to benefit investors by establishing requirements that enhance the effectiveness of auditors' assessment of and response
to risk through:

•

Performing procedures that provide a reasonable basis for identifying and assessing risks of material misstatement, whether due
to error or fraud

•

Tailoring the audit to respond appropriately to the risks of material misstatement

•

Making a comprehensive evaluation of the evidence obtained during the audit to form the opinion(s) in the auditor's report

The Board also sought to emphasize the auditor's responsibilities for consideration of fraud by incorporating requirements for identifying and responding to
the risks of material misstatement due to fraud ("fraud risks") and evaluating
audit results from the existing PCAOB standard, AU sec. 316, Consideration
of Fraud in a Financial Statement Audit.6 Incorporating these requirements
makes clear that the auditor's responsibilities for assessing and responding to
fraud risks are an integral part of the audit process rather than a separate, parallel process. It also benefits investors by prompting auditors to make a more
thoughtful and thorough assessment of fraud risks and to develop appropriate
audit responses.
Improvements in the standards related to risk assessment also should enhance
integration of the audit of financial statements with the audit of internal control
over financial reporting ("audit of internal control") by articulating a process for
identifying and assessing risks of material misstatement that applies to both
portions of the integrated audit when the auditor is performing an integrated
audit.
Many commenters on the original proposed standards were supportive of the
Board's efforts to update its risk assessment requirements and offered numerous suggestions for changing the original proposed standards. After considering
2

AU sec. 319.
See, e.g., Public Oversight Board, Panel on Audit Effectiveness ("PAE"), Report and Recommendations (August 31, 2000). For a summary of the PAE's recommendations related to risk assessment, see PCAOB Standing Advisory Group ("SAG") Meeting Briefing Paper, "Risk Assessment in
Financial Statement Audits" (February 16, 2005), Appendix A, available at: http://pcaobus.org/News/
Events/Pages/02162005_SAGMeeting.aspx.
4
Webcasts of SAG meetings are available on the Board's Web site at: http://pcaobus.org/
News/Webcasts/Pages/default.aspx.
5
PCAOB Release No. 2008-006, Proposed Auditing Standards Related to the Auditor's Assessment
of and Response to Risk (October 21, 2008).
6
Paragraphs .14–.51 and paragraphs .68–.78 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
3
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all of the comments received on those standards, the Board made numerous refinements to the original proposed standards. Because the standards address
many fundamental aspects of the audit process and are expected to serve as
a foundation for future standards-setting, the Board reproposed the standards
for public comment on December 17, 2009 ("the reproposed standards").7
The Board received 23 comment letters on the reproposed standards.8 The
Board discussed the comments received with the SAG on April 8, 2010.9 Most
commenters were generally supportive of the reproposed standards and the
improvements made to those standards. Many commenters also offered suggestions to improve the standards, which the Board has carefully analyzed.
After consideration of the comments received, the Board has refined the standards to provide additional clarity. The Board has decided to adopt the following standards for assessing and responding to risk in an audit and the related
amendments to PCAOB standards:

•
•
•
•

Auditing Standard No. 8, Audit Risk

•

Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement

•

Auditing Standard No. 13, The Auditor's Responses to the Risks of
Material Misstatement

•
•

Auditing Standard No. 14, Evaluating Audit Results

Auditing Standard No. 9, Audit Planning
Auditing Standard No. 10, Supervision of the Audit Engagement
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit

Auditing Standard No. 15, Audit Evidence

Appendices 1–8 of this release present the auditing standards, and Appendix
9 presents the related amendments to PCAOB standards.

II. Notable Areas of Change in the Standards
The changes made to the reproposed standards reflect refinements rather than
significant shifts in approach. This section describes the areas of change to the
reproposed standards that are most notable, e.g., because they affect multiple
standards or multiple sections of an individual standard. Appendix 10 discusses
these and other changes in more detail.

A. Planning and Supervision Standards
The reproposed standards included a standard covering both audit planning
and supervision. Some commenters observed that audit planning and supervision should be covered in separate standards.
Audit planning and supervision, although related in some respects, are distinct activities that should be presented in separate standards. Accordingly,
7
PCAOB Release No. 2009-007, Proposed Auditing Standards Related to the Auditor's Assessment
of and Response to Risk (December 17, 2009).
8
Comments on the original proposed standards and the reproposed standards are available on
the Board's Web site at: http://pcaobus.org/Rules/Rulemaking/Pages/Docket026.aspx.
9
A transcript of the portion of the meeting that related to the reproposed standards is available
on the Board's Web site at: http://pcaobus.org/Rules/Rulemaking/Pages/Docket026.aspx.
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the Board has divided the planning and supervision standard into separate
standards for planning and for supervision. Presenting the requirements for
planning and supervision in separate standards is a technical change that,
by itself, does not affect the auditor's responsibilities for planning the audit
or supervision of the work of engagement team members as described in the
reproposed standards.

B. Requirements for Multi-location Audits
The reproposed standard on audit planning and supervision included requirements regarding establishing the scope of testing of individual locations in
multi-location engagements. The reproposed standard on consideration of materiality in planning and performing an audit included requirements for determining materiality of individual locations in multi-location audits. Some
commenters requested clarification on the Board's expectations regarding how
to apply those requirements in audits in which part of the work is performed
by other auditors, specifically, auditors of financial statements of individual locations or business units that are included in the consolidated financial statements.
The multi-location requirements have been revised to take into account situations in which part of the work is performed by other auditors.10 Appendix 10
discusses those revisions in more detail and explains the Board's expectations
regarding how to apply the respective requirements in situations involving
other auditors.
The reproposed standard on audit planning and supervision also included a
statement, similar to a statement in Auditing Standard No. 5, that "The direction in paragraph 5 of Proposed Auditing Standard, The Auditor's Responses to
the Risks of Material Misstatement, regarding incorporating an element of unpredictability in the auditing procedures means that the auditor should vary
the nature, timing, and extent of audit procedures at locations or business
units from year to year." Some commenters stated that the statement in the
reproposed audit planning and supervision standard was unnecessarily prescriptive. After considering the comments received, the requirement regarding
unpredictability was removed from the audit planning standard, and the discussion in Auditing Standard No. 13 regarding incorporating an element of
unpredictability was expanded to include varying the testing in the selected locations.11 However, this does not change the requirements in Auditing Standard
No. 5 regarding incorporating unpredictability in testing controls at individual
locations in audits of internal control.12

C. Requirement for Performing Walkthroughs
In the original proposed standards, the standard on identifying and assessing
risks of material misstatement referred auditors to Auditing Standard No. 5 for
a discussion of the performance of walkthroughs. Some commenters on the original proposed standards stated that the proposed standard should include a discussion of walkthroughs rather than referring to Auditing Standard No. 5. The

10
Paragraphs 11–14 of Auditing Standard No. 9, Audit Planning, and paragraph 10 of Auditing
Standard No. 11, Consideration of Materiality in Planning and Performing an Audit.
11
Paragraph 5 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
12
Paragraphs 61 and B13 of Auditing Standard No. 5.
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reproposed standard on identifying and assessing risks of material misstatement included a discussion of the objectives for understanding likely sources
of potential misstatements and of performing walkthroughs, which paralleled
a discussion in Auditing Standard No. 5.13 Some commenters expressed concerns that those new requirements would lead to unnecessary walkthroughs,
particularly in audits of financial statements only.
The intention of including the discussion of walkthroughs was to describe how to
perform walkthroughs, not to impose additional requirements regarding when
to perform walkthroughs. The discussion has been revised to focus on how the
auditor should perform walkthroughs, and the discussion of the objectives for
understanding likely sources of potential misstatements has been removed.14
Consequently, the objectives in paragraph 34 of Auditing Standard No. 5 for
understanding potential sources of likely misstatement will continue to apply
only to integrated audits.

D. Requirements Regarding Financial Statement Disclosures
Because of the importance of disclosures to the fair presentation of financial
statements and based on observations from the Board's oversight activities, the
reproposed standards included additional requirements intended to increase
the auditor's attention on the disclosures in the financial statements. For example, the reproposed standard on identifying and assessing risks of material
misstatement included a new requirement related to developing an expectation
about the necessary financial statement disclosures as part of obtaining an understanding of the company and its environment. Some commenters stated
that the requirements should be clarified as applying to disclosures required
by the applicable financial reporting framework. Also, the reproposed standard
on evaluating audit results included expanded requirements for the auditor
to evaluate whether the financial statements include the required disclosures.
Some commenters stated that the standard should clarify that the requirements
apply only to material disclosures.
After analyzing the comments, those two requirements have been revised to
clarify that they refer to the fair presentation of the financial statements in
conformity with the applicable financial reporting framework.15

III. Additional Discussion of Standards and Comments
Some commenters on the reproposed standards stated that the Board should
provide more information about its requirements, including how the requirements are expected to affect audits. Commenters requested information about
how the Board's standards compare to the standards of other standards-setters.
Some commenters also requested more explanation for certain requirements in
the Board's reproposed standards.
Appendix 10 of this release has been expanded to provide additional background
for certain requirements in the Board's standards and further discussion of the
Board's responses to comments, including the basis for its conclusions regarding
certain requirements.

13

Paragraph 34 of Auditing Standard No. 5.
Paragraphs 37–38 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.
15
Paragraph 13 of Auditing Standard No. 12 and paragraph 31 of Auditing Standard No. 14,
Evaluating Audit Results.
14
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In analyzing comments on the appendix to the reproposed standards that compared the reproposed standards to the analogous standards of the International
Auditing and Assurance Standards Board ("IAASB") and the Auditing Standards Board ("ASB") of the American Institute of Certified Public Accountants,
the Board observed that a number of the explanations sought by commenters,
e.g., the reasons for the differences in certain requirements, were discussed elsewhere in the release, e.g., in the appendix that provided additional discussion
of comments.
Appendix 10 of this release discusses the principal rationale for the objectives
and requirements in the standards being adopted today. Appendix 11 of this
release discusses certain differences between the objectives and requirements
of the PCAOB standards and the analogous standards of the IAASB and ASB.
When a difference between the Board's standards and the analogous standards
of the IAASB and ASB is noted, Appendix 11 contains a reference to the discussion of the Board's requirements in Appendix 10.

IV. Effective Date
The release accompanying the reproposed standards stated that the Board expects that the standards would be effective for audits of fiscal years beginning on
or after December 15, 2010, subject to approval by the Securities and Exchange
Commission ("SEC"), and the Board requested comment on the proposed effective date. Several commenters stated that the Board should establish sufficient
time for auditing firms to make changes to their methodologies and train their
staff on the new risk assessment standards.
After considering the comments received and the timing of the adoption of the
standards, the Board has determined that the accompanying standards and
related amendments will be effective, subject to SEC approval, for audits of fiscal periods beginning on or after December 15, 2010. In its determination, the
Board considered that many auditors already employ risk-based audit methodologies, which should facilitate the methodology changes and training necessary
to implement the standards by the effective date.
***
On the 5th day of August, in the year 2010, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
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Appendix 1—Auditing Standard No. 8
Audit Risk
Introduction
1. This standard discusses the auditor's consideration of audit risk in an
audit of financial statements as part of an integrated audit1 or an audit of
financial statements only.

Objective
2. The objective of the auditor is to conduct the audit of financial statements in a manner that reduces audit risk to an appropriately low level.

Audit Risk
3. To form an appropriate basis for expressing an opinion on the financial
statements, the auditor must plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement2 due to error or fraud. Reasonable assurance3 is obtained by reducing
audit risk to an appropriately low level through applying due professional care,
including obtaining sufficient appropriate audit evidence.
4. In an audit of financial statements, audit risk is the risk that the auditor
expresses an inappropriate audit opinion when the financial statements are
materially misstated, i.e., the financial statements are not presented fairly in
conformity with the applicable financial reporting framework. Audit risk is a
function of the risk of material misstatement and detection risk.
Note: The auditor should look to the requirements of the Securities and Exchange Commission for the company under audit with respect to the accounting
principles applicable to that company.

Risk of Material Misstatement
5. The risk of material misstatement refers to the risk that the financial
statements are materially misstated. Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement, indicates that the auditor should
assess the risks of material misstatement at two levels: (1) at the financial
statement level and (2) at the assertion4 level.5
1
When the auditor is performing an integrated audit of financial statements and internal control
over financial reporting, the requirements in Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements, also apply. However, the risks of material misstatement of the financial statements are the same for both the audit
of financial statements and the audit of internal control over financial reporting.
2
Misstatement is defined in Appendix A of Auditing Standard No. 14, Evaluating Audit Results.
3
See AU sec. 110, Responsibilities and Functions of the Independent Auditor, and paragraph .10
of AU sec. 230, Due Professional Care in the Performance of Work, for a further discussion of reasonable
assurance.
4
See Auditing Standard No. 15, Audit Evidence, for a description of financial statement assertions.
5
Paragraph 59 of Auditing Standard No. 12.
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6. Risks of material misstatement at the financial statement level relate
pervasively to the financial statements as a whole and potentially affect many
assertions. Risks of material misstatement at the financial statement level may
be especially relevant to the auditor's consideration of the risk of material misstatement due to fraud. For example, an ineffective control environment, a lack
of sufficient capital to continue operations, and declining conditions affecting
the company's industry might create pressures or opportunities for management to manipulate the financial statements, leading to higher risk of material
misstatement.
7. Risk of material misstatement at the assertion level consists of the following components:
Inherent risk, which refers to the susceptibility of an assertion
to a misstatement, due to error or fraud, that could be material,
individually or in combination with other misstatements, before
consideration of any related controls.
b. Control risk, which is the risk that a misstatement due to error or
fraud that could occur in an assertion and that could be material,
individually or in combination with other misstatements, will not
be prevented or detected on a timely basis by the company's internal control. Control risk is a function of the effectiveness of the
design and operation of internal control.
8. Inherent risk and control risk are related to the company, its environment, and its internal control, and the auditor assesses those risks based on
evidence he or she obtains. The auditor assesses inherent risk using information obtained from performing risk assessment procedures and considering the
characteristics of the accounts and disclosures in the financial statements.6 The
auditor assesses control risk using evidence obtained from tests of controls (if
the auditor plans to rely on those controls to assess control risk at less than
maximum) and from other sources.7
a.

Detection Risk
9. In an audit of financial statements, detection risk is the risk that the
procedures performed by the auditor will not detect a misstatement that exists
and that could be material, individually or in combination with other misstatements. Detection risk is affected by (1) the effectiveness of the substantive procedures and (2) their application by the auditor, i.e., whether the procedures
were performed with due professional care.
10. The auditor uses the assessed risk of material misstatement to determine the appropriate level of detection risk for a financial statement assertion.
The higher the risk of material misstatement, the lower the level of detection
risk needs to be in order to reduce audit risk to an appropriately low level.
11. The auditor reduces the level of detection risk through the nature,
timing, and extent of the substantive procedures performed. As the appropriate
level of detection risk decreases, the evidence from substantive procedures that
the auditor should obtain increases.8

6

Paragraph 59.a. of Auditing Standard No. 12.
Paragraphs 32–34 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
8
Paragraph 37 of Auditing Standard No. 13.
7

REL 2010-004

3286

Select PCAOB Releases

Appendix 2—Auditing Standard No. 9
Audit Planning
Introduction
1. This standard establishes requirements regarding planning an audit.

Objective
2. The objective of the auditor is to plan the audit so that the audit is
conducted effectively.

Responsibility of the Engagement Partner for Planning
3. The engagement partner 1 is responsible for the engagement and its
performance. Accordingly, the engagement partner is responsible for planning
the audit and may seek assistance from appropriate engagement team members in fulfilling this responsibility. Engagement team members who assist the
engagement partner with audit planning also should comply with the relevant
requirements in this standard.

Planning an Audit
4. The auditor should properly plan the audit. This standard describes the
auditor's responsibilities for properly planning the audit.2
5. Planning the audit includes establishing the overall audit strategy for
the engagement and developing an audit plan, which includes, in particular,
planned risk assessment procedures and planned responses to the risks of material misstatement. Planning is not a discrete phase of an audit but, rather, a
continual and iterative process that might begin shortly after (or in connection
with) the completion of the previous audit and continues until the completion
of the current audit.

Preliminary Engagement Activities
6. The auditor should perform the following activities at the beginning of
the audit:
a.
b.

1

Perform procedures regarding the continuance of the client relationship and the specific audit engagement,3
Determine compliance with independence and ethics requirements, and
Note: The determination of compliance with independence and
ethics requirements is not limited to preliminary engagement activities and should be reevaluated with changes in circumstances.

Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
The term, "auditor," as used in this standard, encompasses both the engagement partner and
the engagement team members who assist the engagement partner in planning the audit.
3
Paragraphs .14–.16 of QC sec. 20, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice. AU sec. 161, The Relationship of Generally Accepted Auditing Standards to Quality
Control Standards, explains how the quality control standards relate to the conduct of audits.
2
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Establish an understanding with the client regarding the services
to be performed on the engagement.4

Planning Activities
7. The nature and extent of planning activities that are necessary depend
on the size and complexity of the company, the auditor's previous experience
with the company, and changes in circumstances that occur during the audit.
When developing the audit strategy and audit plan, as discussed in paragraphs
8–10, the auditor should evaluate whether the following matters are important
to the company's financial statements and internal control over financial reporting and, if so, how they will affect the auditor's procedures:

•

Knowledge of the company's internal control over financial reporting obtained during other engagements performed by the auditor;

•

Matters affecting the industry in which the company operates,
such as financial reporting practices, economic conditions, laws
and regulations, and technological changes;

•

Matters relating to the company's business, including its organization, operating characteristics, and capital structure;

•

The extent of recent changes, if any, in the company, its operations,
or its internal control over financial reporting;

•

The auditor's preliminary judgments about materiality,5 risk, and,
in integrated audits, other factors relating to the determination of
material weaknesses;

•

Control deficiencies previously communicated to the audit committee6 or management;

•
•

Legal or regulatory matters of which the company is aware;

•

Preliminary judgments about the effectiveness of internal control
over financial reporting;

•

Public information about the company relevant to the evaluation
of the likelihood of material financial statement misstatements
and the effectiveness of the company's internal control over financial reporting;

•

Knowledge about risks related to the company evaluated as part
of the auditor's client acceptance and retention evaluation; and

•

The relative complexity of the company's operations.

The type and extent of available evidence related to the effectiveness of the company's internal control over financial reporting;

Note: Many smaller companies have less complex operations. Additionally, some larger, complex companies may have less complex units or processes. Factors that might indicate less complex
operations include: fewer business lines; less complex business
processes and financial reporting systems; more centralized accounting functions; extensive involvement by senior management

4

AU sec. 310, Appointment of the Independent Auditor.
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit.
6
If no audit committee exists, all references to the audit committee in this standard apply to the
entire board of directors of the company. See 15 U.S.C. §§78c(a)58 and 7201(a)(3).
5
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in the day-to-day activities of the business; and fewer levels of
management, each with a wide span of control.

Audit Strategy
8. The auditor should establish an overall audit strategy that sets the
scope, timing, and direction of the audit and guides the development of the
audit plan.
9. In establishing the overall audit strategy, the auditor should take into
account:
a.
b.
c.

d.

The reporting objectives of the engagement and the nature of the
communications required by PCAOB standards,7
The factors that are significant in directing the activities of the
engagement team,8
The results of preliminary engagement activities9 and the auditor's evaluation of the important matters in accordance with
paragraph 7 of this standard, and
The nature, timing, and extent of resources necessary to perform
the engagement.10

Audit Plan
10. The auditor should develop and document an audit plan that includes
a description of:
a.
b.
c.

The planned nature, timing, and extent of the risk assessment
procedures;11
The planned nature, timing, and extent of tests of controls and
substantive procedures;12 and
Other planned audit procedures required to be performed so that
the engagement complies with PCAOB standards.

Multi-location Engagements
11. In an audit of the financial statements of a company with operations in
multiple locations or business units,13 the auditor should determine the extent
to which audit procedures should be performed at selected locations or business
units to obtain sufficient appropriate evidence to obtain reasonable assurance

7
See, e.g., AU sec. 310 and AU sec. 380, Communication With Audit Committees. Also, various
laws or regulations require other matters to be communicated. (See, e.g., Rule 2-07 of Regulation S-X,
17 CFR 210.2-07; and Rule 10A-3 under the Securities Exchange Act of 1934, 17 CFR 240.10A-3.)
The requirements of this standard do not modify communications required by those other laws or
regulations.
8
See, e.g., paragraph 6 of Auditing Standard No. 10, Supervision of the Audit Engagement.
9
Paragraph 6 of this standard.
10
See, e.g., paragraph .06 of AU sec. 230, Due Professional Care in the Performance of Work, paragraph 16 of this standard, and paragraph 5.a. of Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatement.
11
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.
12
Auditing Standard No. 13 and Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial Statements.
13
The term "business units" includes subsidiaries, divisions, branches, components, or investments.
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about whether the consolidated financial statements are free of material misstatement. This includes determining the locations or business units at which
to perform audit procedures, as well as the nature, timing, and extent of the
procedures to be performed at those individual locations or business units. The
auditor should assess the risks of material misstatement to the consolidated
financial statements associated with the location or business unit and correlate the amount of audit attention devoted to the location or business unit with
the degree of risk of material misstatement associated with that location or
business unit.
12. Factors that are relevant to the assessment of the risks of material
misstatement associated with a particular location or business unit and the
determination of the necessary audit procedures include:
a.

b.
c.

d.

e.
f.

g.

The nature and amount of assets, liabilities, and transactions executed at the location or business unit, including, e.g., significant
transactions executed at the location or business unit that are
outside the normal course of business for the company, or that
otherwise appear to be unusual given the auditor's understanding of the company and its environment;14
The materiality of the location or business unit;15
The specific risks associated with the location or business unit
that present a reasonable possibility16 of material misstatement
to the company's consolidated financial statements;
Whether the risks of material misstatement associated with the
location or business unit apply to other locations or business units
such that, in combination, they present a reasonable possibility
of material misstatement to the company's consolidated financial
statements;
The degree of centralization of records or information processing;
The effectiveness of the control environment, particularly with
respect to management's control over the exercise of authority
delegated to others and its ability to effectively supervise activities at the location or business unit; and
The frequency, timing, and scope of monitoring activities by the
company or others at the location or business unit.
Note: When performing an audit of internal control over financial
reporting, refer to Appendix B, Special Topics, of Auditing Standard
No. 517 for considerations when a company has multiple locations or
business units.

13. In determining the locations or business units at which to perform audit procedures, the auditor may take into account relevant activities performed
by internal audit, as described in AU sec. 322, The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial Statements, or others, as
described in Auditing Standard No. 5. AU sec. 322 and Auditing Standard No. 5
establish requirements regarding using the work of internal audit and others,
respectively.
14

Paragraph .66 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
Paragraph 10 of Auditing Standard No. 11 describes the consideration of materiality in planning and performing audit procedures at an individual location or business unit.
16
There is a reasonable possibility of an event, as used in this standard, when the likelihood of
the event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.
17
Paragraphs B10–B16 of Auditing Standard No. 5.
15

REL 2010-004

3290

Select PCAOB Releases

14. AU sec. 543, Part of Audit Performed by Other Independent Auditors,
describes the auditor's responsibilities regarding using the work and reports of
other independent auditors who audit the financial statements of one or more
of the locations or business units that are included in the consolidated financial
statements.18 In those situations, the auditor should perform the procedures in
paragraphs 11–13 of this standard to determine the locations or business units
at which audit procedures should be performed.

Changes During the Course of the Audit
15. The auditor should modify the overall audit strategy and the audit
plan as necessary if circumstances change significantly during the course of
the audit, including changes due to a revised assessment of the risks of material misstatement or the discovery of a previously unidentified risk of material
misstatement.

Persons with Specialized Skill or Knowledge
16. The auditor should determine whether specialized skill or knowledge
is needed to perform appropriate risk assessments, plan or perform audit procedures, or evaluate audit results.
17. If a person with specialized skill or knowledge employed or engaged by
the auditor participates in the audit, the auditor should have sufficient knowledge of the subject matter to be addressed by such a person to enable the auditor
to:
a.
b.
c.

Communicate the objectives of that person's work;
Determine whether that person's procedures meet the auditor's
objectives; and
Evaluate the results of that person's procedures as they relate to
the nature, timing, and extent of other planned audit procedures
and the effects on the auditor's report.

Additional Considerations in Initial Audits
18. The auditor should undertake the following activities before starting
an initial audit:
a.

Perform procedures regarding the acceptance of the client relationship and the specific audit engagement; and
b. Communicate with the predecessor auditor in situations in which
there has been a change of auditors in accordance with AU
sec. 315, Communications Between Predecessor and Successor
Auditors.
19. The purpose and objective of planning the audit are the same for an
initial audit or a recurring audit engagement. However, for an initial audit,
the auditor should determine the additional planning activities necessary to
establish an appropriate audit strategy and audit plan, including determining
the audit procedures necessary to obtain sufficient appropriate audit evidence
regarding the opening balances.19

18
19

For integrated audits, see also paragraphs C8–C11 of Auditing Standard No. 5.
See also paragraph 3 of Auditing Standard No. 6, Evaluating Consistency of Financial State-

ments.
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Appendix A
Definition
A1. For purposes of this standard, the term listed below is defined as follows:
A2. Engagement partner—The member of the engagement team with primary
responsibility for the audit.
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Appendix 3—Auditing Standard No. 10
Supervision of the Audit Engagement
Introduction
1. This standard establishes requirements regarding supervision of the
audit engagement, including supervising the work of engagement team members.

Objective
2. The objective of the auditor is to supervise the audit engagement, including supervising the work of engagement team members so that the work
is performed as directed and supports the conclusions reached.

Responsibility of the Engagement Partner
for Supervision
3. The engagement partner1 is responsible for the engagement and its
performance. Accordingly, the engagement partner is responsible for proper supervision of the work of engagement team members and for compliance with
PCAOB standards, including standards regarding using the work of specialists,2 other auditors,3 internal auditors,4 and others who are involved in testing controls.5 Paragraphs 5–6 of this standard describe the nature and extent
of supervisory activities necessary for proper supervision of engagement team
members.6
4. The engagement partner may seek assistance from appropriate engagement team members in fulfilling his or her responsibilities pursuant to this
standard. Engagement team members who assist the engagement partner with
supervision of the work of other engagement team members also should comply
with the requirements in this standard with respect to the supervisory responsibilities assigned to them.

Supervision of Engagement Team Members
5. The engagement partner and, as applicable, other engagement team
members performing supervisory activities, should:

1

Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
AU sec. 336, Using the Work of a Specialist.
3
AU sec. 543, Part of Audit Performed by Other Independent Auditors.
4
AU sec. 322, The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements.
5
Paragraphs 16–19 of Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements.
6
See also paragraph .06 of AU sec. 230, Due Professional Care in the Performance of Work.
2

REL 2010-004

Risk and Related Amendments to PCAOB Standards

3293

Inform engagement team members of their responsibilities,7 including:
(1) The objectives of the procedures that they are to perform;
(2) The nature, timing, and extent of procedures they are to
perform; and
(3) Matters that could affect the procedures to be performed
or the evaluation of the results of those procedures, including relevant aspects of the company, its environment, and
its internal control over financial reporting,8 and possible
accounting and auditing issues;
b. Direct engagement team members to bring significant accounting
and auditing issues arising during the audit to the attention of
the engagement partner or other engagement team members performing supervisory activities so they can evaluate those issues
and determine that appropriate actions are taken in accordance
with PCAOB standards;9
Note: In applying due professional care in accordance with AU
sec. 230, each engagement team member has a responsibility to
bring to the attention of appropriate persons, disagreements or
concerns the engagement team member might have with respect
to accounting and auditing issues that he or she believes are of
significance to the financial statements or the auditor's report regardless of how those disagreements or concerns may have arisen.
c. Review the work of engagement team members to evaluate
whether:
(1) The work was performed and documented;
(2) The objectives of the procedures were achieved; and
(3) The results of the work support the conclusions reached.10
6. To determine the extent of supervision necessary for engagement team
members to perform their work as directed and form appropriate conclusions,
the engagement partner and other engagement team members performing supervisory activities should take into account:
a.

a.
b.

c.

The nature of the company, including its size and complexity;11
The nature of the assigned work for each engagement team member, including:
(1) The procedures to be performed, and
(2) The controls or accounts and disclosures to be tested;
The risks of material misstatement; and

7
AU sec. 230.06 and paragraph 5 of Auditing Standard No. 13, The Auditor's Responses to the
Risks of Material Misstatement, establish requirements regarding the appropriate assignment of engagement team members.
8
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, describes
the auditor's responsibilities for obtaining an understanding of the company, its environment, and its
internal control over financial reporting.
9
See, e.g., paragraph 15 of Auditing Standard No. 9, Audit Planning, paragraph 74 of Auditing
Standard No. 12, and paragraphs 20–23 and 35–36 of Auditing Standard No. 14, Evaluating Audit
Results.
10
Auditing Standard No. 14 describes the auditor's responsibilities for evaluating the results of
the audit, and Auditing Standard No. 3, Audit Documentation, establishes requirements regarding
audit documentation.
11
Paragraph 10 of Auditing Standard No. 12.
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d.

12

The knowledge, skill, and ability of each engagement team member.12
Note: In accordance with the requirements of paragraph 5 of
Auditing Standard No. 13, The Auditor's Responses to the Risks of
Material Misstatement, the extent of supervision of engagement
team members should be commensurate with the risks of material
misstatement.13

See also paragraph 5.a. of Auditing Standard No. 13 and AU sec. 230.06.
Paragraph 5.b. of Auditing Standard No. 13 indicates that the extent of supervision of engagement team members is part of the auditor's overall responses to the risks of material misstatement.
13
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Appendix A
Definition
A1. For purposes of this standard, the term listed below is defined as follows:
A2. Engagement partner—The member of the engagement team with primary
responsibility for the audit.
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Appendix 4—Auditing Standard No. 11
Consideration of Materiality in Planning and
Performing an Audit
Introduction
1. This standard establishes requirements regarding the auditor's consideration of materiality in planning and performing an audit.1

Materiality in the Context of an Audit
2. In interpreting the federal securities laws, the Supreme Court of the
United States has held that a fact is material if there is "a substantial likelihood that the ...fact would have been viewed by the reasonable investor as
having significantly altered the 'total mix' of information made available."2 As
the Supreme Court has noted, determinations of materiality require "delicate
assessments of the inferences a 'reasonable shareholder' would draw from a
given set of facts and the significance of those inferences to him ...."3
3. To obtain reasonable assurance about whether the financial statements
are free of material misstatement, the auditor should plan and perform audit procedures to detect misstatements that, individually or in combination
with other misstatements, would result in material misstatement of the financial statements. This includes being alert while planning and performing audit
procedures for misstatements that could be material due to quantitative or
qualitative factors. Also, the evaluation of uncorrected misstatements in accordance with Auditing Standard No. 14, Evaluating Audit Results, requires
consideration of both qualitative and quantitative factors.4 However, it ordinarily is not practical to design audit procedures to detect misstatements that
are material based solely on qualitative factors.
4. For integrated audits, Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements, states, "In planning the audit of internal control over financial
reporting, the auditor should use the same materiality considerations he or she
would use in planning the audit of the company's annual financial statements."5

Objective
5. The objective of the auditor is to apply the concept of materiality appropriately in planning and performing audit procedures.

1
Auditing Standard No. 14 establishes requirements regarding the auditor's consideration of
materiality in evaluating audit results.
2
TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1976). See also Basic, Inc. v. Levinson, 485
U.S. 224 (1988).
3
TSC Industries, 426 U.S. at 450.
4
Appendix B of Auditing Standard No. 14.
5
Paragraph 20 of Auditing Standard No. 5.
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Considering Materiality in Planning and
Performing an Audit
Establishing a Materiality Level for the Financial Statements
as a Whole
6. To plan the nature, timing, and extent of audit procedures, the auditor
should establish a materiality level for the financial statements as a whole that
is appropriate in light of the particular circumstances. This includes consideration of the company's earnings and other relevant factors. To determine the
nature, timing, and extent of audit procedures, the materiality level for the
financial statements as a whole needs to be expressed as a specified amount.
Note: If financial statements for the audit period are not available, the auditor
may establish an initial materiality level based on estimated or preliminary
financial statement amounts. In those situations, the auditor should take into
account the effects of known or expected changes in the company's financial
statements, including significant transactions or adjustments that are expected
to be reflected in the financial statements at the end of the period.

Establishing Materiality Levels for Particular Accounts
or Disclosures
7. The auditor should evaluate whether, in light of the particular circumstances, there are certain accounts or disclosures for which there is a substantial
likelihood that misstatements of lesser amounts than the materiality level established for the financial statements as a whole would influence the judgment
of a reasonable investor. If so, the auditor should establish separate materiality
levels for those accounts or disclosures to plan the nature, timing, and extent
of audit procedures for those accounts or disclosures.
Note: Lesser amounts of misstatements could influence the judgment of a reasonable investor because of qualitative factors, e.g., because of the sensitivity
of circumstances surrounding misstatements, such as conflicts of interest in
related party transactions.

Determining Tolerable Misstatement
8. The auditor should determine the amount or amounts of tolerable misstatement for purposes of assessing risks of material misstatement and planning and performing audit procedures at the account or disclosure level. The
auditor should determine tolerable misstatement at an amount or amounts that
reduce to an appropriately low level the probability that the total of uncorrected
and undetected misstatements would result in material misstatement of the financial statements. Accordingly, tolerable misstatement should be less than
the materiality level for the financial statements as a whole and, if applicable,
the materiality level or levels for particular accounts or disclosures.
9. In determining tolerable misstatement and planning and performing
audit procedures, the auditor should take into account the nature, cause (if
known), and amount of misstatements that were accumulated in audits of the
financial statements of prior periods.
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Considerations for Multi-location Engagements
10. For purposes of the audit of the consolidated financial statements of a
company with multiple locations or business units, the auditor should determine tolerable misstatement for the individual locations or business units at
an amount that reduces to an appropriately low level the probability that the
total of uncorrected and undetected misstatements would result in material
misstatement of the consolidated financial statements. Accordingly, tolerable
misstatement at an individual location should be less than the materiality level
for the financial statements as a whole.

Considerations as the Audit Progresses
11. The auditor should reevaluate the established materiality level or levels and tolerable misstatement when, because of changes in the particular circumstances or additional information that comes to the auditor's attention,
there is a substantial likelihood that misstatements of amounts that differ significantly from the materiality level or levels that were established initially
would influence the judgment of a reasonable investor. Situations in which
changes in circumstances or additional information that comes to the auditor's
attention would require such reevaluation include:
a.

The materiality level or levels and tolerable misstatement were
established initially based on estimated or preliminary financial
statement amounts that differ significantly from actual amounts.
b. Events or changes in conditions occurring after the materiality
level or levels and tolerable misstatement were established initially are likely to affect investors' perceptions about the company's financial position, results of operations, or cash flows.
Note: Examples of such events or changes in conditions include
(1) changes in laws, regulations, or the applicable financial reporting framework that affect investors' expectations about the
measurement or disclosure of certain items and (2) significant
new contractual arrangements that draw attention to a particular aspect of a company's business that is separately disclosed in
the financial statements.
12. If the auditor's reevaluation results in a lower amount for the materiality level or levels or tolerable misstatement than initially established by the
auditor, the auditor should (1) evaluate the effect, if any, of the lower amount or
amounts on his or her risk assessments and audit procedures and (2) modify the
nature, timing, and extent of audit procedures as necessary to obtain sufficient
appropriate audit evidence.
Note: The reevaluation of the materiality level or levels and tolerable misstatement is also relevant to the auditor's evaluation of uncorrected misstatements
in accordance with Auditing Standard No. 14.6

6

Paragraph 17 of Auditing Standard No. 14.
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Appendix 5—Auditing Standard No. 12
Identifying and Assessing Risks of Material
Misstatement
Introduction
1. This standard establishes requirements regarding the process of identifying and assessing risks of material misstatement1 of the financial statements.
2. Paragraphs 4–58 of this standard discuss the auditor's responsibilities
for performing risk assessment procedures.2 Paragraphs 59–73 of this standard discuss identifying and assessing the risks of material misstatement using
information obtained from performing risk assessment procedures.

Objective
3. The objective of the auditor is to identify and appropriately assess the
risks of material misstatement, thereby providing a basis for designing and
implementing responses to the risks of material misstatement.

Performing Risk Assessment Procedures
4. The auditor should perform risk assessment procedures that are sufficient to provide a reasonable basis for identifying and assessing the risks of
material misstatement, whether due to error or fraud,3 and designing further
audit procedures.4
5. Risks of material misstatement can arise from a variety of sources, including external factors, such as conditions in the company's industry and environment, and company-specific factors, such as the nature of the company, its
activities, and internal control over financial reporting. For example, external or
company-specific factors can affect the judgments involved in determining accounting estimates or create pressures to manipulate the financial statements
to achieve certain financial targets. Also, risks of material misstatement may
relate to, e.g., personnel who lack the necessary financial reporting competencies, information systems that fail to accurately capture business transactions,
or financial reporting processes that are not adequately aligned with the requirements in the applicable financial reporting framework. Thus, the audit
procedures that are necessary to identify and appropriately assess the risks
of material misstatement include consideration of both external factors and
company-specific factors. This standard discusses the following risk assessment
procedures:
a.

Obtaining an understanding of the company and its environment
(paragraphs 7–17);

1

Paragraphs 5–8 of Auditing Standard No. 8, Audit Risk.
Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
3
AU sec. 316, Consideration of Fraud in a Financial Statement Audit, discusses fraud, its characteristics, and the types of misstatements due to fraud that are relevant to the audit, i.e., misstatements
arising from fraudulent financial reporting and misstatements arising from asset misappropriation.
4
Auditing Standard No. 15, Audit Evidence, describes further audit procedures as consisting of
tests of controls and substantive procedures.
2
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b.

Obtaining an understanding of internal control over financial reporting (paragraphs 18–40);

c.

Considering information from the client acceptance and retention evaluation, audit planning activities, past audits, and other
engagements performed for the company (paragraphs 41–45);

d.

Performing analytical procedures (paragraphs 46–48);

e.

Conducting a discussion among engagement team members regarding the risks of material misstatement (paragraphs 49–53);
and

f.

Inquiring of the audit committee, management, and others within
the company about the risks of material misstatement (paragraphs 54–58).
Note: This standard describes an approach to identifying and assessing risks of material misstatement that begins at the financial
statement level and with the auditor's overall understanding of
the company and its environment and works down to the significant accounts and disclosures and their relevant assertions.5

6. In an integrated audit, the risks of material misstatement of the financial statements are the same for both the audit of internal control over financial
reporting and the audit of financial statements. The auditor's risk assessment
procedures should apply to both the audit of internal control over financial
reporting and the audit of financial statements.

Obtaining an Understanding of the Company
and Its Environment
7. The auditor should obtain an understanding of the company and its
environment ("understanding of the company") to understand the events, conditions, and company activities that might reasonably be expected to have a
significant effect on the risks of material misstatement. Obtaining an understanding of the company includes understanding:
a.

Relevant industry, regulatory, and other external factors;

b.

The nature of the company;

c.

The company's selection and application of accounting principles,
including related disclosures;

d.

The company’s objectives and strategies and those related
business risks that might reasonably be expected to result in
risks of material misstatement; and

e.

The company's measurement and analysis of its financial performance.

8. In obtaining an understanding of the company, the auditor should evaluate whether significant changes in the company from prior periods, including
changes in its internal control over financial reporting, affect the risks of material misstatement.

5

Paragraph 11 of Auditing Standard No. 15 discusses financial statement assertions.
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Industry, Regulatory, and Other External Factors
9. Obtaining an understanding of relevant industry, regulatory, and other
external factors encompasses industry factors, including the competitive environment and technological developments; the regulatory environment, including the applicable financial reporting framework6 and the legal and political
environment;7 and external factors, including general economic conditions.

Nature of the Company
10. Obtaining an understanding of the nature of the company includes
understanding:

•

The company's organizational structure and management personnel;

•

The sources of funding of the company's operations and investment activities, including the company's capital structure, noncapital funding (e.g., subordinated debt or dependencies on supplier
financing), and other debt instruments;

•

The company's significant investments, including equity method
investments, joint ventures, and variable interest entities;

•

The company's operating characteristics, including its size and
complexity;
Note: The size and complexity of a company might affect the risks
of misstatement and how the company addresses those risks.

•

The sources of the company's earnings, including the relative profitability of key products and services; and

•

Key supplier and customer relationships.
Note: The auditor should take into account the information gathered while obtaining an understanding of the nature of the
company when determining the existence of related parties in accordance with AU sec. 334, Related Parties.

11. As part of obtaining an understanding of the company as required by
paragraph 7, the auditor should consider performing the following procedures
and the extent to which the procedures should be performed:

•

Reading public information about the company relevant to the
evaluation of the likelihood of material financial statement misstatements and, in an integrated audit, the effectiveness of the
company's internal control over financial reporting, e.g., companyissued press releases, company-prepared presentation materials
for analysts or investor groups, and analyst reports;

•

Observing or reading transcripts of earnings calls and, to the extent publicly available, other meetings with investors or rating
agencies;

6
The auditor should look to the requirements of the Securities and Exchange Commission for
the company under audit with respect to the accounting principles applicable to that company.
7
AU sec. 317, Illegal Acts by Clients, discusses the auditor's consideration of laws and regulations
relevant to the audit.
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•

Obtaining an understanding of compensation arrangements with
senior management, including incentive compensation arrangements, changes or adjustments to those arrangements, and special
bonuses; and

•

Obtaining information about trading activity in the company's securities and holdings in the company's securities by significant
holders to identify potentially significant unusual developments
(e.g., from Forms 3, 4, 5, 13D, and 13G).

Selection and Application of Accounting Principles, Including
Related Disclosures
12. As part of obtaining an understanding of the company's selection and
application of accounting principles, including related disclosures, the auditor
should evaluate whether the company's selection and application of accounting
principles are appropriate for its business and consistent with the applicable
financial reporting framework and accounting principles used in the relevant
industry. Also, to identify and assess risks of material misstatement related to
omitted, incomplete, or inaccurate disclosures, the auditor should develop expectations about the disclosures that are necessary for the company's financial
statements to be presented fairly in conformity with the applicable financial
reporting framework.
13. The following matters, if present, are relevant to the necessary understanding of the company's selection and application of accounting principles,
including related disclosures:

•

Significant changes in the company's accounting principles, financial reporting policies, or disclosures and the reasons for such
changes;

•

The financial reporting competencies of personnel involved in selecting and applying significant new or complex accounting principles;

•

The accounts or disclosures for which judgment is used in the
application of significant accounting principles, especially in determining management's estimates and assumptions;

•

The effect of significant accounting principles in controversial or
emerging areas for which there is a lack of authoritative guidance
or consensus;

•

The methods the company uses to account for significant and unusual transactions; and

•

Financial reporting standards and laws and regulations that are
new to the company, including when and how the company will
adopt such requirements.

Company Objectives, Strategies, and Related Business Risks
14. The purpose of obtaining an understanding of the company's objectives, strategies, and related business risks is to identify business risks that
could reasonably be expected to result in material misstatement of the financial statements.
Note: Some relevant business risks might be identified through other
risk assessment procedures, such as obtaining an understanding of
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the nature of the company and understanding industry, regulatory,
and other external factors.

15. The following are examples of situations in which business risks might
result in material misstatement of the financial statements:

•

Industry developments (a potential related business risk might be,
e.g., that the company does not have the personnel or expertise to
deal with the changes in the industry.)

•

New products and services (a potential related business risk might
be, e.g., that the new product or service will not be successful.)

•

Use of information technology ("IT") (a potential related business
risk might be, e.g., that systems and processes are incompatible.)

•

New accounting requirements (a potential related business risk
might be, e.g., incomplete or improper implementation of a new
accounting requirement.)

•

Expansion of the business (a potential related business risk might
be, e.g., that the demand for the company's products or services
has not been accurately estimated.)

•

The effects of implementing a strategy, particularly any effects
that will lead to new accounting requirements (a potential related
business risk might be, e.g., incomplete or improper implementation of the strategy.)

•

Current and prospective financing requirements (a potential related business risk might be, e.g., the loss of financing due to the
company's inability to meet financing requirements.)

•

Regulatory requirements (a potential related business risk might
be, e.g., that there is increased legal exposure.)
Note: Business risks could affect risks of material misstatement at
the financial statement level, which would affect many accounts
and disclosures in the financial statements. For example, a company's loss of financing or declining conditions affecting the company's industry could affect its ability to settle its obligations when
due. This, in turn, could affect the risks of material misstatement
related to, e.g., the classification of long-term liabilities or valuation of long-term assets, or it could result in substantial doubt
about the company's ability to continue as a going concern. Other
business risks could affect the risks of material misstatement for
particular accounts, disclosures, or assertions. For example, an
unsuccessful new product or service or failed business expansion
might affect the risks of material misstatement related to the valuation of inventory and other related assets.

Company Performance Measures
16. The purpose of obtaining an understanding of the company's performance measures is to identify performance measures, whether external or internal, that affect the risks of material misstatement.
17. The following are examples of performance measures that might affect
the risks of material misstatement:

•

Measures that form the basis for contractual commitments or incentive compensation arrangements;

REL 2010-004

3304

Select PCAOB Releases

•

Measures used by external parties, such as analysts and rating
agencies, to review the company's performance; and

•

Measures the company uses to monitor its operations that highlight unexpected results or trends that prompt management to
investigate their cause and take corrective action, including correction of misstatements.
Note: The first two examples represent performance measures
that can affect the risks of material misstatement by creating incentives or pressures for management of the company to manipulate certain accounts or disclosures to achieve certain performance
targets (or conceal a failure to achieve those targets). The third example represents performance measures that management might
use to monitor risks affecting the financial statements.
Note: Smaller companies might have less formal processes to measure and review financial performance. In such cases, the auditor
might identify relevant performance measures by considering the
information that the company uses to manage the business.

Obtaining an Understanding of Internal Control
Over Financial Reporting
18. The auditor should obtain a sufficient understanding of each component8 of internal control over financial reporting ("understanding of internal
control") to (a) identify the types of potential misstatements, (b) assess the factors that affect the risks of material misstatement, and (c) design further audit
procedures.
19. The nature, timing, and extent of procedures that are necessary to obtain an understanding of internal control depend on the size and complexity
of the company;9 the auditor's existing knowledge of the company's internal
control over financial reporting; the nature of the company's controls, including
the company's use of IT; the nature and extent of changes in systems and operations; and the nature of the company's documentation of its internal control
over financial reporting.
Note: The auditor also might obtain an understanding of certain controls that
are not part of internal control over financial reporting, e.g., controls over the
completeness and accuracy of operating or other nonfinancial information used
as audit evidence.10

20. Obtaining an understanding of internal control includes evaluating the
design of controls that are relevant to the audit and determining whether the
controls have been implemented.
Note: Procedures the auditor performs to obtain evidence about design effectiveness include inquiry of appropriate personnel, observation of the company's operations, and inspection of relevant documentation. Walkthroughs, as described

8

Paragraphs 21–22 of this standard discuss components of internal control over financial report-

ing.
9

Paragraph 13 of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting
That is Integrated with An Audit of Financial Statements, states, "The size and complexity of the
company, its business processes, and business units, may affect the way in which the company achieves
many of its control objectives. The size and complexity of the company also might affect the risks of
misstatement and the controls necessary to address those risks."
10
Paragraph 10 of Auditing Standard No. 15.
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in paragraphs 37–38, that include these procedures ordinarily are sufficient to
evaluate design effectiveness.
Note: Determining whether a control has been implemented means determining whether the control exists and whether the company is using it. The procedures to determine whether a control has been implemented may be performed
in connection with the evaluation of its design. Procedures performed to determine whether a control has been implemented include inquiry of appropriate
personnel, in combination with observation of the application of controls or inspection of documentation. Walkthroughs, as described in paragraphs 37–38,
that include these procedures ordinarily are sufficient to determine whether a
control has been implemented.

21. Internal control over financial reporting can be described as consisting
of the following components:11

•
•
•
•
•

The control environment,
The company's risk assessment process,
Information and communication,
Control activities, and
Monitoring of controls.

22. Management might use an internal control framework with components that differ from the components identified in the preceding paragraph
when establishing and maintaining the company's internal control over financial reporting. In evaluating the design of controls and determining whether
they have been implemented in an audit of financial statements only, the auditor may use the framework used by management or another suitable, recognized
framework.12 For integrated audits, Auditing Standard No. 5, states, "The auditor should use the same suitable, recognized control framework to perform
his or her audit of internal control over financial reporting as management uses
for its annual evaluation of the effectiveness of the company's internal control
over financial reporting."13 If the auditor uses a suitable, recognized internal
control framework with components that differ from those listed in the preceding paragraph, the auditor should adapt the requirements in paragraphs 23–36
of this standard to conform to the components in the framework used.

Control Environment
23. The auditor should obtain an understanding of the company's control
environment, including the policies and actions of management, the board, and
the audit committee concerning the company's control environment.
24. Obtaining an understanding of the control environment includes assessing:

•

Whether management's philosophy and operating style promote
effective internal control over financial reporting;

•

Whether sound integrity and ethical values, particularly of top
management, are developed and understood; and

11
Different internal control frameworks use different terms and approaches to describe the components of internal control over financial reporting.
12
See Securities Exchange Act Release No. 34-47986 (June 5, 2003) for a description of the
characteristics of a suitable, recognized framework.
13
Paragraph 5 of Auditing Standard No. 5.
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•

Whether the board or audit committee understands and exercises oversight responsibility over financial reporting and internal
control.
Note: In an audit of financial statements only, this assessment may
be based on the evidence obtained in understanding the control environment, in accordance with paragraph 23, and the other relevant knowledge possessed by the auditor. In an integrated audit of
financial statements and internal control over financial reporting,
Auditing Standard No. 514 describes the auditor's responsibility
for evaluating the control environment.

25. If the auditor identifies a control deficiency15 in the company's control
environment, the auditor should evaluate the extent to which this control deficiency is indicative of a fraud risk factor, as discussed in paragraphs 65–66 of
this standard.

The Company’s Risk Assessment Process
26. The auditor should obtain an understanding of management's process
for:
a.

Identifying risks relevant to financial reporting objectives, including risks of material misstatement due to fraud ("fraud risks");
b. Assessing the likelihood and significance of misstatements resulting from those risks; and
c. Deciding about actions to address those risks.
27. Obtaining an understanding of the company's risk assessment process includes obtaining an understanding of the risks of material misstatement
identified and assessed by management and the actions taken to address those
risks.

Information and Communication
28. Information System Relevant to Financial Reporting. The auditor
should obtain an understanding of the information system, including the related business processes, relevant to financial reporting, including:
a.
b.

c.

d.

e.
14

The classes of transactions in the company's operations that are
significant to the financial statements;
The procedures, within both automated and manual systems,
by which those transactions are initiated, authorized, processed,
recorded, and reported;
The related accounting records, supporting information, and specific accounts in the financial statements that are used to initiate,
authorize, process, and record transactions;
How the information system captures events and conditions,
other than transactions,16 that are significant to the financial
statements; and
The period-end financial reporting process.

Paragraph 25 of Auditing Standard No. 5.
Paragraph A3 of Auditing Standard No. 5.
16
Examples of such events and conditions include depreciation and amortization and conditions
affecting the recoverability of assets.
15
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Note: Appendix B discusses additional considerations regarding
manual and automated systems and controls.

29. The auditor also should obtain an understanding of how IT affects the
company's flow of transactions. (See Appendix B.)
Note: The identification of risks and controls within IT is not a separate evaluation. Instead, it is an integral part of the approach used to identify significant
accounts and disclosures and their relevant assertions and, when applicable,
to select the controls to test, as well as to assess risk and allocate audit effort.

30. A company's business processes are the activities designed to:
a.

Develop, purchase, produce, sell and distribute a company's products or services;

b.

Record information, including accounting and financial reporting
information; and

c.

Ensure compliance with laws and regulations relevant to the financial statements.

31. Obtaining an understanding of the company's business processes assists the auditor in obtaining an understanding of how transactions are initiated, authorized, processed, and recorded.
32. A company's period-end financial reporting process, as referred to in
paragraph 28.e., includes the following:

•
•

Procedures used to enter transaction totals into the general ledger;

•

Procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Procedures used to record recurring and nonrecurring adjustments to the annual financial statements (and quarterly financial
statements, if applicable); and

•

Procedures for preparing annual financial statements and related
disclosures (and quarterly financial statements, if applicable).

Procedures related to the selection and application of accounting
principles;17

33. Communication. The auditor should obtain an understanding of how
the company communicates financial reporting roles and responsibilities and
significant matters relating to financial reporting to relevant company personnel and others, including:

•

Communications between management, the audit committee, and
the board of directors; and

•

Communications to external parties, including regulatory authorities and shareholders.

Control Activities
34. The auditor should obtain an understanding of control activities that
is sufficient to assess the factors that affect the risks of material misstatement and to design further audit procedures, as described in paragraph 18 of

17

Paragraphs 12–13 of this standard.
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this standard.18 As the auditor obtains an understanding of the other components of internal control over financial reporting, he or she is also likely to
obtain knowledge about some control activities. The auditor should use his or
her knowledge about the presence or absence of control activities obtained from
the understanding of the other components of internal control over financial reporting in determining the extent to which it is necessary to devote additional
attention to obtaining an understanding of control activities to assess the factors that affect the risks of material misstatement and to design further audit
procedures.
Note: A broader understanding of control activities is needed for relevant assertions for which the auditor plans to rely on controls. Also, in the audit of
internal control over financial reporting, the auditor's understanding of control
activities encompasses a broader range of accounts and disclosures than what
is normally obtained in a financial statement audit.

Monitoring of Controls
35. The auditor should obtain an understanding of the major types of activities that the company uses to monitor the effectiveness of its internal control
over financial reporting and how the company initiates corrective actions related to its controls.19
36. An understanding of the company's monitoring activities includes understanding the source of the information used in the monitoring activities.

Performing Walkthroughs
37. As discussed in paragraph 20, the auditor may perform walkthroughs
as part of obtaining an understanding of internal control over financial reporting. For example, the auditor may perform walkthroughs in connection with
understanding the flow of transactions in the information system relevant to
financial reporting, evaluating the design of controls relevant to the audit, and
determining whether those controls have been implemented. In performing a
walkthrough, the auditor follows a transaction from origination through the
company's processes, including information systems, until it is reflected in the
company's financial records, using the same documents and IT that company
personnel use. Walkthrough procedures usually include a combination of inquiry, observation, inspection of relevant documentation, and re-performance
of controls.
Note: For integrated audits, Auditing Standard No. 5 establishes certain objectives that the auditor should achieve to further understand likely sources
of potential misstatements and as part of selecting the controls to test. Auditing Standard No. 5 states that performing walkthroughs will frequently be the
most effective way of achieving those objectives.20

38. In performing a walkthrough, at the points at which important processing procedures occur, the auditor questions the company's personnel about
their understanding of what is required by the company's prescribed procedures
18

Also see paragraph B5 of Appendix B of this standard.
In some companies, internal auditors or others performing an equivalent function contribute
to the monitoring of controls. AU sec. 322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements, establishes requirements regarding the auditor's consideration
and use of the work of the internal audit function.
20
See paragraphs 34–38 of Auditing Standard No. 5.
19
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and controls. These probing questions, combined with the other walkthrough
procedures, allow the auditor to gain a sufficient understanding of the process
and to be able to identify important points at which a necessary control is missing or not designed effectively. Additionally, probing questions that go beyond
a narrow focus on the single transaction used as the basis for the walkthrough
allow the auditor to gain an understanding of the different types of significant
transactions handled by the process.

Relationship of Understanding of Internal Control
to Tests of Controls
39. The objective of obtaining an understanding of internal control, as discussed in paragraph 18 of this standard, is different from testing controls for
the purpose of assessing control risk21 or for the purpose of expressing an opinion on internal control over financial reporting in the audit of internal control
over financial reporting.22 The auditor may obtain an understanding of internal
control concurrently with performing tests of controls if he or she obtains sufficient appropriate evidence to achieve the objectives of both procedures. Also,
the auditor should take into account the evidence obtained from understanding
internal control when assessing control risk and, in the audit of internal control
over financial reporting, forming an opinion about the effectiveness of internal
control over financial reporting.
40. Relationship of Understanding of Internal Control to Evaluating
Entity-Level Controls in an Audit of Internal Control Over Financial Reporting. Auditing Standard No. 5 states, "The auditor must test those entity-level
controls that are important to the auditor's conclusion about whether the company has effective internal control over financial reporting."23 The procedures
performed to obtain an understanding of certain components of internal control
in accordance with this standard, e.g., the control environment, the company's
risk assessment process, information and communication, and monitoring of
controls, might provide evidence that is relevant to the auditor's evaluation
of entity-level controls.24 The auditor should take into account the evidence
obtained from understanding internal control when determining the nature,
timing, and extent of procedures necessary to support the auditor's conclusions
about the effectiveness of entity-level controls in the audit of internal control
over financial reporting.

Considering Information from the Client Acceptance
and Retention Evaluation, Audit Planning Activities,
Past Audits, and Other Engagements
41. Client Acceptance and Retention and Audit Planning Activities. The
auditor should evaluate whether information obtained from the client acceptance and retention evaluation process or audit planning activities is relevant
21
Paragraphs 16–35 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
22
Paragraph B1 of Auditing Standard No. 5.
23
Paragraph 22 of Auditing Standard No. 5.
24
The entity-level controls included in paragraph 24 of Auditing Standard No. 5 include controls
related to the control environment; the company's risk assessment process; centralized processing
and controls; controls over the period-end financial reporting process; and controls to monitor other
controls.

REL 2010-004

3310

Select PCAOB Releases

to identifying risks of material misstatement. Risks of material misstatement
identified during those activities should be assessed as discussed beginning in
paragraph 59 of this standard.
42. Past Audits. In subsequent years, the auditor should incorporate
knowledge obtained during past audits into the auditor's process for identifying risks of material misstatement, including when identifying significant
ongoing matters that affect the risks of material misstatement or determining
how changes in the company or its environment affect the risks of material
misstatement, as discussed in paragraph 8 of this standard.
43. If the auditor plans to limit the nature, timing, or extent of his or her
risk assessment procedures by relying on information from past audits, the
auditor should evaluate whether the prior years' information remains relevant
and reliable.
44. Other Engagements. When the auditor has performed a review of interim financial information in accordance with AU sec. 722, Interim Financial
Information, the auditor should evaluate whether information obtained during the review is relevant to identifying risks of material misstatement in the
year-end audit.
45. The auditor should obtain an understanding of the nature of the services that have been performed for the company by the auditor or affiliates
of the firm25 and should take into account relevant information obtained from
those engagements in identifying risks of material misstatement.26

Performing Analytical Procedures
46. The auditor should perform analytical procedures that are designed
to:
a.

Enhance the auditor's understanding of the client's business and
the significant transactions and events that have occurred since
the prior year end; and
b. Identify areas that might represent specific risks relevant to the
audit, including the existence of unusual transactions and events,
and amounts, ratios, and trends that warrant investigation.
47. In applying analytical procedures as risk assessment procedures, the
auditor should perform analytical procedures relating to revenue with the objective of identifying unusual or unexpected relationships involving revenue
accounts that might indicate a material misstatement, including material misstatement due to fraud. Also, when the auditor has performed a review of interim financial information in accordance with AU sec. 722, he or she should
take into account the analytical procedures applied in that review when designing and applying analytical procedures as risk assessment procedures.
48. When performing an analytical procedure, the auditor should use his
or her understanding of the company to develop expectations about plausible
relationships among the data to be used in the procedure.27 When comparison
of those expectations with relationships derived from recorded amounts yields
unusual or unexpected results, the auditor should take into account those results in identifying the risks of material misstatement.
25

See PCAOB Rule 3501(a)(i), which defines "affiliate of the accounting firm."
Paragraph 7 of Auditing Standard No. 9, Audit Planning.
27
Analytical procedures consist of evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data.
26
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Note: Analytical procedures performed as risk assessment procedures often
use data that is preliminary or data that is aggregated at a high level, and, in
those instances, such analytical procedures are not designed with the level of
precision necessary for substantive analytical procedures.

Conducting a Discussion among Engagement Team
Members Regarding Risks of Material Misstatement
49. The key engagement team members should discuss (1) the company's
selection and application of accounting principles, including related disclosure
requirements, and (2) the susceptibility of the company's financial statements
to material misstatement due to error or fraud.
Note: The key engagement team members should discuss the potential for material misstatement due to fraud either as part of the discussion regarding risks
of material misstatement or in a separate discussion.28
Note: As discussed in paragraph 67, the financial statements might be susceptible to misstatement through omission of required disclosures or presentation
of inaccurate or incomplete disclosures.

50. Key engagement team members include all engagement team members who have significant engagement responsibilities, including the engagement partner. The manner in which the discussion is conducted depends on the
individuals involved and the circumstances of the engagement. For example, if
the audit involves more than one location, there could be multiple discussions
with team members in differing locations. The engagement partner or other
key engagement team members should communicate the important matters
from the discussion to engagement team members who are not involved in the
discussion.
Note: If the audit is performed entirely by the engagement partner, that engagement partner, having personally conducted the planning of the audit, is
responsible for evaluating the susceptibility of the company's financial statements to material misstatement.

51. Communication among the engagement team members about significant matters affecting the risks of material misstatement should continue
throughout the audit, including when conditions change.29

Discussion of the Potential for Material Misstatement
Due to Fraud
52. The discussion among the key engagement team members about the
potential for material misstatement due to fraud should occur with an attitude that includes a questioning mind, and the key engagement team members
should set aside any prior beliefs they might have that management is honest
and has integrity. The discussion among the key engagement team members
should include:

•

28
29

An exchange of ideas, or "brainstorming," among the key engagement team members, including the engagement partner, about
how and where they believe the company's financial statements

Paragraphs 52–53 of this standard.
See also paragraph 29 of Auditing Standard No. 14, Evaluating Audit Results.
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might be susceptible to material misstatement due to fraud, how
management could perpetrate and conceal fraudulent financial
reporting, and how assets of the company could be misappropriated, including (a) the susceptibility of the financial statements
to material misstatement through related party transactions and
(b) how fraud might be perpetrated or concealed by omitting or
presenting incomplete or inaccurate disclosures;

•

A consideration of the known external and internal factors affecting the company that might (a) create incentives or pressures for
management and others to commit fraud, (b) provide the opportunity for fraud to be perpetrated, and (c) indicate a culture or
environment that enables management to rationalize committing
fraud;

•
•

A consideration of the risk of management override; and
A consideration of the potential audit responses to the susceptibility of the company's financial statements to material misstatement due to fraud.

53. The auditor should emphasize the following matters to all engagement
team members:

•

The need to maintain a questioning mind throughout the audit
and to exercise professional skepticism in gathering and evaluating evidence, as described in AU sec. 316;30

•

The need to be alert for information or other conditions (such as
those matters presented in Appendix C of Auditing Standard No.
14) that might affect the assessment of fraud risks; and

•

If information or other conditions indicate that a material misstatement due to fraud might have occurred, the need to probe
the issues, acquire additional evidence as necessary, and consult
with other team members and, if appropriate, others in the firm
including specialists.31

Inquiring of the Audit Committee, Management,
and Others within the Company about the Risks
of Material Misstatement
54. The auditor should inquire of the audit committee, or equivalent (or
its chair), management, the internal audit function, and others within the company who might reasonably be expected to have information that is important
to the identification and assessment of risks of material misstatement.
Note: The auditor's inquiries about risks of material misstatement should include inquiries regarding fraud risks.

55. The auditor should use his or her knowledge of the company and its
environment, as well as information from other risk assessment procedures, to
determine the nature of the inquiries about risks of material misstatement.

30

AU sec. 316.13.
Paragraphs 20–23 of Auditing Standard No. 14 establish further requirements for evaluating
whether misstatements might be indicative of fraud and determining the necessary procedures to be
performed in those situations.
31
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Inquiries Regarding Fraud Risks
56. The auditor's inquiries regarding fraud risks should include the following:
a.

b.

c.

Inquiries of management regarding:
(1) Whether management has knowledge of fraud, alleged
fraud, or suspected fraud affecting the company;
(2) Management's process for identifying and responding to
fraud risks in the company, including any specific fraud
risks the company has identified or account balances or
disclosures for which a fraud risk is likely to exist, and the
nature, extent, and frequency of management's fraud risk
assessment process;
(3) Controls that the company has established to address
fraud risks the company has identified, or that otherwise
help to prevent and detect fraud, including how management monitors those controls;
(4) For a company with multiple locations (a) the nature and
extent of monitoring of operating locations or business segments and (b) whether there are particular operating locations or business segments for which a fraud risk might
be more likely to exist;
(5) Whether and how management communicates to employees its views on business practices and ethical behavior;
(6) Whether management has received tips or complaints regarding the company's financial reporting (including those
received through the audit committee's internal whistleblower program, if such program exists) and, if so, management's responses to such tips and complaints; and
(7) Whether management has reported to the audit committee
on how the company's internal control serves to prevent
and detect material misstatements due to fraud.
Inquiries of the audit committee, or equivalent, or its chair regarding:
(1) The audit committee's views about fraud risks in the company;
(2) Whether the audit committee has knowledge of fraud, alleged fraud, or suspected fraud affecting the company;
(3) Whether the audit committee is aware of tips or complaints regarding the company's financial reporting (including those received through the audit committee's internal whistleblower program, if such program exists) and,
if so, the audit committee's responses to such tips and complaints; and
(4) How the audit committee exercises oversight of the company's assessment of fraud risks and the establishment of
controls to address fraud risks.
If the company has an internal audit function, inquiries of appropriate internal audit personnel regarding:
(1) The internal auditors' views about fraud risks in the company;
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(2) Whether the internal auditors have knowledge of fraud,
alleged fraud, or suspected fraud affecting the company;
(3) Whether internal auditors have performed procedures to
identify or detect fraud during the year, and whether management has satisfactorily responded to the findings resulting from those procedures; and
(4) Whether internal auditors are aware of instances of management override of controls and the nature and circumstances of such overrides.

57. In addition to the inquiries outlined in the preceding paragraph, the
auditor should inquire of others within the company about their views regarding fraud risks, including, in particular, whether they have knowledge of fraud,
alleged fraud, or suspected fraud. The auditor should identify other individuals
within the company to whom inquiries should be directed and determine the extent of such inquiries by considering whether others in the company might have
additional knowledge about fraud, alleged fraud, or suspected fraud or might
be able to corroborate fraud risks identified in discussions with management
or the audit committee. Examples of other individuals within the company to
whom inquiries might be directed include:

•

Employees with varying levels of authority within the company,
including, e.g., company personnel with whom the auditor comes
into contact during the course of the audit (a) in obtaining an
understanding of internal control, (b) in observing inventory or
performing cutoff procedures, or (c) in obtaining explanations for
significant differences identified when performing analytical procedures;

•

Operating personnel not directly involved in the financial reporting process;

•

Employees involved in initiating, recording, or processing complex
or unusual transactions, e.g., a sales transaction with multiple
elements or a significant related party transaction; and

•

In-house legal counsel.

58. When evaluating management's responses to inquiries about fraud
risks and determining when it is necessary to corroborate management's responses, the auditor should take into account the fact that management is often
in the best position to commit fraud. Also, the auditor should obtain evidence
to address inconsistencies in responses to the inquiries.

Identifying and Assessing the Risks
of Material Misstatement
59. The auditor should identify and assess the risks of material misstatement at the financial statement level and the assertion level. In identifying and
assessing risks of material misstatement, the auditor should:
a.

Identify risks of misstatement using information obtained from
performing risk assessment procedures (as discussed in paragraphs 4–58) and considering the characteristics of the accounts
and disclosures in the financial statements.
Note: Factors relevant to identifying fraud risks are discussed in
paragraphs 65–69 of this standard.
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Evaluate whether the identified risks relate pervasively to the
financial statements as a whole and potentially affect many assertions.
Evaluate the types of potential misstatements that could result
from the identified risks and the accounts, disclosures, and assertions that could be affected.
Note: In identifying and assessing risks at the assertion level, the
auditor should evaluate how risks at the financial statement level
could affect risks of misstatement at the assertion level.

d.

Assess the likelihood of misstatement, including the possibility
of multiple misstatements, and the magnitude of potential misstatement to assess the possibility that the risk could result in
material misstatement of the financial statements.
Note: In assessing the likelihood and magnitude of potential misstatement, the auditor may take into account the planned degree
of reliance on controls selected to test.32

e.

Identify significant accounts and disclosures33 and their relevant
assertions34 (paragraphs 60–64 of this standard).
Note: The determination of whether an account or disclosure is
significant or whether an assertion is a relevant assertion is based
on inherent risk, without regard to the effect of controls.

f.

Determine whether any of the identified and assessed risks of
material misstatement are significant risks (paragraphs 70–71
of this standard).

Identifying Significant Accounts and Disclosures
and Their Relevant Assertions
60. To identify significant accounts and disclosures and their relevant assertions in accordance with paragraph 59.e., the auditor should evaluate the
qualitative and quantitative risk factors related to the financial statement line
items and disclosures. Risk factors relevant to the identification of significant
accounts and disclosures and their relevant assertions include:

32
33

34

•
•
•

Size and composition of the account;

•

Nature of the account or disclosure;

Susceptibility to misstatement due to error or fraud;
Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account or reflected in the disclosure;

Paragraphs 16–35 of Auditing Standard No. 13.
Paragraph A10 of Auditing Standard No. 5 states:
An account or disclosure is a significant account or disclosure if there is a reasonable possibility that the account or disclosure could contain a misstatement that, individually or when
aggregated with others, has a material effect on the financial statements, considering the risks
of both overstatement and understatement. The determination of whether an account or disclosure is significant is based on inherent risk, without regard to the effect of controls.
Paragraph A9 of Auditing Standard No. 5 states:
A relevant assertion is a financial statement assertion that has a reasonable possibility of
containing a misstatement or misstatements that would cause the financial statements to be
materially misstated. The determination of whether an assertion is a relevant assertion is
based on inherent risk, without regard to the effect of controls.
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•

Accounting and reporting complexities associated with the account or disclosure;

•
•

Exposure to losses in the account;

•
•

Existence of related party transactions in the account; and

Possibility of significant contingent liabilities arising from the activities reflected in the account or disclosure;
Changes from the prior period in account and disclosure characteristics.

61. As part of identifying significant accounts and disclosures and their
relevant assertions, the auditor also should determine the likely sources of
potential misstatements that would cause the financial statements to be materially misstated. The auditor might determine the likely sources of potential
misstatements by asking himself or herself "what could go wrong?" within a
given significant account or disclosure.
62. The risk factors that the auditor should evaluate in the identification
of significant accounts and disclosures and their relevant assertions are the
same in the audit of internal control over financial reporting as in the audit of
the financial statements; accordingly, significant accounts and disclosures and
their relevant assertions are the same for both audits.
Note: In the financial statement audit, the auditor might perform substantive
auditing procedures on financial statement accounts, disclosures, and assertions that are not determined to be significant accounts and disclosures and
relevant assertions.35

63. The components of a potential significant account or disclosure might
be subject to significantly differing risks.
64. When a company has multiple locations or business units, the auditor
should identify significant accounts and disclosures and their relevant assertions based on the consolidated financial statements.

Factors Relevant to Identifying Fraud Risks
65. The auditor should evaluate whether the information gathered from
the risk assessment procedures indicates that one or more fraud risk factors
are present and should be taken into account in identifying and assessing fraud
risks. Fraud risk factors are events or conditions that indicate (1) an incentive
or pressure to perpetrate fraud, (2) an opportunity to carry out the fraud, or
(3) an attitude or rationalization that justifies the fraudulent action. Fraud
risk factors do not necessarily indicate the existence of fraud; however, they
often are present in circumstances in which fraud exists. Examples of fraud
risk factors related to fraudulent financial reporting and misappropriation of
assets are listed in AU sec. 316.85. These illustrative risk factors are classified
based on the three conditions discussed in this paragraph, which generally are
present when fraud exists.

35
The auditor might perform substantive auditing procedures because his or her assessment of
the risk that undetected misstatement would cause the financial statements to be materially misstated
is unacceptably high or as a means of introducing unpredictability in the procedures performed. See
paragraphs 11, 14, and 25 of Auditing Standard No. 14, for further discussion about undetected
misstatement. See paragraph 61 of Auditing Standard No. 5 and paragraph 5.c. of Auditing Standard
No. 13, for further discussion about the unpredictability of auditing procedures.
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Note: The factors listed in AU sec. 316.85 cover a broad range of situations
and are only examples. Accordingly, the auditor might identify additional or
different fraud risk factors.

66. All three conditions discussed in the preceding paragraph are not required to be observed or evident to conclude that a fraud risk exists. The auditor
might conclude that a fraud risk exists even when only one of these three conditions is present.
67. Consideration of the Risk of Omitted, Incomplete, or Inaccurate Disclosures. The auditor's evaluation of fraud risk factors in accordance with paragraph 65 should include evaluation of how fraud could be perpetrated or concealed by presenting incomplete or inaccurate disclosures or by omitting disclosures that are necessary for the financial statements to be presented fairly
in conformity with the applicable financial reporting framework.
68. Presumption of Fraud Risk Involving Improper Revenue Recognition.
The auditor should presume that there is a fraud risk involving improper revenue recognition and evaluate which types of revenue, revenue transactions, or
assertions may give rise to such risks.
69. Consideration of the Risk of Management Override of Controls. The
auditor's identification of fraud risks should include the risk of management
override of controls.
Note: Controls over management override are important to effective internal
control over financial reporting for all companies, and may be particularly important at smaller companies because of the increased involvement of senior
management in performing controls and in the period-end financial reporting
process. For smaller companies, the controls that address the risk of management override might be different from those at a larger company. For example, a
smaller company might rely on more detailed oversight by the audit committee
that focuses on the risk of management override.

Factors Relevant to Identifying Significant Risks
70. To determine whether an identified and assessed risk is a significant
risk, the auditor should evaluate whether the risk requires special audit consideration because of the nature of the risk or the likelihood and potential
magnitude of misstatement related to the risk.
Note: The determination of whether a risk of material misstatement is a significant risk is based on inherent risk, without regard to the effect of controls.

71. Factors that should be evaluated in determining which risks are significant risks include:
a.

b.

The effect of the quantitative and qualitative risk factors discussed in paragraph 60 on the likelihood and potential magnitude
of misstatements;
Whether the risk is a fraud risk;
Note: A fraud risk is a significant risk.

c.

Whether the risk is related to recent significant economic, accounting, or other developments;

d.

The complexity of transactions;

e.

Whether the risk involves significant transactions with related
parties;
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f.

g.

The degree of complexity or judgment in the recognition or measurement of financial information related to the risk, especially
those measurements involving a wide range of measurement uncertainty; and
Whether the risk involves significant transactions that are outside the normal course of business for the company or that otherwise appear to be unusual due to their timing, size, or nature.

Further Consideration of Controls
72. When the auditor has determined that a significant risk, including
a fraud risk, exists, the auditor should evaluate the design of the company's
controls that are intended to address fraud risks and other significant risks
and determine whether those controls have been implemented, if the auditor
has not already done so when obtaining an understanding of internal control,
as described in paragraphs 18–40 of this standard.36
73. Controls that address fraud risks include (a) specific controls designed
to mitigate specific risks of fraud, e.g., controls to address risks of intentional
misstatement of specific accounts and (b) controls designed to prevent, deter,
and detect fraud, e.g., controls to promote a culture of honesty and ethical behavior.37 Such controls also include those that address the risk of management
override of other controls.

Revision of Risk Assessment
74. The auditor's assessment of the risks of material misstatement, including fraud risks, should continue throughout the audit. When the auditor
obtains audit evidence during the course of the audit that contradicts the audit
evidence on which the auditor originally based his or her risk assessment, the
auditor should revise the risk assessment and modify planned audit procedures
or perform additional procedures in response to the revised risk assessments.38

36

Auditing Standard No. 13 discusses the auditor's response to fraud risks and other significant

risks.
37

AU sec. 316.88 and paragraph 14 of Auditing Standard No. 5 present examples of controls that
address fraud risks.
38
See also paragraph 46 of Auditing Standard No. 13.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as follows:
A2. Business risks—Risks that result from significant conditions, events, circumstances, actions, or inactions that could adversely affect a company's ability
to achieve its objectives and execute its strategies. Business risks also might
result from setting inappropriate objectives and strategies or from changes or
complexity in the company's operations or management.
A3. Company's objectives and strategies—The overall plans for the company
as established by management or the board of directors. Strategies are the
approaches by which management intends to achieve its objectives.
A4. Risk assessment procedures—The procedures performed by the auditor to
obtain information for identifying and assessing the risks of material misstatement in the financial statements whether due to error or fraud.
Note: Risk assessment procedures by themselves do not provide sufficient appropriate evidence on which to base an audit opinion.

A5. Significant risk—A risk of material misstatement that requires special
audit consideration.
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Appendix B
Consideration of Manual and Automated
Systems and Controls
B1. While obtaining an understanding of the company's information system related to financial reporting, the auditor should obtain an understanding of how
the company uses information technology ("IT") and how IT affects the financial
statements.1 The auditor also should obtain an understanding of the extent of
manual controls and automated controls used by the company, including the IT
general controls that are important to the effective operation of the automated
controls. That information should be taken into account in assessing the risks
of material misstatement.2
B2. Controls in a manual system might include procedures such as approvals
and reviews of transactions, and reconciliations and follow-up of reconciling
items.
B3. Alternatively, a company might use automated procedures to initiate,
record, process, and report transactions, in which case records in electronic
format would replace paper documents. When IT is used to initiate, record,
process, and report transactions, the IT systems and programs may include
controls related to the relevant assertions of significant accounts and disclosures or may be critical to the effective functioning of manual controls that
depend on IT.
B4. The auditor should obtain an understanding of specific risks to a company's
internal control over financial reporting resulting from IT. Examples of such
risks include:

•

Reliance on systems or programs that are inaccurately processing
data, processing inaccurate data, or both;

•

Unauthorized access to data that might result in destruction of
data or improper changes to data, including the recording of unauthorized or nonexistent transactions or inaccurate recording of
transactions (particular risks might arise when multiple users
access a common database);

•

The possibility of IT personnel gaining access privileges beyond
those necessary to perform their assigned duties, thereby breaking
down segregation of duties;

•
•
•
•
•

Unauthorized changes to data in master files;
Unauthorized changes to systems or programs;
Failure to make necessary changes to systems or programs;
Inappropriate manual intervention; and
Potential loss of data or inability to access data as required.

B5. In obtaining an understanding of the company's control activities, the auditor should obtain an understanding of how the company has responded to risks
arising from IT.
1
See also AU sec. 324, Service Organizations, if the company uses a service organization for
services that are part of the company's internal control over financial reporting.
2
See also paragraphs 16–17 of Auditing Standard No. 9, Audit Planning.
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B6. When a company uses manual elements in internal control systems and the
auditor plans to rely on, and therefore test, those manual controls, the auditor
should design procedures to test the consistency in the application of those
manual controls.
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Appendix 6—Auditing Standard No. 13
The Auditor’s Responses to the Risks of Material
Misstatement
Introduction
1. This standard establishes requirements regarding designing and implementing appropriate responses to the risks of material misstatement.

Objective
2. The objective of the auditor is to address the risks of material misstatement through appropriate overall audit responses and audit procedures.

Responding to the Risks of Material Misstatement
3. To meet the objective in the preceding paragraph, the auditor must design and implement audit responses that address the risks of material misstatement that are identified and assessed in accordance with Auditing Standard
No. 12, Identifying and Assessing Risks of Material Misstatement.
4. This standard discusses the following types of audit responses:
a.
b.

Responses that have an overall effect on how the audit is conducted ("overall responses"), as described in paragraphs 5–7; and
Responses involving the nature, timing, and extent of the audit
procedures to be performed, as described in paragraphs 8–46.

Overall Responses
5. The auditor should design and implement overall responses to address
the assessed risks of material misstatement as follows:
a.

b.

c.

1

Making appropriate assignments of significant engagement responsibilities. The knowledge, skill, and ability of engagement
team members with significant engagement responsibilities
should be commensurate with the assessed risks of material misstatement.1
Providing the extent of supervision that is appropriate for the circumstances, including, in particular, the assessed risks of material
misstatement. (See paragraphs 5–6 of Auditing Standard No. 10,
Supervision of the Audit Engagement.)
Incorporating elements of unpredictability in the selection of audit
procedures to be performed. As part of the auditor's response to the
assessed risks of material misstatement, including the assessed
risks of material misstatement due to fraud ("fraud risks"), the
auditor should incorporate an element of unpredictability in the

See also paragraph .06 of AU sec. 230, Due Professional Care in the Performance of Work.
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selection of auditing procedures to be performed from year to year.
Examples of ways to incorporate an element of unpredictability
include:
(1) Performing audit procedures related to accounts, disclosures, and assertions that would not otherwise be tested
based on their amount or the auditor's assessment of risk;
(2) Varying the timing of the audit procedures;
(3) Selecting items for testing that have lower amounts or are
otherwise outside customary selection parameters;
(4) Performing audit procedures on an unannounced basis;
and
(5) In multi-location audits, varying the location or the nature,
timing, and extent of audit procedures at related locations
or business units from year to year.2
d. Evaluating the company's selection and application of significant accounting principles. The auditor should evaluate whether
the company's selection and application of significant accounting
principles, particularly those related to subjective measurements
and complex transactions,3 are indicative of bias that could lead
to material misstatement of the financial statements.
Note: Paragraph .11 of AU sec. 380, Communication With Audit
Committees, discusses the auditor's judgments about the quality
of a company's accounting principles.
6. The auditor also should determine whether it is necessary to make pervasive changes to the nature, timing, or extent of audit procedures to adequately
address the assessed risks of material misstatement. Examples of such pervasive changes include modifying the audit strategy to:
a.

Increase the substantive testing of the valuation of numerous significant accounts at year end because of significantly deteriorating market conditions, and
b. Obtain more persuasive audit evidence from substantive procedures due to the identification of pervasive weaknesses in the
company's control environment.
7. Due professional care requires the auditor to exercise professional skepticism.4 Professional skepticism is an attitude that includes a questioning mind
and a critical assessment of the appropriateness and sufficiency of audit evidence. The auditor's responses to the assessed risks of material misstatement,
particularly fraud risks, should involve the application of professional skepticism in gathering and evaluating audit evidence.5 Examples of the application
of professional skepticism in response to the assessed fraud risks are (a) modifying the planned audit procedures to obtain more reliable evidence regarding
2
For integrated audits, paragraphs 61 and B13 of Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, establish
requirements for introducing unpredictability in testing of controls from year to year and in multilocation audits.
3
Paragraphs 12–13 of Auditing Standard No. 12 discuss the auditor's responsibilities regarding obtaining an understanding of the company's selection and application of accounting principles.
See also paragraphs .66–.67 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit,
and paragraphs .04 and .06 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.
4
AU secs. 230.07–.09.
5
AU sec. 316.13.
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relevant assertions and (b) obtaining sufficient appropriate evidence to corroborate management's explanations or representations concerning important
matters, such as through third-party confirmation, use of a specialist engaged
or employed by the auditor, or examination of documentation from independent
sources.

Responses Involving the Nature, Timing, and Extent
of Audit Procedures
8. The auditor should design and perform audit procedures in a manner
that addresses the assessed risks of material misstatement for each relevant
assertion of each significant account and disclosure.
9. In designing the audit procedures to be performed, the auditor should:
a.
b.

c.

Obtain more persuasive audit evidence the higher the auditor's
assessment of risk;
Take into account the types of potential misstatements that could
result from the identified risks and the likelihood and magnitude
of potential misstatement;6
In an integrated audit, design the testing of controls to accomplish
the objectives of both audits simultaneously:
(1) To obtain sufficient evidence to support the auditor's control risk7 assessments for purposes of the audit of financial
statements;8 and
(2) To obtain sufficient evidence to support the auditor's opinion on internal control over financial reporting as of yearend.
Note: Auditing Standard No. 5 establishes requirements for tests
of controls in the audit of internal control over financial reporting.

10. The audit procedures performed in response to the assessed risks of
material misstatement can be classified into two categories: (1) tests of controls
and (2) substantive procedures.9 Paragraphs 16–35 of this standard discuss
tests of controls, and paragraphs 36–46 discuss substantive procedures.
Note: Paragraphs 16–17 of this standard discuss when tests of controls are
necessary in a financial statement audit. Ordinarily, tests of controls are performed for relevant assertions for which the auditor chooses to rely on controls
to modify his or her substantive procedures.

Responses to Significant Risks
11. For significant risks, the auditor should perform substantive procedures, including tests of details, that are specifically responsive to the assessed
risks.
6
For example, potential misstatements regarding disclosures include omission of required disclosures or presentation of inaccurate or incomplete disclosures.
7
See paragraph 7.b. of Auditing Standard No. 8, Audit Risk, for a definition of control risk.
8
For purposes of this standard, the term "audit of financial statements" refers to the financial
statement portion of the integrated audit and to the audit of financial statements only.
9
Substantive procedures consist of (a) tests of details of accounts and disclosures and (b) substantive analytical procedures.
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Note: Auditing Standard No. 12 discusses identification of significant risks10
and states that fraud risks are significant risks.

Responses to Fraud Risks
12. The audit procedures that are necessary to address the assessed fraud
risks depend upon the types of risks and the relevant assertions that might be
affected.
Note: If the auditor identifies deficiencies in controls that are intended to address assessed fraud risks, the auditor should take into account those deficiencies when designing his or her response to those fraud risks.
Note: Auditing Standard No. 5 establishes requirements for addressing assessed fraud risks in the audit of internal control over financial reporting.11

13. Addressing Fraud Risks in the Audit of Financial Statements. In the audit of financial statements, the auditor should perform substantive procedures,
including tests of details, that are specifically responsive to the assessed fraud
risks. If the auditor selects certain controls intended to address the assessed
fraud risks for testing in accordance with paragraphs 16–17 of this standard,
the auditor should perform tests of those controls.
14. The following are examples of ways in which planned audit procedures
may be modified to address assessed fraud risks:
a.

Changing the nature of audit procedures to obtain evidence that
is more reliable or to obtain additional corroborative information;

b.

Changing the timing of audit procedures to be closer to the end of
the period or to the points during the period in which fraudulent
transactions are more likely to occur; and

c.

Changing the extent of the procedures applied to obtain more
evidence, e.g., by increasing sample sizes or applying computerassisted audit techniques to all of the items in an account.
Note: AU secs. 316.54–.67 provide additional examples of responses to assessed fraud risks relating to fraudulent financial reporting (e.g., revenue recognition, inventory quantities, and management estimates) and misappropriation of assets in the audit
of financial statements.

15. Also, AU sec. 316 indicates that the auditor should perform audit procedures to specifically address the risk of management override of controls
including:
a.

Examining journal entries and other adjustments for evidence of
possible material misstatement due to fraud (AU secs. 316.58–
.62);

b.

Reviewing accounting estimates for biases that could result in
material misstatement due to fraud (AU secs. 316.63–.65); and

c.

Evaluating the business rationale for significant unusual transactions (AU secs. 316.66–.67).

10
See paragraph 71 of Auditing Standard No. 12 for factors that the auditor should evaluate in
determining which risks are significant risks.
11
Paragraphs 14–15 of Auditing Standard No. 5.
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Testing Controls
Testing Controls in an Audit of Financial Statements
16. Controls to be Tested. If the auditor plans to assess control risk at less
than the maximum by relying on controls,12 and the nature, timing, and extent
of planned substantive procedures are based on that lower assessment, the
auditor must obtain evidence that the controls selected for testing are designed
effectively and operated effectively during the entire period of reliance.13
However, the auditor is not required to assess control risk at less than the
maximum for all relevant assertions and, for a variety of reasons, the auditor
may choose not to do so.
17. Also, tests of controls must be performed in the audit of financial statements for each relevant assertion for which substantive procedures alone cannot provide sufficient appropriate audit evidence and when necessary to support
the auditor's reliance on the accuracy and completeness of financial information
used in performing other audit procedures.14
Note: When a significant amount of information supporting one or more relevant assertions is electronically initiated, recorded, processed, or reported, it
might be impossible to design effective substantive tests that, by themselves,
would provide sufficient appropriate evidence regarding the assertions. For
such assertions, significant audit evidence may be available only in electronic
form. In such cases, the sufficiency and appropriateness of the audit evidence
usually depend on the effectiveness of controls over their accuracy and completeness. Furthermore, the potential for improper initiation or alteration of
information to occur and not be detected may be greater if information is initiated, recorded, processed, or reported only in electronic form and appropriate
controls are not operating effectively.

18. Evidence about the Effectiveness of Controls in the Audit of Financial
Statements. In designing and performing tests of controls for the audit of financial statements, the evidence necessary to support the auditor's control risk
assessment depends on the degree of reliance the auditor plans to place on the
effectiveness of a control. The auditor should obtain more persuasive audit evidence from tests of controls the greater the reliance the auditor places on the
effectiveness of a control. The auditor also should obtain more persuasive evidence about the effectiveness of controls for each relevant assertion for which
the audit approach consists primarily of tests of controls, including situations
in which substantive procedures alone cannot provide sufficient appropriate
audit evidence.

Testing Design Effectiveness
19. The auditor should test the design effectiveness of the controls selected
for testing by determining whether the company's controls, if they are operated
as prescribed by persons possessing the necessary authority and competence

12
Reliance on controls that is supported by sufficient and appropriate audit evidence allows the
auditor to assess control risk at less than the maximum, which results in a lower assessed risk of
material misstatement. In turn, this allows the auditor to modify the nature, timing, and extent of
planned substantive procedures.
13
Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
14
Paragraph 10 of Auditing Standard No. 15, Audit Evidence, and paragraph .16 of AU sec. 329,
Substantive Analytical Procedures.
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to perform the control effectively, satisfy the company's control objectives and
can effectively prevent or detect error or fraud that could result in material
misstatements in the financial statements.
Note: A smaller, less complex company might achieve its control objectives in
a different manner from a larger, more complex organization. For example, a
smaller, less complex company might have fewer employees in the accounting
function, limiting opportunities to segregate duties and leading the company
to implement alternative controls to achieve its control objectives. In such circumstances, the auditor should evaluate whether those alternative controls are
effective.

20. Procedures the auditor performs to test design effectiveness include
a mix of inquiry of appropriate personnel, observation of the company's operations, and inspection of relevant documentation. Walkthroughs that include
these procedures ordinarily are sufficient to evaluate design effectiveness.15

Testing Operating Effectiveness
21. The auditor should test the operating effectiveness of a control selected
for testing by determining whether the control is operating as designed and
whether the person performing the control possesses the necessary authority
and competence to perform the control effectively.
22. Procedures the auditor performs to test operating effectiveness include
a mix of inquiry of appropriate personnel, observation of the company's operations, inspection of relevant documentation, and re-performance of the control.

Obtaining Evidence from Tests of Controls
23. The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix of the nature, timing, and extent of the auditor's
procedures. Further, for an individual control, different combinations of the nature, timing, and extent of testing might provide sufficient evidence in relation
to the degree of reliance in an audit of financial statements.
Note: To obtain evidence about whether a control is effective, the control must
be tested directly; the effectiveness of a control cannot be inferred from the
absence of misstatements detected by substantive procedures.

Nature of Tests of Controls
24. Some types of tests, by their nature, produce greater evidence of the
effectiveness of controls than other tests. The following tests that the auditor
might perform are presented in the order of the evidence that they ordinarily
would produce, from least to most: inquiry, observation, inspection of relevant
documentation, and re-performance of a control.
Note: Inquiry alone does not provide sufficient evidence to support a conclusion
about the effectiveness of a control.

25. The nature of the tests of controls that will provide appropriate evidence depends, to a large degree, on the nature of the control to be tested,
including whether the operation of the control results in documentary evidence

15

Paragraphs 37–38 of Auditing Standard No. 12 discuss performing a walkthrough.
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of its operation. Documentary evidence of the operation of some controls, such
as management's philosophy and operating style, might not exist.
Note: A smaller, less complex company or unit might have less formal documentation regarding the operation of its controls. In those situations, testing
controls through inquiry combined with other procedures, such as observation
of activities, inspection of less formal documentation, or re-performance of certain controls, might provide sufficient evidence about whether the control is
effective.

Extent of Tests of Controls
26. The more extensively a control is tested, the greater the evidence obtained from that test.
27. Matters that could affect the necessary extent of testing of a control in
relation to the degree of reliance on a control include the following:

•

The frequency of the performance of the control by the company
during the audit period;

•

The length of time during the audit period that the auditor is
relying on the operating effectiveness of the control;

•
•

The expected rate of deviation from a control;

•

The extent to which audit evidence is obtained from tests of other
controls related to the assertion;

•

The nature of the control, including, in particular, whether it is a
manual control or an automated control; and

•

For an automated control, the effectiveness of relevant information technology general controls.

The relevance and reliability of the audit evidence to be obtained
regarding the operating effectiveness of the control;

Note: AU sec. 350, Audit Sampling, establishes requirements regarding the use of sampling in tests of controls.

Timing of Tests of Controls
28. The timing of tests of controls relates to when the evidence about the
operating effectiveness of the controls is obtained and the period of time to
which it applies. Paragraph 16 of this standard indicates that the auditor must
obtain evidence that the controls selected for testing are designed effectively
and operated effectively during the entire period of reliance.
29. Using Audit Evidence Obtained during an Interim Period. When the
auditor obtains evidence about the operating effectiveness of controls as of or
through an interim date, he or she should determine what additional evidence
is necessary concerning the operation of the controls for the remaining period
of reliance.
30. The additional evidence that is necessary to update the results of testing from an interim date through the remaining period of reliance depends on
the following factors:

•
REL 2010-004
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Note: If there have been significant changes to the control since
the interim date, the auditor should obtain evidence about the
effectiveness of the new or modified control;

•

The inherent risk associated with the related account(s) or assertion(s);

•

The specific control tested prior to year end, including the nature
of the control and the risk that the control is no longer effective
during the remaining period, and the results of the tests of the
control;

•
•

The planned degree of reliance on the control;

•

The length of the remaining period.

The sufficiency of the evidence of effectiveness obtained at an interim date; and

31. Using Audit Evidence Obtained in Past Audits. For audits of financial
statements, the auditor should obtain evidence during the current year audit
about the design and operating effectiveness of controls upon which the auditor
relies. When controls on which the auditor plans to rely have been tested in past
audits and the auditor plans to use evidence about the effectiveness of those
controls that was obtained in prior years, the auditor should take into account
the following factors to determine the evidence needed during the current year
audit to support the auditor's control risk assessments:

•

The nature and materiality of misstatements that the control is
intended to prevent or detect;

•

The inherent risk associated with the related account(s) or assertion(s);

•

Whether there have been changes in the volume or nature of transactions that might adversely affect control design or operating effectiveness;

•
•

Whether the account has a history of errors;

•

The nature of the controls and the frequency with which they operate;

•

The degree to which the control relies on the effectiveness of other
controls (e.g., the control environment or information technology
general controls);

•

The competence of the personnel who perform the control or monitor its performance and whether there have been changes in key
personnel who perform the control or monitor its performance;

•

Whether the control relies on performance by an individual or is
automated (i.e., an automated control would generally be expected
to be lower risk if relevant information technology general controls
are effective);16

•

The complexity of the control and the significance of the judgments
that must be made in connection with its operation;

The effectiveness of entity-level controls that the auditor has
tested, especially controls that monitor other controls;

16
The auditor also may use a benchmarking strategy, when appropriate, for automated application controls in subsequent years' audits. Benchmarking is described further beginning at paragraph
B28 of Auditing Standard No. 5.
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•
•

The planned degree of reliance on the control;

•
•

The results of the previous years' testing of the control;

•

For integrated audits, the evidence regarding the effectiveness of
the controls obtained during the audit of internal control.

The nature, timing, and extent of procedures performed in past
audits;
Whether there have been changes in the control or the process in
which it operates since the previous audit; and

Assessing Control Risk
32. The auditor should assess control risk for relevant assertions by evaluating the evidence obtained from all sources, including the auditor's testing
of controls for the audit of internal control and the audit of financial statements, misstatements detected during the financial statement audit, and any
identified control deficiencies.
33. Control risk should be assessed at the maximum level for relevant
assertions (1) for which controls necessary to sufficiently address the assessed
risk of material misstatement in those assertions are missing or ineffective or
(2) when the auditor has not obtained sufficient appropriate evidence to support
a control risk assessment below the maximum level.
34. When deficiencies affecting the controls on which the auditor intends
to rely are detected, the auditor should evaluate the severity of the deficiencies
and the effect on the auditor's control risk assessments. If the auditor plans to
rely on controls relating to an assertion but the controls that the auditor tests
are ineffective because of control deficiencies, the auditor should:
a.
b.

Perform tests of other controls related to the same assertion as
the ineffective controls, or
Revise the control risk assessment and modify the planned substantive procedures as necessary in light of the increased assessment of risk.
Note: Auditing Standard No. 5 establishes requirements for evaluating the severity of a control deficiency and communicating
identified control deficiencies to management and the audit committee in an integrated audit. AU sec. 325, Communications About
Control Deficiencies in an Audit of Financial Statements, establishes requirements for communicating significant deficiencies
and material weaknesses in an audit of financial statements only.

Testing Controls in an Audit of Internal Control
35. Auditing Standard No. 5 states that the objective of the tests of controls
in an audit of internal control is to obtain evidence about the effectiveness
of controls to support the auditor's opinion on the company's internal control
over financial reporting. The auditor's opinion relates to the effectiveness of
the company's internal control over financial reporting as of a point in time
and taken as a whole.17 Auditing Standard No. 5 establishes requirements
regarding the selection of controls to be tested and the necessary nature, timing,

17

Paragraph B1 of Auditing Standard No. 5.
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and extent of tests of controls in an audit of internal control over financial
reporting.

Substantive Procedures
36. The auditor should perform substantive procedures for each relevant
assertion of each significant account and disclosure, regardless of the assessed
level of control risk.
37. As the assessed risk of material misstatement increases, the evidence
from substantive procedures that the auditor should obtain also increases. The
evidence provided by the auditor's substantive procedures depends upon the
mix of the nature, timing, and extent of those procedures. Further, for an individual assertion, different combinations of the nature, timing, and extent of
testing might provide sufficient appropriate evidence to respond to the assessed
risk of material misstatement.
38. Internal control over financial reporting has inherent limitations,18
which, in turn, can affect the evidence that is needed from substantive procedures. For example, more evidence from substantive procedures ordinarily
is needed for relevant assertions that have a higher susceptibility to management override or to lapses in judgment or breakdowns resulting from human
failures.19

Nature of Substantive Procedures
39. Substantive procedures generally provide persuasive evidence when
they are designed and performed to obtain evidence that is relevant and reliable. Also, some types of substantive procedures, by their nature, produce more
persuasive evidence than others. Inquiry alone does not provide sufficient appropriate evidence to support a conclusion about a relevant assertion.
Note: Auditing Standard No. 15 discusses certain types of substantive procedures and the relevance and reliability of audit evidence.

40. Taking into account the types of potential misstatements in the relevant assertions that could result from identified risks, as required by paragraph
9.b., can help the auditor determine the types and combination of substantive
audit procedures that are necessary to detect material misstatements in the
respective assertions.
41. Substantive Procedures Related to the Period-end Financial Reporting
Process. The auditor's substantive procedures must include the following audit
procedures related to the period-end financial reporting process:

18
19

a.

Reconciling the financial statements with the underlying accounting records; and

b.

Examining material adjustments made during the course of
preparing the financial statements.
Note: AU secs. 316.58–.62 establish requirements for examining
journal entries and other adjustments for evidence of possible
material misstatement due to fraud.

Paragraph A5 of Auditing Standard No. 5.
See, e.g., paragraph .14 of AU sec. 328, Auditing Fair Value Measurements and Disclosures.
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Extent of Substantive Procedures
42. The more extensively a substantive procedure is performed, the greater
the evidence obtained from the procedure. The necessary extent of a substantive audit procedure depends on the materiality of the account or disclosure,
the assessed risk of material misstatement, and the necessary degree of assurance from the procedure. However, increasing the extent of an audit procedure
cannot adequately address an assessed risk of material misstatement unless
the evidence to be obtained from the procedure is reliable and relevant.

Timing of Substantive Procedures
43. Performing certain substantive procedures at interim dates may permit early consideration of matters affecting the year-end financial statements,
e.g., testing material transactions involving higher risks of misstatement. However, performing substantive procedures at an interim date without performing
procedures at a later date increases the risk that a material misstatement could
exist in the year-end financial statements that would not be detected by the auditor. This risk increases as the period between the interim date and year end
increases.
44. In determining whether it is appropriate to perform substantive procedures at an interim date, the auditor should take into account the following:
a.

The assessed risk of material misstatement, including:
(1) The auditor's assessment of control risk, as discussed in
paragraphs 32–34;
(2) The existence of conditions or circumstances, if any, that
create incentives or pressures on management to misstate
the financial statements between the interim test date and
the end of the period covered by the financial statements;
(3) The effects of known or expected changes in the company,
its environment, or its internal control over financial reporting during the remaining period;

b.

The nature of the substantive procedures;

c.

The nature of the account or disclosure and relevant assertion;
and

d.

The ability of the auditor to perform the necessary audit procedures to cover the remaining period.

45. When substantive procedures are performed at an interim date, the auditor should cover the remaining period by performing substantive procedures,
or substantive procedures combined with tests of controls, that provide a reasonable basis for extending the audit conclusions from the interim date to the
period end. Such procedures should include (a) comparing relevant information
about the account balance at the interim date with comparable information at
the end of the period to identify amounts that appear unusual and investigating such amounts and (b) performing audit procedures to test the remaining
period.
46. If the auditor obtains evidence that contradicts the evidence on which
the original risk assessments were based, including evidence of misstatements
that he or she did not expect, the auditor should revise the related risk assessments and modify the planned nature, timing, or extent of substantive
procedures covering the remaining period as necessary. Examples of such
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modifications include extending or repeating at the period end the procedures
performed at the interim date.

Dual-purpose Tests
47. In some situations, the auditor might perform a substantive test of a
transaction concurrently with a test of a control relevant to that transaction
(a "dual-purpose test"). In those situations, the auditor should design the
dual-purpose test to achieve the objectives of both the test of the control and
the substantive test. Also, when performing a dual-purpose test, the auditor
should evaluate the results of the test in forming conclusions about both the
assertion and the effectiveness of the control being tested.20

20

Paragraph .44 of AU sec. 350 discusses applying audit sampling in dual-purpose tests.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as follows:
A2. Dual-purpose test—Substantive test of a transaction and a test of a control
relevant to that transaction that are performed concurrently, e.g., a substantive
test of sales transactions performed concurrently with a test of controls over
those transactions.
A3. Period of reliance—The period being covered by the company's financial
statements, or the portion of that period, for which the auditor plans to rely on
controls in order to modify the nature, timing, and extent of planned substantive
procedures.
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Appendix 7—Auditing Standard No. 14
Evaluating Audit Results
Introduction
1. This standard establishes requirements regarding the auditor's evaluation of audit results and determination of whether he or she has obtained
sufficient appropriate audit evidence.

Objective
2. The objective of the auditor is to evaluate the results of the audit to
determine whether the audit evidence obtained is sufficient and appropriate to
support the opinion to be expressed in the auditor's report.

Evaluating the Results of the Audit
of Financial Statements
3. In forming an opinion on whether the financial statements are presented
fairly, in all material respects, in conformity with the applicable financial reporting framework, the auditor should take into account all relevant audit evidence,
regardless of whether it appears to corroborate or to contradict the assertions
in the financial statements.
4. In the audit of financial statements,1 the auditor's evaluation of audit
results should include evaluation of the following:
a.
b.
c.
d.

e.
f.

The results of analytical procedures performed in the overall review of the financial statements ("overall review");
Misstatements accumulated during the audit, including, in particular, uncorrected misstatements;2
The qualitative aspects of the company's accounting practices;
Conditions identified during the audit that relate to the assessment of the risk of material misstatement due to fraud ("fraud
risk");
The presentation of the financial statements, including the disclosures; and
The sufficiency and appropriateness of the audit evidence obtained.

Performing Analytical Procedures in the Overall Review
5. In the overall review, the auditor should read the financial statements
and disclosures and perform analytical procedures to (a) evaluate the auditor's
conclusions formed regarding significant accounts and disclosures and (b) assist
1
For purposes of this standard, the term "audit of financial statements" refers to the financial
statement portion of the integrated audit and to the audit of financial statements only.
2
Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
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in forming an opinion on whether the financial statements as a whole are free
of material misstatement.
6. As part of the overall review, the auditor should evaluate whether:
a.

The evidence gathered in response to unusual or unexpected
transactions, events, amounts, or relationships previously identified during the audit is sufficient; and
b. Unusual or unexpected transactions, events, amounts, or relationships3 indicate risks of material misstatement that were not
identified previously, including, in particular, fraud risks.
Note: If the auditor discovers a previously unidentified risk of
material misstatement or concludes that the evidence gathered is
not adequate, he or she should modify his or her audit procedures
or perform additional procedures as necessary in accordance with
paragraph 36 of this standard.
7. The nature and extent of the analytical procedures performed during
the overall review may be similar to the analytical procedures performed as
risk assessment procedures. The auditor should perform analytical procedures
relating to revenue through the end of the reporting period.4
8. The auditor should obtain corroboration for management's explanations
regarding significant unusual or unexpected transactions, events, amounts, or
relationships. If management's responses to the auditor's inquiries appear to
be implausible, inconsistent with other audit evidence, imprecise, or not at a
sufficient level of detail to be useful, the auditor should perform procedures to
address the matter.
9. Evaluating Whether Analytical Procedures Indicate a Previously Unrecognized Fraud Risk. Whether an unusual or unexpected transaction, event,
amount, or relationship indicates a fraud risk, as discussed in paragraph 6.b.,
depends on the relevant facts and circumstances, including the nature of the
account or relationship among the data used in the analytical procedures. For
example, certain unusual or unexpected transactions, events, amounts, or relationships could indicate a fraud risk if a component of the relationship involves accounts and disclosures that management has incentives or pressures
to manipulate, e.g., significant unusual or unexpected relationships involving
revenue and income.

Accumulating and Evaluating Identified Misstatements
10. Accumulating Identified Misstatements. The auditor should accumulate misstatements identified during the audit, other than those that are clearly
trivial.
Note: "Clearly trivial" is not another expression for "not material." Matters that
are clearly trivial will be of a smaller order of magnitude than the materiality
level established in accordance with Auditing Standard No. 11, Consideration of
Materiality in Planning and Performing an Audit, and will be inconsequential,
whether taken individually or in aggregate and whether judged by any criteria
of size, nature, or circumstances. When there is any uncertainty about whether
one or more items is clearly trivial, the matter is not considered trivial.

3
Paragraphs 46–48 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement and paragraph .03 of AU sec. 329, Substantive Analytical Procedures.
4
Paragraph 47 of Auditing Standard No. 12 contains a requirement to perform analytical procedures relating to revenue as part of the risk assessment procedures.
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11. The auditor may designate an amount below which misstatements are
clearly trivial and do not need to be accumulated. In such cases, the amount
should be set so that any misstatements below that amount would not be material to the financial statements, individually or in combination with other
misstatements, considering the possibility of undetected misstatement.
12. The auditor's accumulation of misstatements should include the auditor's best estimate of the total misstatement in the accounts and disclosures
that he or she has tested, not just the amount of misstatements specifically
identified. This includes misstatements related to accounting estimates, as
determined in accordance with paragraph 13 of this standard, and projected
misstatements from substantive procedures that involve audit sampling, as
determined in accordance with AU sec. 350, Audit Sampling.5
13. Misstatements Relating to Accounting Estimates. If the auditor concludes that the amount of an accounting estimate included in the financial
statements is unreasonable or was not determined in conformity with the relevant requirements of the applicable financial reporting framework, he or she
should treat the difference between that estimate and a reasonable estimate determined in conformity with the applicable accounting principles as a misstatement. If a range of reasonable estimates is supported by sufficient appropriate
audit evidence and the recorded estimate is outside of the range of reasonable estimates, the auditor should treat the difference between the recorded
accounting estimate and the closest reasonable estimate as a misstatement.
Note: If an accounting estimate is determined in conformity with the relevant
requirements of the applicable financial reporting framework and the amount
of the estimate is reasonable, a difference between an estimated amount best
supported by the audit evidence and the recorded amount of the accounting
estimate ordinarily would not be considered to be a misstatement. Paragraph
27 discusses evaluating accounting estimates for bias.

14. Considerations as the Audit Progresses. The auditor should determine
whether the overall audit strategy and audit plan need to be modified if:
a.

b.

5
6

The nature of accumulated misstatements and the circumstances
of their occurrence indicate that other misstatements might exist
that, in combination with accumulated misstatements, could be
material; or
The aggregate of misstatements accumulated during the audit
approaches the materiality level or levels used in planning and
performing the audit.6
Note: When the aggregate of accumulated misstatements approaches the materiality level or levels used in planning and
performing the audit, there likely will be greater than an appropriately low level of risk that possible undetected misstatements,
when combined with the aggregate of misstatements accumulated
during the audit that remain uncorrected, could be material to
the financial statements. If the auditor's assessment of this risk
is unacceptably high, he or she should perform additional audit
procedures or determine that management has adjusted the financial statements so that the risk that the financial statements
are materially misstated has been reduced to an appropriately
low level.

AU sec. 350.26.
Auditing Standard No. 11.
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15. The auditor should communicate accumulated misstatements to management on a timely basis to provide management with an opportunity to correct them.
16. If management has examined an account or a disclosure in response to
misstatements detected by the auditor and has made corrections to the account
or disclosure, the auditor should evaluate management's work to determine
whether the corrections have been recorded properly and whether uncorrected
misstatements remain.
17. Evaluation of the Effect of Uncorrected Misstatements. The auditor
should evaluate whether uncorrected misstatements are material, individually or in combination with other misstatements. In making this evaluation, the
auditor should evaluate the misstatements in relation to the specific accounts
and disclosures involved and to the financial statements as a whole, taking into
account relevant quantitative and qualitative factors.7 (See Appendix B.)
Note: In interpreting the federal securities laws, the Supreme Court of the
United States has held that a fact is material if there is "a substantial likelihood that the ...fact would have been viewed by the reasonable investor as
having significantly altered the 'total mix' of information made available."8 As
the Supreme Court has noted, determinations of materiality require "delicate
assessments of the inferences a 'reasonable shareholder' would draw from a
given set of facts and the significance of those inferences to him ...."9
Note: As a result of the interaction of quantitative and qualitative considerations in materiality judgments, uncorrected misstatements of relatively small
amounts could have a material effect on the financial statements. For example, an illegal payment of an otherwise immaterial amount could be material if
there is a reasonable possibility10 that it could lead to a material contingent liability or a material loss of revenue.11 Also, a misstatement made intentionally
could be material for qualitative reasons, even if relatively small in amount.
Note: If the reevaluation of the established materiality level or levels, as set
forth in Auditing Standard No. 11,12 results in a lower amount for the materiality level or levels, the auditor should take into account that lower materiality
level or levels in the evaluation of uncorrected misstatements.

18. The auditor's evaluation of uncorrected misstatements, as described
in paragraph 17 of this standard, should include evaluation of the effects of
uncorrected misstatements detected in prior years and misstatements detected
in the current year that relate to prior years.
19. The auditor cannot assume that an instance of error or fraud is an isolated occurrence. Therefore, the auditor should evaluate the nature and effects
of the individual misstatements accumulated during the audit on the assessed
risks of material misstatement. This evaluation is important in determining

7
If the financial statements contain material misstatements, AU sec. 508, Reports on Audited
Financial Statements, indicates that the auditor should issue a qualified or an adverse opinion on
the financial statements. AU sec. 508.35 discusses situations in which the financial statements are
materially affected by a departure from the applicable financial reporting framework.
8
TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1976). See also Basic, Inc. v. Levinson, 485
U.S. 224 (1988).
9
TSC Industries, 426 U.S. at 450.
10
There is a reasonable possibility of an event, as used in this standard, when the likelihood of
the event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.
11
AU sec. 317, Illegal Acts by Clients.
12
Paragraphs 11–12 of Auditing Standard No. 11.
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whether the risk assessments remain appropriate, as discussed in paragraph
36 of this standard.
20. Evaluating Whether Misstatements Might Be Indicative of Fraud. The
auditor should evaluate whether identified misstatements13 might be indicative
of fraud and, in turn, how they affect the auditor's evaluation of materiality
and the related audit responses. As indicated in AU sec. 316, Consideration of
Fraud in a Financial Statement Audit, fraud is an intentional act that results
in material misstatement of the financial statements.14
21. If the auditor believes that a misstatement is or might be intentional,
and if the effect on the financial statements could be material or cannot be
readily determined, the auditor should perform procedures to obtain additional
audit evidence to determine whether fraud has occurred or is likely to have
occurred and, if so, its effect on the financial statements and the auditor's report
thereon.
22. For misstatements that the auditor believes are or might be intentional, the auditor should evaluate the implications on the integrity of management or employees and the possible effect on other aspects of the audit. If
the misstatement involves higher-level management, it might be indicative of
a more pervasive problem, such as an issue with the integrity of management,
even if the amount of the misstatement is small. In such circumstances, the
auditor should reevaluate the assessment of fraud risk and the effect of that
assessment on (a) the nature, timing, and extent of the necessary tests of accounts or disclosures and (b) the assessment of the effectiveness of controls. The
auditor also should evaluate whether the circumstances or conditions indicate
possible collusion involving employees, management, or external parties and,
if so, the effect of the collusion on the reliability of evidence obtained.
23. If the auditor becomes aware of information indicating that fraud or
another illegal act has occurred or might have occurred, he or she also must
determine his or her responsibilities under AU secs. 316.79–.82A, AU sec. 317,
and Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. §78j–1.

Evaluating the Qualitative Aspects of the Company’s
Accounting Practices
24. When evaluating whether the financial statements as a whole are free
of material misstatement, the auditor should evaluate the qualitative aspects of
the company's accounting practices, including potential bias in management's
judgments about the amounts and disclosures in the financial statements.
25. The following are examples of forms of management bias:
a.

13
14

The selective correction of misstatements brought to management's attention during the audit (e.g., correcting misstatements
that have the effect of increasing reported earnings but not correcting misstatements that have the effect of decreasing reported
earnings).
Note: To evaluate the potential effect of selective correction of
misstatements, the auditor should obtain an understanding of the
reasons that management decided not to correct misstatements
communicated by the auditor in accordance with paragraph 15.

Misstatements include omission and presentation of inaccurate or incomplete disclosures.
AU sec. 316.05.
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b.

The identification by management of additional adjusting entries
that offset misstatements accumulated by the auditor. If such
adjusting entries are identified, the auditor should perform procedures to determine why the underlying misstatements were
not identified previously and evaluate the implications on the integrity of management and the auditor's risk assessments, including fraud risk assessments. The auditor also should perform
additional procedures as necessary to address the risk of further
undetected misstatement.

c.

Bias in the selection and application of accounting principles.15

d.

Bias in accounting estimates.16

26. If the auditor identifies bias in management's judgments about the
amounts and disclosures in the financial statements, the auditor should evaluate whether the effect of that bias, together with the effect of uncorrected misstatements, results in material misstatement of the financial statements. Also,
the auditor should evaluate whether the auditor's risk assessments, including,
in particular, the assessment of fraud risks, and the related audit responses
remain appropriate.
27. Evaluating Bias in Accounting Estimates. The auditor should evaluate
whether the difference between estimates best supported by the audit evidence
and estimates included in the financial statements, which are individually reasonable, indicate a possible bias on the part of the company's management. If
each accounting estimate included in the financial statements was individually
reasonable but the effect of the difference between each estimate and the estimate best supported by the audit evidence was to increase earnings or loss, the
auditor should evaluate whether these circumstances indicate potential management bias in the estimates. Bias also can result from the cumulative effect
of changes in multiple accounting estimates. If the estimates in the financial
statements are grouped at one end of the range of reasonable estimates in the
prior year and are grouped at the other end of the range of reasonable estimates
in the current year, the auditor should evaluate whether management is using
swings in estimates to achieve an expected or desired outcome, e.g., to offset
higher or lower than expected earnings.
Note: AU secs. 316.64–.65 establish requirements regarding performing a retrospective review of accounting estimates and evaluating the potential for fraud
risks.

Evaluating Conditions Relating to the Assessment of Fraud Risks
28. When evaluating the results of the audit, the auditor should evaluate
whether the accumulated results of auditing procedures17 and other observations affect the assessment of the fraud risks made throughout the audit and
whether the audit procedures need to be modified to respond to those risks. (See
Appendix C.)

15
Paragraph 5.d. of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
16
Paragraph 27 of this standard.
17
Such auditing procedures include, but are not limited to, procedures in the overall review
(paragraph 9 of this standard), the evaluation of identified misstatements (paragraphs 20–23 of this
standard), and the evaluation of the qualitative aspects of the company's accounting practices (paragraphs 24–27 of this standard).
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29. As part of this evaluation, the engagement partner should determine
whether there has been appropriate communication with the other engagement
team members throughout the audit regarding information or conditions that
are indicative of fraud risks.
Note: To accomplish this communication, the engagement partner might arrange another discussion among the engagement team members about fraud
risks. (See paragraphs 49–51 of Auditing Standard No. 12.)

Evaluating the Presentation of the Financial Statements,
Including the Disclosures
30. The auditor must evaluate whether the financial statements are presented fairly, in all material respects, in conformity with the applicable financial
reporting framework.
Note: AU sec. 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, establishes requirements for evaluating
the presentation of the financial statements. Auditing Standard No. 6, Evaluating Consistency of Financial Statements, establishes requirements regarding
evaluating the consistency of the accounting principles used in financial statements.
Note: The auditor should look to the requirements of the Securities and Exchange Commission for the company under audit with respect to the accounting
principles applicable to that company.

31. As part of the evaluation of the presentation of the financial statements, the auditor should evaluate whether the financial statements contain
the information essential for a fair presentation of the financial statements in
conformity with the applicable financial reporting framework. Evaluation of
the information disclosed in the financial statements includes consideration of
the form, arrangement, and content of the financial statements (including the
accompanying notes), encompassing matters such as the terminology used, the
amount of detail given, the classification of items in the statements, and
the bases of amounts set forth.
Note: According to AU sec. 508, if the financial statements, including the accompanying notes, fail to disclose information that is required by the applicable
financial reporting framework, the auditor should express a qualified or adverse
opinion and should provide the information in the report, if practicable, unless
its omission from the report is recognized as appropriate by a specific auditing
standard.18

Evaluating the Sufficiency and Appropriateness
of Audit Evidence
32. Auditing Standard No. 8, Audit Risk, states:
To form an appropriate basis for expressing an opinion on the financial statements, the auditor must plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement
due to error or fraud. Reasonable assurance is obtained by reducing audit risk

18

AU secs. 508.41–.44.
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to an appropriately low level through applying due professional care, including
obtaining sufficient appropriate audit evidence.19

33. As part of evaluating audit results, the auditor must conclude on
whether sufficient appropriate audit evidence has been obtained to support
his or her opinion on the financial statements.
34. Factors that are relevant to the conclusion on whether sufficient appropriate audit evidence has been obtained include the following:
a.

The significance of uncorrected misstatements and the likelihood
of their having a material effect, individually or in combination,
on the financial statements, considering the possibility of further
undetected misstatement (paragraphs 14 and 17–19 of this standard).

b.

The results of audit procedures performed in the audit of financial
statements, including whether the evidence obtained supports or
contradicts management's assertions and whether such audit procedures identified specific instances of fraud (paragraphs 20–23
and 28–29 of this standard).

c.

The auditor's risk assessments (paragraph 36 of this standard).

d.

The results of audit procedures performed in the audit of internal
control over financial reporting, if the audit is an integrated audit.

e.

The appropriateness (i.e., the relevance and reliability) of the audit evidence obtained.20

35. If the auditor has not obtained sufficient appropriate audit evidence
about a relevant assertion or has substantial doubt about a relevant assertion,
the auditor should perform procedures to obtain further audit evidence to address the matter. If the auditor is unable to obtain sufficient appropriate audit
evidence to have a reasonable basis to conclude about whether the financial
statements as a whole are free of material misstatement, AU sec. 508 indicates
that the auditor should express a qualified opinion or a disclaimer of opinion.21
36. Evaluating the Appropriateness of Risk Assessments. As part of the
evaluation of whether sufficient appropriate audit evidence has been obtained,
the auditor should evaluate whether the assessments of the risks of material
misstatement at the assertion level remain appropriate and whether the audit
procedures need to be modified or additional procedures need to be performed as
a result of any changes in the risk assessments. For example, the re-evaluation
of the auditor's risk assessments could result in the identification of relevant
assertions or significant risks that were not identified previously and for which
the auditor should perform additional audit procedures.
Note: Auditing Standard No. 12 establishes requirements on revising the auditor's risk assessment.22 Auditing Standard No. 13 discusses the auditor's responsibilities regarding the assessment of control risk and evaluation of control
deficiencies in an audit of financial statements.23

19

Paragraph 3 of Auditing Standard No. 8.
Paragraphs 7–9 of Auditing Standard No. 15, Audit Evidence, discuss the relevance and reliability of audit evidence.
21
AU sec. 508.22–.34 contains requirements regarding audit scope limitations.
22
Paragraph 74 of Auditing Standard No. 12.
23
Paragraphs 32–34 of Auditing Standard No. 13.
20

REL 2010-004

Risk and Related Amendments to PCAOB Standards

3343

Evaluating the Results of the Audit of Internal Control
Over Financial Reporting
37. Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, indicates
that the auditor should form an opinion on the effectiveness of internal control over financial reporting by evaluating evidence obtained from all sources,
including the auditor's testing of controls, misstatements detected during the financial statement audit, and any identified control deficiencies. Auditing Standard No. 5 describes the auditor's responsibilities regarding evaluating the
results of the audit, including evaluating the identified control deficiencies.24

24
Paragraphs 62–70 of Auditing Standard No. 5 discuss evaluating identified control deficiencies,
and paragraphs 71–73 of Auditing Standard No. 5 discuss forming an opinion on the effectiveness of
internal control over financial reporting.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as follows:
A2. Misstatement—A misstatement, if material individually or in combination
with other misstatements, causes the financial statements not to be presented
fairly in conformity with the applicable financial reporting framework.1 A misstatement may relate to a difference between the amount, classification, presentation, or disclosure of a reported financial statement item and the amount,
classification, presentation, or disclosure that should be reported in conformity
with the applicable financial reporting framework. Misstatements can arise
from error (i.e., unintentional misstatement) or fraud.2
A3. Uncorrected misstatements—Misstatements, other than those that are
clearly trivial,3 that management has not corrected.

1
The auditor should look to the requirements of the Securities and Exchange Commission for
the company under audit with respect to the accounting principles applicable to that company.
2
Paragraph .02 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
3
Paragraph 10 of this standard states that, "[t]he auditor should accumulate misstatements
identified during the audit, other than those that are clearly trivial."
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Appendix B
Qualitative Factors Related to the Evaluation of the
Materiality of Uncorrected Misstatements
B1. Paragraph 17 of this standard states:
The auditor should evaluate whether uncorrected misstatements are material,
individually or in combination with other misstatements. In making this evaluation, the auditor should evaluate the misstatements in relation to the specific
accounts and disclosures involved and to the financial statements as a whole,
taking into account relevant quantitative and qualitative factors.1
Note: In interpreting the federal securities laws, the Supreme Court of the
United States has held that a fact is material if there is "a substantial likelihood that the . . . fact would have been viewed by the reasonable investor as
having significantly altered the 'total mix' of information made available."2 As
the Supreme Court has noted, determinations of materiality require "delicate
assessments of the inferences a 'reasonable shareholder' would draw from a
given set of facts and the significance of those inferences to him . . . ."3
Note: As a result of the interaction of quantitative and qualitative considerations in materiality judgments, uncorrected misstatements of relatively small
amounts could have a material effect on the financial statements. For example, an illegal payment of an otherwise immaterial amount could be material
if there is a reasonable possibility4 that it could lead to a material contingent
liability or a material loss of revenue.5 Also, a misstatement made intentionally
could be material for qualitative reasons, even if relatively small in amount.

B2. Qualitative factors to consider in the auditor's evaluation of the materiality
of uncorrected misstatements, if relevant, include the following:
a. The potential effect of the misstatement on trends, especially
trends in profitability.
b. A misstatement that changes a loss into income or vice versa.
c. The effect of the misstatement on segment information, for example, the significance of the matter to a particular segment important to the future profitability of the company, the pervasiveness
of the matter on the segment information, and the impact of the
matter on trends in segment information, all in relation to the
financial statements taken as a whole.
d. The potential effect of the misstatement on the company's compliance with loan covenants, other contractual agreements, and
regulatory provisions.
1
If the financial statements contain material misstatements, AU sec. 508, Reports on Audited
Financial Statements, indicates that the auditor should issue a qualified or an adverse opinion on
the financial statements. AU sec. 508.35 discusses situations in which the financial statements are
materially affected by a departure from the applicable financial reporting framework.
2
TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1976). See also Basic, Inc. v. Levinson, 485
U.S. 224 (1988).
3
TSC Industries, 426 U.S. at 450.
4
There is a reasonable possibility of an event, as used in this standard, when the likelihood of the
event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.
5
AU sec. 317, Illegal Acts by Clients.
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e.

The existence of statutory or regulatory reporting requirements
that affect materiality thresholds.

f.

A misstatement that has the effect of increasing management's
compensation, for example, by satisfying the requirements for the
award of bonuses or other forms of incentive compensation.

g.

The sensitivity of the circumstances surrounding the misstatement, for example, the implications of misstatements involving
fraud and possible illegal acts, violations of contractual provisions, and conflicts of interest.

h.

The significance of the financial statement element affected by the
misstatement, for example, a misstatement affecting recurring
earnings as contrasted to one involving a non-recurring charge or
credit, such as an extraordinary item.

i.

The effects of misclassifications, for example, misclassification between operating and non-operating income or recurring and nonrecurring income items.

j.

The significance of the misstatement or disclosures relative to
known user needs, for example:

•

The significance of earnings and earnings per share to
public company investors.

•

The magnifying effects of a misstatement on the calculation of purchase price in a transfer of interests (buy/sell
agreement).

•

The effect of misstatements of earnings when contrasted
with expectations.

k.

The definitive character of the misstatement, for example, the precision of an error that is objectively determinable as contrasted
with a misstatement that unavoidably involves a degree of subjectivity through estimation, allocation, or uncertainty.

l.

The motivation of management with respect to the misstatement,
for example, (i) an indication of a possible pattern of bias by
management when developing and accumulating accounting estimates or (ii) a misstatement precipitated by management's continued unwillingness to correct weaknesses in the financial reporting process.

m.

The existence of offsetting effects of individually significant but
different misstatements.

n.

The likelihood that a misstatement that is currently immaterial
may have a material effect in future periods because of a cumulative effect, for example, that builds over several periods.

o.

The cost of making the correction—it may not be cost-beneficial
for the client to develop a system to calculate a basis to record
the effect of an immaterial misstatement. On the other hand,
if management appears to have developed a system to calculate
an amount that represents an immaterial misstatement, it may
reflect a motivation of management as noted in paragraph B2.l
above.

p.

The risk that possible additional undetected misstatements
would affect the auditor's evaluation.
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Appendix C
Matters That Might Affect the Assessment of Fraud Risks
C1. If the following matters are identified during the audit, the auditor should
take into account these matters in the evaluation of the assessment of fraud
risks, as discussed in paragraph 28 of this standard:
a. Discrepancies in the accounting records, including:
(1) Transactions that are not recorded in a complete or timely
manner or are improperly recorded as to amount, accounting period, classification, or company policy.
(2) Unsupported or unauthorized balances or transactions.
(3) Last-minute adjustments that significantly affect financial
results.
(4) Evidence of employees' access to systems and records that
is inconsistent with the access that is necessary to perform
their authorized duties.
(5) Tips or complaints to the auditor about alleged fraud.
b. Conflicting or missing evidence, including:
(1) Missing documents.
(2) Documents that appear to have been altered.1
(3) Unavailability of other than photocopied or electronically
transmitted documents when documents in original form
are expected to exist.
(4) Significant unexplained items in reconciliations.
(5) Inconsistent, vague, or implausible responses from management or employees arising from inquiries or analytical
procedures.
(6) Unusual discrepancies between the company's records and
confirmation responses.
(7) Missing inventory or physical assets of significant magnitude.
(8) Unavailable or missing electronic evidence that is inconsistent with the company's record retention practices or
policies.
(9) Inability to produce evidence of key systems development
and program change testing and implementation activities
for current year system changes and deployments.
(10) Unusual balance sheet changes or changes in trends or
important financial statement ratios or relationships, e.g.,
receivables growing faster than revenues.
(11) Large numbers of credit entries and other adjustments
made to accounts receivable records.
(12) Unexplained or inadequately explained differences between the accounts receivable subsidiary ledger and the
general ledger control account, or between the customer
statement and the accounts receivable subsidiary ledger.
1

Paragraph 9 of Auditing Standard No. 15, Audit Evidence.
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(13) Missing or nonexistent cancelled checks in circumstances
in which cancelled checks are ordinarily returned to the
company with the bank statement.
(14) Fewer responses to confirmation requests than anticipated
or a greater number of responses than anticipated.
Problematic or unusual relationships between the auditor and
management, including:
(1) Denial of access to records, facilities, certain employees,
customers, vendors, or others from whom audit evidence
might be sought, including:2
a. Unwillingness to facilitate auditor access to key
electronic files for testing through the use of
computer-assisted audit techniques.
b. Denial of access to key information technology operations staff and facilities, including security, operations, and systems development.
(2) Undue time pressures imposed by management to resolve
complex or contentious issues.
(3) Management pressure on engagement team members, particularly in connection with the auditor's critical assessment of audit evidence or in the resolution of potential
disagreements with management.
(4) Unusual delays by management in providing requested
information.
(5) Management's unwillingness to add or revise disclosures
in the financial statements to make them more complete
and transparent.
(6) Management's unwillingness to appropriately address significant deficiencies in internal control on a timely basis.
Other matters, including:
(1) Objections by management to the auditor meeting privately with the audit committee.
(2) Accounting policies that appear inconsistent with industry
practices that are widely recognized and prevalent.
(3) Frequent changes in accounting estimates that do not appear to result from changing circumstances.
(4) Tolerance of violations of the company's code of conduct.

2
Denial of access to information might constitute a limitation on the scope of the audit that
requires the auditor to qualify or disclaim an opinion. (See Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements,
and AU sec. 508, Reports on Audited Financial Statements.)
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Appendix 8—Auditing Standard No. 15
Audit Evidence
Introduction
1. This standard explains what constitutes audit evidence and establishes
requirements regarding designing and performing audit procedures to obtain
sufficient appropriate audit evidence.
2. Audit evidence is all the information, whether obtained from audit procedures or other sources, that is used by the auditor in arriving at the conclusions on which the auditor's opinion is based. Audit evidence consists of both
information that supports and corroborates management's assertions regarding the financial statements or internal control over financial reporting and
information that contradicts such assertions.

Objective
3. The objective of the auditor is to plan and perform the audit to obtain
appropriate audit evidence that is sufficient to support the opinion expressed
in the auditor's report.1

Sufficient Appropriate Audit Evidence
4. The auditor must plan and perform audit procedures to obtain sufficient
appropriate audit evidence to provide a reasonable basis for his or her opinion.
5. Sufficiency is the measure of the quantity of audit evidence. The quantity
of audit evidence needed is affected by the following:

•

Risk of material misstatement (in the audit of financial statements)
or the risk associated with the control (in the audit of internal control over financial reporting). As the risk increases, the amount of
evidence that the auditor should obtain also increases. For example, ordinarily more evidence is needed to respond to significant
risks.2

•

Quality of the audit evidence obtained. As the quality of the evidence increases, the need for additional corroborating evidence
decreases. Obtaining more of the same type of audit evidence, however, cannot compensate for the poor quality of that evidence.

6. Appropriateness is the measure of the quality of audit evidence, i.e.,
its relevance and reliability. To be appropriate, audit evidence must be both
relevant and reliable in providing support for the conclusions on which the
auditor's opinion is based.

1
Auditing Standard No. 14, Evaluating Audit Results, establishes requirements regarding evaluating whether sufficient appropriate evidence has been obtained. Auditing Standard No. 3, Audit
Documentation, establishes requirements regarding documenting the procedures performed, evidence
obtained, and conclusions reached in an audit.
2
Paragraph A5 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.
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Relevance and Reliability
7. Relevance. The relevance of audit evidence refers to its relationship to
the assertion or to the objective of the control being tested. The relevance of
audit evidence depends on:
a.

The design of the audit procedure used to test the assertion or control, in particular whether it is designed to (1) test the assertion or
control directly and (2) test for understatement or overstatement;
and
b. The timing of the audit procedure used to test the assertion or
control.
8. Reliability. The reliability of evidence depends on the nature and source
of the evidence and the circumstances under which it is obtained. For example,
in general:

•

Evidence obtained from a knowledgeable source that is independent of the company is more reliable than evidence obtained only
from internal company sources.

•

The reliability of information generated internally by the company
is increased when the company's controls over that information
are effective.

•

Evidence obtained directly by the auditor is more reliable than
evidence obtained indirectly.

•

Evidence provided by original documents is more reliable than
evidence provided by photocopies or facsimiles, or documents that
have been filmed, digitized, or otherwise converted into electronic
form, the reliability of which depends on the controls over the
conversion and maintenance of those documents.

9. The auditor is not expected to be an expert in document authentication.
However, if conditions indicate that a document may not be authentic or that
the terms in a document have been modified but that the modifications have not
been disclosed to the auditor, the auditor should modify the planned audit procedures or perform additional audit procedures to respond to those conditions
and should evaluate the effect, if any, on the other aspects of the audit.

Using Information Produced by the Company
10. When using information produced by the company as audit evidence,
the auditor should evaluate whether the information is sufficient and appropriate for purposes of the audit by performing procedures to:3

•

Test the accuracy and completeness of the information, or test the
controls over the accuracy and completeness of that information;
and

•

Evaluate whether the information is sufficiently precise and detailed for purposes of the audit.

3
When using the work of a specialist engaged or employed by management, see AU sec. 336,
Using the Work of a Specialist. When using information produced by a service organization or a
service auditor's report as audit evidence, see AU sec. 324, Service Organizations, and for integrated
audits, see Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
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Financial Statement Assertions
11. In representing that the financial statements are presented fairly in
conformity with the applicable financial reporting framework, management implicitly or explicitly makes assertions regarding the recognition, measurement,
presentation, and disclosure of the various elements of financial statements
and related disclosures. Those assertions can be classified into the following
categories:

•

Existence or occurrence—Assets or liabilities of the company exist
at a given date, and recorded transactions have occurred during a
given period.

•

Completeness—All transactions and accounts that should be presented in the financial statements are so included.

•

Valuation or allocation—Asset, liability, equity, revenue, and expense components have been included in the financial statements
at appropriate amounts.

•

Rights and obligations—The company holds or controls rights to
the assets, and liabilities are obligations of the company at a given
date.

•

Presentation and disclosure—The components of the financial
statements are properly classified, described, and disclosed.

12. The auditor may base his or her work on financial statement assertions
that differ from those in this standard if the assertions are sufficient for the
auditor to identify the types of potential misstatements and to respond appropriately to the risks of material misstatement in each significant account and
disclosure that has a reasonable possibility4 of containing misstatements that
would cause the financial statements to be materially misstated, individually
or in combination with other misstatements.5

Audit Procedures for Obtaining Audit Evidence
13. Audit procedures can be classified into the following categories:
a.

Risk assessment procedures,6 and

b.

Further audit procedures,7 which consist of:
(1) Tests of controls, and
(2) Substantive procedures, including tests of details and substantive analytical procedures.

14. Paragraphs 15–21 of this standard describe specific audit procedures.
The purpose of an audit procedure determines whether it is a risk assessment
procedure, test of controls, or substantive procedure.

4
There is a reasonable possibility of an event, as used in this standard, when the likelihood of the
event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.
5
For an integrated audit, also see paragraph 28 of Auditing Standard No. 5.
6
Auditing Standard No. 12.
7
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material Misstatement.
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Inspection
15. Inspection involves examining records or documents, whether internal
or external, in paper form, electronic form, or other media, or physically examining an asset. Inspection of records and documents provides audit evidence
of varying degrees of reliability, depending on their nature and source and, in
the case of internal records and documents, on the effectiveness of the controls
over their production. An example of inspection used as a test of controls is
inspection of records for evidence of authorization.

Observation
16. Observation consists of looking at a process or procedure being performed by others, e.g., the auditor's observation of inventory counting by the
company's personnel or the performance of control activities. Observation can
provide audit evidence about the performance of a process or procedure, but
the evidence is limited to the point in time at which the observation takes place
and also is limited by the fact that the act of being observed may affect how the
process or procedure is performed.8

Inquiry
17. Inquiry consists of seeking information from knowledgeable persons
in financial or nonfinancial roles within the company or outside the company.
Inquiry may be performed throughout the audit in addition to other audit procedures. Inquiries may range from formal written inquiries to informal oral
inquiries. Evaluating responses to inquiries is an integral part of the inquiry
process.9
Note: Inquiry of company personnel, by itself, does not provide sufficient audit evidence to reduce audit risk to an appropriately low level for a relevant
assertion or to support a conclusion about the effectiveness of a control.

Confirmation
18. A confirmation response represents a particular form of audit evidence
obtained by the auditor from a third party in accordance with PCAOB standards.10

Recalculation
19. Recalculation consists of checking the mathematical accuracy of documents or records. Recalculation may be performed manually or electronically.

Reperformance
20. Reperformance involves the independent execution of procedures or
controls that were originally performed by company personnel.
8
AU sec. 331, Inventories, establishes requirements regarding observation of the counting of
inventory.
9
AU sec. 333, Management Representations, establishes requirements regarding written management representations, including confirmation of management responses to oral inquiries.
10
AU sec. 330, The Confirmation Process.
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Analytical Procedures
21. Analytical procedures consist of evaluations of financial information
made by a study of plausible relationships among both financial and nonfinancial data. Analytical procedures also encompass the investigation of significant
differences from expected amounts.11

Selecting Items for Testing to Obtain Audit Evidence
22. Designing substantive tests of details and tests of controls includes
determining the means of selecting items for testing from among the items
included in an account or the occurrences of a control. The auditor should determine the means of selecting items for testing to obtain evidence that, in
combination with other relevant evidence, is sufficient to meet the objective of
the audit procedure. The alternative means of selecting items for testing are:

•
•
•

Selecting all items;
Selecting specific items; and
Audit sampling.

23. The particular means or combination of means of selecting items for
testing that is appropriate depends on the nature of the audit procedure, the
characteristics of the control or the items in the account being tested, and the
evidence necessary to meet the objective of the audit procedure.

Selecting All Items
24. Selecting all items (100 percent examination) refers to testing the entire population of items in an account or the entire population of occurrences of
a control (or an entire stratum within one of those populations). The following
are examples of situations in which 100 percent examination might be applied:

•
•

The population constitutes a small number of large value items;

•

The audit procedure can be automated effectively and applied to
the entire population.

The audit procedure is designed to respond to a significant risk,
and other means of selecting items for testing do not provide sufficient appropriate audit evidence; and

Selecting Specific Items
25. Selecting specific items refers to testing all of the items in a population
that have a specified characteristic, such as:

•

Key items. The auditor may decide to select specific items within
a population because they are important to accomplishing the objective of the audit procedure or exhibit some other characteristic,
e.g., items that are suspicious, unusual, or particularly risk-prone
or items that have a history of error.

•

All items over a certain amount. The auditor may decide to examine items whose recorded values exceed a certain amount to verify
a large proportion of the total amount of the items included in an
account.

11
AU sec. 329, Substantive Analytical Procedures, establishes requirements on performing analytical procedures as substantive procedures.
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26. The auditor also might select specific items to obtain an understanding
about matters such as the nature of the company or the nature of transactions.
27. The application of audit procedures to items that are selected as described in paragraphs 25–26 of this standard does not constitute audit sampling, and the results of those audit procedures cannot be projected to the entire
population.12

Audit Sampling
28. Audit sampling is the application of an audit procedure to less than
100 percent of the items within an account balance or class of transactions for
the purpose of evaluating some characteristic of the balance or class.13

Inconsistency in, or Doubts about the Reliability of,
Audit Evidence
29. If audit evidence obtained from one source is inconsistent with that
obtained from another, or if the auditor has doubts about the reliability of
information to be used as audit evidence, the auditor should perform the audit
procedures necessary to resolve the matter and should determine the effect, if
any, on other aspects of the audit.

12
If misstatements are identified in the selected items, see paragraphs 12–13 and paragraphs
17–19 of Auditing Standard No. 14.
13
AU sec. 350, Audit Sampling, establishes requirements regarding audit sampling.
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Appendix 9—Amendments to PCAOB Standards
Auditing Standards
AU sec. 110, ”Responsibilities and Functions of the
Independent Auditor”
Statement on Auditing Standards ("SAS") No. 1, "Codification of Auditing Standards and Procedures" section 110, "Responsibilities and Functions of the Independent Auditor" (AU sec. 110, "Responsibilities and Functions of the Independent Auditor"), as amended, is amended as follows:
Within footnote 1 to paragraph .02, the reference to section 312, Audit Risk and
Materiality in Conducting an Audit, is replaced with a reference to Auditing
Standard No. 11, Consideration of Materiality in Planning and Performing an
Audit.

AU sec. 150, ”Generally Accepted Auditing Standards”
SAS No. 95, "Generally Accepted Auditing Standards" (AU sec. 150, "Generally
Accepted Auditing Standards"), as amended, is amended as follows:
a. Within paragraph .02, in the third standard of field work, the
word "competent" is replaced with the word "appropriate."
b. Footnote 2 to paragraph .04 is deleted.

AU sec. 210, ”Training and Proficiency of the
Independent Auditor”
SAS No. 1, "Codification of Auditing Standards and Procedures" section 210,
"Training and Proficiency of the Independent Auditor" (AU sec. 210, "Training and Proficiency of the Independent Auditor"), as amended, is amended as
follows:
The last sentence of paragraph .03 is replaced with:
The engagement partner must exercise seasoned judgment in the varying degrees of his supervision and review of the work done and judgments exercised
by his subordinates, who in turn must meet the responsibilities attaching to
the varying gradations and functions of their work.

AU sec. 230, ”Due Professional Care in the Performance
of Work”
SAS No. 1, "Codification of Auditing Standards and Procedures" section 230,
"Due Professional Care in the Performance of Work" (AU sec. 230, "Due Professional Care in the Performance of Work"), as amended, is amended as follows:
a. The second and third sentences of paragraph .06 are replaced
with:
The engagement partner should know, at a minimum, the relevant
professional accounting and auditing standards and should be knowledgeable about the client. The engagement partner is responsible for
the assignment of tasks to, and supervision of, the members of the
engagement team.fn4
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b.

Footnote 3 to paragraph .06 is deleted.

c.

Within footnote 4 to paragraph .06, the phrase "See section
311.11" is replaced with, "See Auditing Standard No. 10, Supervision of the Audit Engagement."

d.

Footnote 6 to paragraph .11 is deleted.

e.

In the first sentence of paragraph .11, the word "competent" is
replaced with the word "appropriate."

f.

At the end of the fifth sentence of paragraph .12, the following
parenthetical is added: "(See paragraph 9 of Auditing Standard
No. 15, Audit Evidence.)"

AU sec. 310, ”Appointment of the Independent Auditor”
SAS No. 1, "Codification of Auditing Standards and Procedures" section 310,
"Appointment of the Independent Auditor" (AU sec. 310, "Appointment of the
Independent Auditor"), as amended, is amended as follows:
a.

Within footnote ** to the title of the standard, the sentence "(See
section 313.)" is deleted.

b.

Paragraph .02 is replaced with:
Audit planning is discussed in Auditing Standard No. 9, Audit Planning, and supervision of engagement team members is discussed in
Auditing Standard No. 10, Supervision of the Audit Engagement.

c.

In paragraph .03, the sentence "(See section 313)" is deleted.

d.

Within footnote 3 to paragraph .06, the reference to Section 312,
Audit Risk and Materiality in Conducting an Audit, paragraph
.04, is replaced with a reference to Paragraph A2 of Auditing Standard No. 14, Evaluating Audit Results.

AU sec. 311, ”Planning and Supervision”
SAS No. 22, "Planning and Supervision" (AU sec. 311, "Planning and Supervision"), as amended, is superseded.

AU sec. 9311, ”Planning and Supervision: Auditing
Interpretations of Section 311”
AU sec. 9311, "Planning and Supervision: Auditing Interpretations of Section
311", as amended, is superseded.

AU sec. 312, ”Audit Risk and Materiality in Conducting
an Audit”
SAS No. 47, "Audit Risk and Materiality in Conducting an Audit" (AU sec.
312, "Audit Risk and Materiality in Conducting an Audit"), as amended, is
superseded.
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AU sec. 9312, ”Audit Risk and Materiality in Conducting
an Audit: Auditing Interpretations of Section 312”
AU sec. 9312, "Audit Risk and Materiality in Conducting an Audit: Auditing
Interpretations of Section 312" is superseded.

AU sec. 313, ”Substantive Tests Prior to the Balance Sheet Date”
SAS No. 45, "Omnibus Statement on Auditing Standards—1983" (AU sec. 313,
"Substantive Tests Prior to the Balance Sheet Date"), as amended, is superseded.

AU sec. 315, ”Communications Between Predecessor
and Successor Auditors”
SAS No. 84, "Communications Between Predecessor and Successor Auditors"
(AU sec. 315, "Communications Between Predecessor and Successor Auditors"),
as amended, is amended as follows:
a. In the first sentence of paragraph .12, the word "competent" is
replaced with the word "appropriate."
b. In the first sentence of paragraph .18, the word "competent" is
replaced with the word "appropriate."

AU sec. 316, ”Consideration of Fraud in a Financial
Statement Audit”
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a. The second sentence of paragraph .01 is replaced with:
This section establishes requirements and provides direction relevant to fulfilling that responsibility, as it relates to fraud, in an audit
of financial statements.fn 2

b.

c.

In footnote 1 to paragraph .01, delete the following information:
(see section 312, Audit Risk and Materiality in Conducting an
Audit," and the closing parenthesis at the end of that sentence.
Footnote 2 to paragraph .01 is replaced with:
For purposes of this standard, the term "audit of financial statements" refers to the financial statement portion of the integrated
audit and to the audit of financial statements only.

d.

The following paragraph .01A is added:
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, establishes requirements regarding the process of
identifying and assessing risks of material misstatement of the financial statements. Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatement, establishes requirements regarding designing and implementing appropriate responses to the
risks of material misstatement. Auditing Standard No. 14, Evaluating Audit Results, establishes requirements regarding the auditor's
evaluation of audit results and determination of whether he or she
has obtained sufficient appropriate audit evidence.
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In paragraph .02:

•
•

The third through the sixth bullet points are deleted.
The seventh bullet point is replaced with:
Responding to fraud risks. This section discusses certain
responses to fraud risks involving the nature, timing, and
extent of audit procedures, including:

•

•

Responses to assessed fraud risks relating to
fraudulent financial reporting and misappropriation of assets (see paragraphs .52 through .56).

•

Responses to specifically address the fraud risks
arising from management override of internal
controls (see paragraphs .57 through .67).

The eighth bullet point is deleted.

f.

Paragraph .03 is deleted.

g.

Footnote 5 to paragraph .06 is replaced with:
The auditor should look to the requirements of the Securities and
Exchange Commission for the company under audit with respect to
accounting principles applicable to that company.

h.

In the third sentence of paragraph .13, the term "the risk of material misstatement due to fraud" is replaced with the term "fraud
risks."

i.

Paragraphs .14 through .45 are deleted, along with the preceding
heading, "Discussion Among Engagement Personnel Regarding
the Risks of Material Misstatement Due to Fraud."

j.

Footnotes 8 through 19 related to paragraphs .14 through .45 are
deleted.

k.

Paragraphs .46 through .50 are deleted. The heading preceding
paragraph .46, "Responding to the Results of the Assessment," is
replaced with the heading "Responding to Assessed Fraud Risks."

l.

Paragraph .51 is deleted. The heading preceding paragraph .51,
"Responses Involving the Nature, Timing, and Extent of Procedures to Be Performed to Address the Identified Risks," is replaced
with the heading "Responses Involving the Nature, Timing, and
Extent of Procedures to Be Performed."

m.

Paragraph .52 is replaced with:
Paragraph 8 of Auditing Standard No. 13, The Auditor's Responses to
the Risks of Material Misstatement, states that "[t]he auditor should
design and perform audit procedures in a manner that addresses
the assessed risks of material misstatement due to error or fraud for
each relevant assertion of each significant account and disclosure."
Paragraph 12 of Auditing Standard No. 13 states that "the audit
procedures that are necessary to address the assessed fraud risks
depend upon the types of risks and the relevant assertions that might
be affected."
Note: Paragraph 71.b. of Auditing Standard No. 12, Identifying and
Assessing Risks of Material Misstatement, states that a fraud risk
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is a significant risk. Accordingly, the requirement for responding to
significant risks also applies to fraud risks.

n.

In paragraph .53:

•

The first sentence is replaced with:
The following are examples of responses to assessed fraud
risks involving the nature, timing, and extent of audit procedures:

•

The fifth bullet point is replaced with:
Interviewing personnel involved in activities in areas in
which a fraud risk has been identified to obtain their insights about the risk and how controls address the risk.
(See paragraph 54 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement)

•
o.

In the sixth bullet point, the term "risk of material misstatement due to fraud" is replaced with the term "fraud
risk."

Footnote 20 to paragraph .53 is replaced with:
AU sec. 329, Substantive Analytical Procedures, establishes requirements regarding performing analytical procedures as substantive
tests.

p.

The heading preceding paragraph .54, "Additional Examples of
Responses to Identified Risks of Misstatements Arising From
Fraudulent Financial Reporting," is replaced with the heading
"Additional Examples of Audit Procedures Performed to Respond
to Assessed Fraud Risks Relating to Fraudulent Financial Reporting."

q.

The first sentence in paragraph .54 is replaced with:
The following are additional examples of audit procedures that might
be performed in response to assessed fraud risks relating to fraudulent financial reporting:

r.

s.

In paragraph .54:

•

In the last sentence of the first bullet point, the term "risk
of material misstatement due to fraud" is replaced with
the term "fraud risk."

•

In the first sentence of the second bullet point, the term
"risk of material misstatement due to fraud" is replaced
with the term "fraud risk."

•

In the first sentence of the third bullet point and the accompanying paragraph to the third bullet point, the term
"risk of material misstatement due to fraud" is replaced
with the term "fraud risk."

Footnotes 21 and 22 to paragraph .54 are amended as follows:

•
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The text of footnote 21 is replaced with "AU sec. 330, The
Confirmation Process, establishes requirements regarding the confirmation process in audits of financial statements."
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The text of footnote 22 is replaced with "AU sec. 336, Using
the Work of a Specialist, establishes requirements for an
auditor who uses the work of a specialist in performing an
audit of financial statements."

t.

The heading preceding paragraph .55, "Examples of Responses
to Identified Risks of Misstatements Arising From Misappropriations of Assets," is replaced with the heading "Examples of Audit
Procedures Performed to Respond to Fraud Risks Relating to Misappropriations of Assets."

u.

In the first sentence of paragraph .55, the term "risk of material
misstatement due to fraud" is replaced with the term "fraud risk."

v.

In paragraph .56:

•

The first and second sentences are replaced with:
The audit procedures performed in response to a fraud
risk relating to misappropriation of assets usually will be
directed toward certain account balances. Although some
of the audit procedures noted in paragraphs .53 and .54
and in paragraphs 8 through 15 of Auditing Standard No.
13, The Auditor's Responses to the Risks of Material Misstatement, may apply in such circumstances, such as the
procedures directed at inventory quantities, the scope of
the work should be linked to the specific information about
the misappropriation risk that has been identified.

•

In the third sentence, the words "design and" are added
before the words "operating effectiveness."

w.

The heading preceding paragraph .57, "Responses to Further Address the Risk of Management Override of Controls," is replaced
with the heading "Audit Procedures Performed to Specifically Address the Risk of Management Override of Controls."

x.

The third sentence of paragraph .57 is replaced with:
Accordingly, as part of the auditor's responses that address fraud
risks, the procedures described in paragraphs .58 through .67 should
be performed to specifically address the risk of management override
of controls.

y.

Footnote 23 to paragraph .58 is replaced with:
See paragraphs 28 through 32 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.

z.

In paragraph .61:

•

In the first sentence of the first bullet point, the term "the
risk of material misstatement due to fraud" is replaced
with the term "fraud risk."

•

In the second bullet point, the last two sentences are replaced with the following:
Effective controls over the preparation and posting of journal entries and adjustments may affect the extent of substantive testing necessary, provided that the auditor has
tested the controls. However, even though controls might
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be implemented and operating effectively, the auditor's
substantive procedures for testing journal entries and
other adjustments should include the identification and
substantive testing of specific items.

•

In item (f) of the fifth bullet point, the term "risk of material misstatement due to fraud" is replaced with the term
"fraud risk."

•

The last sentence of the fifth bullet point is replaced with:
In audits of entities that have multiple locations or business units, the auditor should determine whether to select
journal entries from locations based on factors set forth in
paragraphs 11 through 14 of Auditing Standard No. 9,
Audit Planning.

aa.

The last sentence of paragraph .63 is replaced with:
Paragraphs 24 through 27 of Auditing Standard No. 14, Evaluating Audit Results, discuss the auditor's responsibilities for assessing
bias in accounting estimates and the effect of bias on the financial
statements.

bb.

Paragraphs .68 through .78 are deleted, along with the preceding
heading "Evaluating Audit Evidence."

cc.

Footnotes 26 through 36 related to paragraphs .68 through .78
are deleted.

dd.

In the first sentence of paragraph .80, the term "risks of material misstatement due to fraud" is replaced with the term "fraud
risks."

ee.

The last sentence of paragraph .80 is replaced with:
The auditor also should evaluate whether the absence of or deficiencies in controls that address fraud risks or otherwise help prevent,
deter, and detect fraud (see paragraphs 72–73 of Auditing Standard
No. 12, Identifying and Assessing Risks of Material Misstatement)
represent significant deficiencies or material weaknesses that should
be communicated to senior management and the audit committee.

ff.

The first sentence of paragraph .81 is replaced with:
The auditor also should consider communicating other fraud risks,
if any, identified by the auditor.

gg.
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In paragraph .83:

•

The reference in the first bullet point to paragraphs .14
through .17 is replaced with a reference to paragraphs
52 and 53 of Auditing Standard No. 12, Identifying and
Assessing Risks of Material Misstatement.

•

The term "risks of material misstatement due to fraud"
in the first sentence of the second bullet point is replaced
with the term "fraud risks." The reference in the second
bullet point to paragraphs .19 through .34 is replaced with
references to paragraph 47, paragraphs 56 through 58,
and paragraphs 65 through 69 of Auditing Standard No.
12, Identifying and Assessing Risks of Material Misstatement.
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The third bullet point is replaced with:
The fraud risks that were identified at the financial statement and assertion levels (see paragraphs 59 through 69
of Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement), and the linkage of those
risks to the auditor's response (see paragraphs 5 through
15 of Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatement).

•

Within the fourth bullet point, the term "risk of material misstatement due to fraud" in the first sentence is
replaced with the term "fraud risk," and the reference to
paragraph .41 is replaced with a reference to paragraph
68 of Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement.

•

The fifth bullet point is replaced with:
The results of the procedures performed to address the assessed fraud risks, including those procedures performed
to further address the risk of management override of
controls (See paragraph 15 of Auditing Standard No. 13,
The Auditor's Responses to the Risks of Material Misstatements.)

•
hh.
ii.

The reference in the sixth bullet point to paragraphs .68
through .73 is replaced with a reference to paragraphs 5
through 9 of Auditing Standard No. 14, Evaluating Audit
Results.

Paragraph .84 and the heading preceding this paragraph, "Effective Date," are deleted.
The first sentence of paragraph .85 is replaced with:
This appendix contains examples of risk factors discussed in paragraphs 65 through 69 of Auditing Standard No. 12, Identifying and
Assessing Risks of Material Misstatement.

AU sec. 317, ”Illegal Acts by Clients”
SAS No. 54, "Illegal Acts by Clients" (AU sec. 317, "Illegal Acts by Clients") is
amended as follows:
a.

The last sentence of paragraph .13 is replaced with:
For example, an illegal payment of an otherwise immaterial amount
could be material if there is a reasonable possibility that it could lead
to a material contingent liability or a material loss of revenue.

b.

In paragraph .19, the word "competent" is replaced with the word
"appropriate."

AU sec. 319, ”Consideration of Internal Control in a Financial
Statement Audit”
SAS No. 55, "Consideration of Internal Control in a Financial Statement Audit" (AU sec. 319, "Consideration of Internal Control in a Financial Statement
Audit"), as amended, is superseded.
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AU sec. 322, ”The Auditor’s Consideration of the Internal
Audit Function in an Audit of Financial Statements”
SAS No. 65, "The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements" (AU sec. 322, "The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial Statements"), as amended,
is amended as follows:
a.

In the first sentence of paragraph .02, the word "competent" is
replaced with the word "appropriate."

b.

Footnote 3 to paragraph .04, is replaced with:
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, describes the procedures the auditor performs to
obtain an understanding of internal control over financial reporting.

c.

In the first sentence of paragraph .18, the word "competent" is
replaced with the word "appropriate."

d.

Within footnote 5 to paragraph .18, the reference to section 326,
Evidential Matter, paragraph .19c. is replaced with a reference to
paragraph 8 of Auditing Standard No. 15, Audit Evidence.

e.

Within footnote 8 to paragraph .27, the reference to section 311,
Planning and Supervision, paragraphs .11 through .14 is replaced
with a reference to Auditing Standard No. 10, Supervision of the
Audit Engagement.

AU sec. 324, ”Service Organizations”
SAS No. 70, "Service Organizations" (AU sec. 324, "Service Organizations"), as
amended, is amended as follows:
a.

In the first sentence of paragraph .07, the reference to Section
319, Consideration of Internal Control in a Financial Statement
Audit, is replaced with a reference to Auditing Standard No. 12,
Identifying and Assessing Risks of Material Misstatement.

b.

In the first sentence of paragraph .16, the reference to section
319.90 through .99 is replaced with a reference to paragraph 18
and paragraphs 29 through 31 of Auditing Standard No. 13, The
Auditor's Responses to the Risks of Material Misstatement.

c.

In the second sentence of paragraph .23, the reference to section
312, Audit Risk and Materiality in Conducting an Audit, is replaced with a reference to Auditing Standard No. 14, Evaluating
Audit Results.

AU sec. 326, ”Evidential Matter”
SAS No. 31, "Evidential Matter" (AU sec. 326, "Evidential Matter"), as
amended, is superseded.

AU sec. 9326, ”Evidential Matter: Auditing Interpretations
of Section 326”
AU sec. 9326, "Evidential Matter: Auditing Interpretations of Section 326," as
amended, is amended as follows:
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Paragraphs .01–.05 are deleted, along with the preceding heading "1. Evidential Matter for an Audit of Interim Financial Statements."
The reference in paragraph .10 to Section 326, Evidential Matter,
paragraph .25, is replaced with a reference to Paragraph 35 of
Auditing Standard No. 14, Evaluating Audit Results.
In the first and second sentences of paragraph .10, the word "competent" is replaced with the word "appropriate."
In the second sentence of paragraph .12, the word "competent" is
replaced with the word "appropriate."
The last two sentences of paragraph .12 are deleted.
In the first sentence of paragraph .13, the word "competent" is
replaced with the word "appropriate."
In paragraph .17, the word "competent" is replaced with the word
"appropriate."
In the second sentence of paragraph .21, the word "competent" is
replaced with the word "appropriate."
In the fourth sentence of paragraph .22, the word "competent" is
replaced with the word "appropriate."
In paragraph .23, the word "competent" is replaced with the word
"appropriate."
Paragraphs .24–.41 are deleted, along with the headings "3. The
Auditor's Consideration of the Completeness Assertion" and "4.
Applying Auditing Procedures to Segment Disclosures in Financial Statements."

AU sec. 328, ”Auditing Fair Value Measurements
and Disclosures”
SAS No. 101, "Auditing Fair Value Measurements and Disclosures" (AU sec.
328, "Auditing Fair Value Measurements and Disclosures"), as amended, is
amended as follows:
a.
b.

c.

d.

e.

f.

In the first sentence of paragraph .03, the word "competent" is
replaced with the word "appropriate."
The phrase in paragraph .11 "Section 319, Consideration of Internal Control in a Financial Statement Audit, as amended," is
replaced with "Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement,"
The reference in paragraph .14 to Section 319 is replaced with a
reference to Paragraph A5, second note of Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
In the second sentence of paragraph .14, the reference "(see section 316, Consideration of Fraud in a Financial Statement Audit"
is deleted.
Within paragraph .25, in the second sentence of the second bullet
point and in the first sentence in the third bullet point, the word
"competent" is replaced with the word "appropriate."
In the second sentence of paragraph .32, the word "competent" is
replaced with the word "appropriate."
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g.
h.

i.
j.

In the first sentence of paragraph .42, the word "competent" is
replaced with the word "appropriate."
In footnote 8 to paragraph .43, the reference to section 431, Adequacy of Disclosure in Financial Statements, is replaced with a
reference to "paragraph 31 of Auditing Standard No. 14, Evaluating Audit Results."
In the second sentence of paragraph .44, the word "competent" is
replaced with the word "appropriate."
The reference in paragraph .47 to section 312, Audit Risk and
Materiality in Conducting an Audit, paragraphs .36 through .41,
is replaced with a reference to paragraphs 12 through 18 and
24 through 27 of Auditing Standard No. 14, Evaluating Audit
Results.

AU sec. 329, ”Analytical Procedures”
SAS No. 56, "Analytical Procedures" (AU sec. 329, "Analytical Procedures"), as
amended, is amended as follows:
a. The title of the standard, "Analytical Procedures," is replaced with
the title, "Substantive Analytical Procedures."
b. The text of paragraph .01 is replaced with:
This section establishes requirements regarding the use of substantive analytical procedures in an audit.
Note: Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement, establishes requirements regarding performing analytical procedures as a risk assessment procedure in identifying and assessing risks of material misstatement.
Note: Auditing Standard No. 14, Evaluating Audit Results, establishes requirements regarding performing analytical procedures as
part of the overall review stage of the audit.

c.
d.

The last sentence of paragraph .03 is deleted.
The text of paragraph .04 is replaced with:
Analytical procedures are used as a substantive test to obtain evidential matter about particular assertions related to account balances
or classes of transactions. In some cases, analytical procedures can
be more effective or efficient than tests of details for achieving particular substantive testing objectives.

e.
f.

Paragraphs .06–.08 and the preceding heading, "Analytical Procedures in Planning the Audit," are deleted.
At the end of paragraph .09, the following new sentence is added:
(See paragraph 11 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material Misstatement.)

g.

h.
i.

Within footnote 1 to paragraph .09, the reference to section 326,
Evidential Matter, is replaced with a reference to Auditing Standard No. 15, Audit Evidence.
Footnote 2 to paragraph .20 is deleted.
In paragraph .21:

•
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The reference to section 316, Consideration of Fraud in a
Financial Statement Audit, is replaced with a reference to
Auditing Standard No. 14, Evaluating Audit Results.

j.

Footnote 3 to paragraph .21 is deleted.

k.

Paragraph .23 and the preceding heading, "Analytical Procedures
Used in the Overall Review," and paragraph .24 and the preceding
heading, "Effective Date," are deleted.

AU sec. 330, ”The Confirmation Process”
SAS No. 67, "The Confirmation Process" (AU sec. 330, "The Confirmation Process"), is amended as follows:
a.

The references in paragraph .02 to section 312, Audit Risk and
Materiality in Conducting an Audit, and section 313, Substantive
Tests Prior to the Balance-Sheet Date, are replaced with a reference to Auditing Standard No. 13, The Auditor's Responses to the
Risks of Material Misstatement.

b.

The reference in paragraph .05 to Section 312 is replaced with a
reference to Auditing Standard No. 8, Audit Risk.

c.

The second sentence of paragraph .06 is replaced with:
See paragraph 8 of Auditing Standard No. 15, Audit Evidence, which
discusses the reliability of audit evidence.

d.

In the first sentence of paragraph .11, the word "competent" is
replaced with the word "appropriate."

e.

In the third sentence of paragraph .11, the reference to Section
326 is replaced with a reference to Auditing Standard No. 15,
Audit Evidence.

f.

In the first sentence of paragraph .24, the word "competence" is
replaced with the word "appropriateness."

g.

In the last sentence of paragraph .27, the word "competent" is
replaced with the word "appropriate."

AU sec. 332, ”Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities”
SAS No. 92, "Auditing Derivative Instruments, Hedging Activities, and Investment in Securities" (AU sec. 332, "Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities"), as amended, is amended as follows:
a.

The reference in paragraph .01 to section 326, Evidential Matter,
paragraphs .03–.08, is replaced with a reference to paragraphs 11
and 12 of Auditing Standard No. 15, Audit Evidence.

b.

Paragraph .06 is replaced with:
Auditing Standard No. 9, Audit Planning, discusses the auditor's
responsibilities for consideration of the use of persons with specialized skill or knowledge. Auditing Standard No. 10, Supervision of the
Audit Engagement, discusses the auditor's responsibilities for supervision of specialists who are employed by the auditor. AU sec. 336,
Using the Work of a Specialist, discusses the auditor's responsibilities
for using the work of a specialist engaged by the auditor.
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c.

The first and second sentences of paragraph .07 are deleted. The
third sentence is replaced with:
The auditor should design and perform audit procedures regarding
relevant assertions of derivatives and investments in securities that
are based on and that address the risks of material misstatement in
those assertions.

d.

The reference in paragraph .09 to Section 319, Consideration of
Internal Control in a Financial Statement Audit, is replaced with
a reference to Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.

e.

The fourth sentence of paragraph .11 is replaced with "Paragraphs 28 through 32 and B1 through B6 of Auditing Standard
No. 12, Identifying and Assessing Risks of Material Misstatement,
discuss the information system, including related business processes, relevant to financial reporting."

f.

In paragraph .15, the reference to section 319 is replaced with a
reference to Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement.

g.

The last sentence of paragraph .35 is replaced with:
In addition, paragraphs 24 through 27 of Auditing Standard No. 14,
Evaluating Audit Results, describe the auditor's responsibilities for
assessing bias in accounting estimates.

h.

In paragraph .43, subparagraph a., the word "competent" is replaced with the word "appropriate."

i.

In paragraph .51, the last sentence is replaced with:
(See paragraph 31 of Auditing Standard No. 14, Evaluating Audit
Results.)

j.

In paragraph .57, subparagraph c., the word "competent" is replaced with the word "appropriate."

AU sec. 333, ”Management Representations”
SAS No. 85, "Management Representations" (AU sec. 333, "Management Representations"), as amended, is amended as follows:
a.

Footnote 4 to paragraph .06 is replaced with:
Auditing Standard No. 14, Evaluating Audit Results, indicates that
a misstatement can arise from error or fraud and also discusses the
auditor's responsibilities for evaluating accumulated misstatements.

b.

Within footnote 6 to paragraph .06, the reference to Section 312 is
replaced with a reference to Paragraph 11 of Auditing Standard
No. 14, Evaluating Audit Results.

c.

Within footnote 7 to paragraph .06, the reference to section 316,
Consideration of Fraud in a Financial Statement Audit, paragraphs .38 through .40, is replaced with a reference to section
316, Consideration of Fraud in a Financial Statement Audit, paragraphs .79 through .82.
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AU sec. 334, ”Related Parties”
SAS No. 45, "Related Parties" (AU sec. 334 "Related Parties"), is amended as
follows:
a.
b.
c.

In the second sentence of paragraph .09, the word "competent" is
replaced with the word "appropriate."
In the first sentence of paragraph .11, the word "competent" is
replaced with the word "appropriate."
In footnote 8 to paragraph .11, the reference to section 431, Adequacy of Disclosure in Financial Statements, is replaced with a
reference to paragraph 31 of Auditing Standard No. 14, Evaluating Audit Results.

AU sec. 9334, ”Related Parties: Auditing Interpretations
of Section 334”
AU sec. 9334, "Related Parties: Auditing Interpretations of Section 334," is
amended as follows:
Within footnote 4 to paragraph .17, the reference to section 312, Audit Risk and
Materiality in Conducting an Audit, is replaced with a reference to Auditing
Standard No. 8, Audit Risk.

AU sec. 336, ”Using the Work of a Specialist”
SAS No. 73, "Using the Work of a Specialist" (AU sec. 336, "Using the Work of
a Specialist"), is amended as follows:
a.

Footnote 1 to paragraph .01 is replaced with the following:
Because income taxes and information technology are specialized
areas of accounting and auditing, this section does not apply to situations in which an income tax specialist or information technology
specialist participates in the audit. Auditing Standard No. 10, Supervision of the Audit Engagement, applies in those situations.

b.

Paragraph .05 is replaced with the following:
This section does not apply to situations in which a specialist employed by the auditor's firm participates in the audit. Auditing Standard No. 10, Supervision of the Audit Engagement, applies in those
situations.

c.
d.

In the last sentence of paragraph .06, the word "competent" is
replaced with the word "appropriate."
In the first and last sentences of paragraph .13, the word "competent" is replaced with the word "appropriate."

AU sec. 9336, ”Using the Work of a Specialist: Auditing
Interpretations of Section 336”
AU sec. 9336, "Using the Work of a Specialist: Auditing Interpretations of Section 336," is amended as follows:
a.

In the second sentence of paragraph .04, the word "competent" is
replaced with the word "appropriate."
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b.

In paragraph .05, the word "competent" is replaced with the word
"appropriate."

c.

In the second sentence of paragraph .11, the word "competent" is
replaced with the word "appropriate."

d.

The penultimate sentence of paragraph .15, is replaced with:
Paragraph 6 of Auditing Standard No. 15, Audit Evidence, states,
"[t]o be appropriate, audit evidence must be both relevant and reliable in providing support for the conclusions on which the auditor's
opinion is based."

AU sec. 341, ”The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern”
SAS No. 59, "The Auditor's Consideration of an Entity's Ability to Continue
as Going Concern" (AU sec. 341, "The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern"), as amended, is amended as follows:
The reference in paragraph .02 to section 326, Evidential Matter, is replaced
with a reference to Auditing Standard No. 15, Audit Evidence.

AU sec. 342, ”Auditing Accounting Estimates”
SAS No. 57, "Auditing Accounting Estimates" (AU sec. 342, "Auditing Accounting Estimates"), as amended, is amended as follows:
a.

In the first sentence of paragraph .01, the word "competent" is
replaced with the word "appropriate."

b.

In the first sentence of paragraph .07, the word "competent" is
replaced with the word "appropriate."

c.

The text of footnote 3 to paragraph .07 is replaced with:
See paragraph 31 of Auditing Standard No. 14, Evaluating Audit
Results.

d.

The reference in paragraph .08 subparagraph b.1. to section 311,
Planning and Supervision, is replaced with a reference to Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.

e.

Paragraph .14, is replaced with:
Paragraphs 24 through 27 of Auditing Standard No. 14, Evaluating
Audit Results, discuss the auditor's responsibilities for assessing bias
and evaluating accounting estimates in relationship to the financial
statements taken as a whole.

AU sec. 9342, ”Auditing Accounting Estimates: Auditing
Interpretations of Section 342”
AU sec. 9342, "Auditing Accounting Estimates: Auditing Interpretations of Section 342," is amended as follows:
In the second sentence of paragraph .02, the word "competent" is replaced with
the word "appropriate."
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AU sec. 350, ”Audit Sampling”
SAS No. 39, "Audit Sampling" (AU sec. 350, "Audit Sampling"), as amended, is
amended as follows:
a.

Within footnote 2 to paragraph .02, the reference to section 312,
Audit Risk and Materiality in Conducting an Audit, is replaced
with a reference to Auditing Standard No. 14, Evaluating Audit
Results.

b.

The last sentence of paragraph .03 is replaced with:
Either approach to audit sampling can provide sufficient evidential
matter when applied properly. This section applies to both nonstatistical and statistical sampling.

c.

Paragraph .04 is deleted.

d.

In paragraph .06:

•
•

The first sentence is deleted.

•

The following note is added to the paragraph:

In the last sentence, the word "competence" is replaced
with the word "appropriateness."
Note: Auditing Standard No. 15, Audit Evidence, discusses the appropriateness of audit evidence, and Auditing Standard No. 14, Evaluating Audit Results, discusses
the auditor's responsibilities for evaluating the sufficiency
and appropriateness of audit evidence.

e.

Paragraph .08 is deleted.

f.

In paragraph .09:

•

The sentence in paragraph .09 referring to section 313,
which is in parentheses, is deleted.

•

The following note is added to the paragraph:
Note: Auditing Standard No. 8, Audit Risk, describes audit
risk and its components in a financial statement audit—
the risk of material misstatement (consisting of inherent
risk and control risk) and detection risk.

g.

h.

In paragraph .11:

•

The phrase "(see section 311, Planning and Supervision)"
is deleted.

•

The sentence "(See section 313.)" is deleted.

The second sentence of paragraph .15 is replaced with:
See Auditing Standard No. 9, Audit Planning.

i.

In the first bullet in paragraph .16, the phrase "(see section 326,
Evidential Matter)" is deleted.

j.

In the second bullet of paragraph .16, the phrase "Preliminary
judgments about materiality levels" is replaced with the phrase
"Tolerable misstatement. (See paragraphs .18–.18A.)"
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k.

Paragraph .18 is replaced with:
Evaluation in monetary terms of the results of a sample for a substantive test of details contributes directly to the auditor's purpose,
since such an evaluation can be related to his or her judgment of the
monetary amount of misstatements that would be material. When
planning a sample for a substantive test of details, the auditor should
consider how much monetary misstatement in the related account
balance or class of transactions may exist, in combination with other
misstatements, without causing the financial statements to be materially misstated. This maximum monetary misstatement for the
account balance or class of transactions is called tolerable misstatement.

l.

Paragraph .18A is added:
Paragraphs 8–9 of Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, describe the auditor's responsibilities for determining tolerable misstatement at the
account or disclosure level. When the population to be sampled constitutes a portion of an account balance or transaction class, the auditor should determine tolerable misstatement for the population to
be sampled for purposes of designing the sampling plan. Tolerable
misstatement for the population to be sampled ordinarily should be
less than tolerable misstatement for the account balance or transaction class to allow for the possibility that misstatement in the portion
of the account or transaction class not subject to audit sampling, individually or in combination with other misstatements, would cause
the financial statements to be materially misstated.

m.

Paragraph .20 is deleted.

n.

The first sentence of paragraph .21 is replaced with the following
sentence:
The sufficiency of tests of details for a particular account balance
or class of transactions is related to the individual importance of the
items examined as well as to the potential for material misstatement.

o.

Paragraph .23 is replaced with:
To determine the number of items to be selected in a sample for a
particular substantive test of details, the auditor should take into account tolerable misstatement for the population; the allowable risk of
incorrect acceptance (based on the assessments of inherent risk, control risk, and the detection risk related to the substantive analytical
procedures or other relevant substantive tests); and the characteristics of the population, including the expected size and frequency of
misstatements.

p.

Paragraph .23A is added:
Table 1 of the Appendix describes the effects of the factors discussed
in the preceding paragraph on sample sizes in a statistical or nonstatistical sampling approach. When circumstances are similar, the
effect on sample size of those factors should be similar regardless of
whether a statistical or nonstatistical approach is used. Thus, when
a nonstatistical sampling approach is applied properly, the resulting
sample size ordinarily will be comparable to, or larger than, the sample size resulting from an efficient and effectively designed statistical
sample.
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The last sentence of paragraph .25 is replaced with:
The auditor also should evaluate whether the reasons for his or her
inability to examine the items have (a) implications in relation to his
or her risk assessments (including the assessment of fraud risk), (b)
implications regarding the integrity of management or employees,
and (c) possible effects on other aspects of the audit.

r.

Footnote 6 to paragraph .26 is replaced with:
Paragraphs 10 through 23 of Auditing Standard No. 14, Evaluating Audit Results, discuss the auditor's consideration of differences
between the accounting records and the underlying facts and circumstances.

s.

t.

Within footnote 7 to paragraph .32, the phrase "(see section
319.85)" is deleted. In the first sentence of the footnote, the phrase
"often plans" is replaced with the phrase "may plan." The last sentence of the footnote, which is in brackets, is deleted.
The last sentence of paragraph .38 is replaced with:
When circumstances are similar, the effect on sample size of those
factors should be similar regardless of whether a statistical or nonstatistical approach is used. Thus, when a nonstatistical sampling
approach is applied properly, the resulting sample size ordinarily
will be comparable to, or larger than, the sample size resulting from
an efficient and effectively designed statistical sample.

u.

The fifth sentence of paragraph .39 is replaced with:
Paragraphs 44 through 46 of Auditing Standard No. 13, The Auditor's
Responses to the Risks of Material Misstatement, describe the auditor's responsibilities for performing procedures between the interim
date of testing and period end.

v.
w.

In paragraph .39, the last sentence, which is in brackets, is
deleted.
In paragraph .44:

•

The first sentence is replaced with:

•

In some circumstances, the auditor may design a sample
that will be used for dual purposes: as a test of control and
as a substantive test.
The third sentence is replaced with:

•

For example, an auditor designing a test of a control over
entries in the voucher register may design a related substantive test at a risk level that is based on an expectation
of reliance on the control.
The fifth sentence is replaced with:

•

In evaluating such tests, deviations from the control that
was tested and monetary misstatements should be evaluated separately using the risk levels applicable for the
respective purposes.
The following Note is added to the paragraph:
Note: Paragraph 47 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material Misstatement,
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provides additional discussion of the auditor's responsibilities for performing dual-purpose tests.
x.
y.
z.
aa.

The reference in paragraph .45 to paragraph .04 is changed to a
reference to paragraph .03.
In item 2 of paragraph .48, the last sentence is deleted.
Within footnote 1 to item 4 in paragraph .48, the sentence "(See
section 313.)" is deleted.
The sentence in item 6 of paragraph .48 "(See section 313.)" is
deleted.

AU sec. 9350, ”Audit Sampling: Auditing Interpretations
of Section 350”
AU sec. 9350, "Audit Sampling: Auditing Interpretations of Section 350," is
superseded.

AU sec. 380, ”Communication With Audit Committees”
SAS No. 61, "Communication With Audit Committees" (AU sec. 380, "Communication With Audit Committees"), as amended, is amended as follows:
In footnote 5 to paragraph .10, the reference to section 316A.38–.40 is replaced
with a reference to AU secs. 316.79–.82; the reference to section 316A is replaced
with a reference to section 316.

AU sec. 411, ”The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles”
SAS No. 69, "The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles" (AU sec. 411, "The Meaning of Present Fairly
in Conformity with Generally Accepted Accounting Principles"), as amended,
is amended as follows:
a.

b.

In paragraph .04, the reference in (c) to section 431 is replaced
with a reference to paragraph 31 of Auditing Standard No. 14,
Evaluating Audit Results; in (d), the reference to section 431 is
replaced with a reference to paragraph 31 of Auditing Standard
No. 14.
The reference in footnote 1 to paragraph .04 to 312.10 is replaced
with a reference to Auditing Standard No. 11, Consideration of
Materiality in Planning and Performing an Audit.

AU sec. 431, ”Adequacy of Disclosure in Financial Statements”
SAS No. 32, "Adequacy of Disclosure in Financial Statements" (AU sec. 431,
"Adequacy of Disclosure in Financial Statements"), as amended, is superseded.

AU sec. 508, ”Reports on Audited Financial Statements”
SAS No. 58, "Reports on Audited Financial Statements" (AU sec. 508, "Reports
on Audited Financial Statements"), as amended, is amended as follows:
a.
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In subparagraph .20.a., the word "competent" is replaced with the
word "appropriate."
In the second sentence of paragraph .22, the word "competent" is
replaced with the word "appropriate."
In the third sentence of paragraph .24, the word "competent" is
replaced with the word "appropriate."
In footnote 15 to paragraph .38, the first sentence is replaced with:
In this context, practicable means that the information is reasonably
obtainable from management's accounts and records and that providing the information in the report does not require the auditor to
assume the position of a preparer of financial information.

f.

g.
h.

The references in paragraph .49 to section 312, Audit Risk and
Materiality, and to section 342, Auditing Accounting Estimates,
are replaced with a reference to paragraph 13 of Auditing Standard No. 14, Evaluating Audit Results.
In the first sentence of paragraph .63, the word "competent" is
replaced with the word "appropriate."
In paragraph .66, the second sentence is replaced with:
(See paragraph 31 of Auditing Standard No. 14, Evaluating Audit
Results.)

AU sec. 9508, ”Reports on Audited Financial Statements:
Auditing Interpretations of Section 508”
AU sec. 9508, "Reports on Audited Financial Statements: Auditing Interpretations of Section 508," is amended as follows:
In paragraph .02, the word "competent" is replaced with the word "appropriate."

AU sec. 530, ”Dating of the Independent Auditor’s Report”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 530,
"Dating of the Independent Auditor's Report" (AU sec. 530, "Dating of the Independent Auditor's Report"), as amended, is amended as follows:
a.
b.
c.

In the first sentence of paragraph .01, the word "competent" is
replaced with the word "appropriate."
In the second note to paragraph .01, the word "competent" is replaced with the word "appropriate."
In the first sentence of paragraph .05, the word "competent" is
replaced with the word "appropriate."

AU sec. 543, ”Part of Audit Performed by Other
Independent Auditors”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 543
"Part of Audit Performed by Other Independent Auditors" (AU sec. 543, "Part
of Audit Performed by Other Independent Auditors"), as amended, is amended
as follows:
a.

The following note is added as the second note to paragraph .01:

REL 2010-004

3376

Select PCAOB Releases
Note: For situations in which the auditor engages an accounting firm
or individual accountants to participate in the audit engagement and
AU sec. 543 does not apply, the auditor should supervise them in accordance with the requirements of Auditing Standard No. 10, Supervision of the Audit Engagement.

b.

Within paragraph .12:

•

Subparagraph b. is replaced with:

•

A list of significant risks, the auditor's responses, and the
results of the auditor's related procedures.
Subparagraph f. is replaced with:
A schedule of accumulated misstatements, including a description of the nature and cause of each accumulated
misstatement, and an evaluation of uncorrected misstatements, including the quantitative and qualitative factors
the auditor considered to be relevant to the evaluation.

AU sec. 9543, ”Part of Audit Performed by Other Independent
Auditors: Auditing Interpretations of Section 543”
AU sec. 9543, "Part of Audit Performed by Other Independent Auditors: Auditing Interpretations of Section 543," as amended, is amended as follows:
a. Paragraph .16 is replaced with:
Interpretation—The principal auditor's response should ordinarily be
made by the engagement partner. The engagement partner should
take those steps that he or she considers reasonable under the circumstances to be informed of known matters pertinent to the other
auditor's inquiry. For example, the engagement partner may inquire
of engagement team members responsible for various aspects of the
engagement or he or she may direct engagement team members to
bring to his or her attention any significant matters of which they
become aware during the audit. The principal auditor is not required
to perform any procedures directed toward identifying matters that
would not affect his or her audit or his or her report.

b.

Footnote 4 to paragraph .16 is deleted.

AU sec. 722, ”Interim Financial Information”
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), as amended, is amended as follows:
a. Within footnote 7 to paragraph .11, the first sentence is replaced
with:
Paragraphs 10 through 23 of Auditing Standard No. 14, Evaluating
Audit Results, require the auditor to accumulate and evaluate the
misstatements identified during the audit.

b.

c.
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Footnote 20 to paragraph .26 is deleted.
The reference in paragraph .56, subparagraph C5, to section 319
is replaced with a reference to section 316.

Auditing Standard No. 3, Audit Documentation
Auditing Standard No. 3, Audit Documentation, as amended, is amended as
follows:
a.

Within paragraph 3, subparagraph b. is replaced with:
Supervisory personnel who review documentation prepared by other
members of the engagement team.

b.

Paragraph 9A is added:
Documentation of risk assessment procedures and responses to risks
of misstatement should include (1) a summary of the identified risks
of misstatement and the auditor's assessment of risks of material
misstatement at the financial statement and assertion levels and
(2) the auditor's responses to the risks of material misstatement,
including linkage of the responses to those risks.

c.

Within paragraph 12:

•

Within subparagraph a: (1) a footnote reference 2A is
added at the end of the first sentence:
See paragraphs 12–13 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, and
paragraphs .66–.67 of AU sec. 316, Consideration of Fraud
in a Financial Statement Audit.

•

and (2) the second sentence of subparagraph a. is deleted.
Subparagraph b. is replaced with:

•

Results of auditing procedures that indicate a need for
significant modification of planned auditing procedures,
the existence of material misstatements (including omissions in the financial statements), and the existence of
significant deficiencies or material weaknesses in internal control over financial reporting.
Subparagraph c. is replaced with:

•

Accumulated misstatements and evaluation of uncorrected misstatements, including the quantitative and
qualitative factors the auditor considered to be relevant
to the evaluation.
Footnote 2B is added to subparagraph c.:

•

See paragraphs 10–23 of Auditing Standard No. 14, Evaluating Audit Results.
Subparagraph d. is replaced with:
Disagreements among members of the engagement team
or with others consulted on the engagement about final
conclusions reached on significant accounting or auditing matters, including the basis for the final resolution
of those disagreements. If an engagement team member
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•

disagrees with the final conclusions reached, he or she
should document that disagreement.
Subparagraph f. is replaced with:

•

Significant changes in the auditor's risk assessments, including risks that were not identified previously, and the
modifications to audit procedures or additional audit procedures performed in response to those changes.
Footnote 2C is added to subparagraph f.:

•

See paragraph 74 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement, and paragraph 36 of Auditing Standard No. 14, Evaluating Audit
Results.
Subparagraph f-1. is added:
Risks of material misstatement that are determined to be
significant risks and the results of the auditing procedures
performed in response to those risks.

d.

Within paragraph 19:

•

Subparagraph b. is replaced with:

•

A list of significant risks, the auditor's responses, and the
results of the auditor's related procedures.
Subparagraph f. is replaced with:
A schedule of accumulated misstatements, including a description of the nature and cause of each accumulated misstatement, and an evaluation of uncorrected misstatements,
including the quantitative and qualitative factors the auditor considered to be relevant to the evaluation.

e.

Paragraph 21 and the preceding heading, "Effective Date," are
deleted.

Auditing Standard No. 4, Reporting on Whether a Previously
Reported Material Weakness Continues to Exist
Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist, as amended, is amended as follows:
In the first sentence of paragraph 18, the word "competent" is replaced with
the word "appropriate."

Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, is amended as
follows:
a.
b.
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Within footnote 10 to paragraph 14, the reference to paragraphs
.19–.42 of AU sec. 316, Consideration of Fraud in a Financial
Statement Audit, is replaced with a reference to Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.
The reference in paragraph 15 to AU sec. 316.44 and .45 is replaced with a reference to paragraphs 65–69 of Auditing Standard
No. 12, Identifying and Assessing Risks of Material Misstatement.
Within footnote 11 to paragraph 20, the reference to AU sec. 312,
Audit Risk and Materiality in Conducting an Audit, is replaced
with a reference to Auditing Standard No. 11, Consideration of
Materiality in Planning and Performing an Audit.
Within footnote 12 to paragraph 28, the reference to AU sec. 326,
Evidential Matter, is replaced with a reference to Auditing Standard No. 15, Audit Evidence.
Within footnote 13 to the note to paragraph 31, the reference to AU
sec. 312.39 is replaced with a reference to paragraph 14 of Auditing Standard No. 14, Evaluating Auditing Results. The reference
to AU sec. 316.50 is replaced with a reference to paragraph 5 of
Auditing Standard No. 13, The Auditor's Responses to the Risks
of Material Misstatement.
The references in paragraph 36 to paragraphs .16–.20, .30–.32,
and .77–.79 of AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit, are replaced with references to paragraph 29 and Appendix B of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement.
In the first sentence of paragraph 51, the word "competent" is
replaced with the word "appropriate."
In the first sentence of paragraph 89, the word "competent" is
replaced with the word "appropriate."
Within the note to paragraph C6 in Appendix C, the word "competent" is replaced with the word "appropriate."

Auditing Standard No. 6, Evaluating Consistency of
Financial Statements
Auditing Standard No. 6, Evaluating Consistency of Financial Statements, is
amended as follows:
a. Footnote 3 to paragraph 4 is deleted.
b. In paragraph 10, the reference to AU sec. 431, Adequacy of Disclosure in Financial Statements, is replaced with a reference to
paragraph 31 of Auditing Standard No. 14, Evaluating Audit Results.

Auditing Standard No. 7, Engagement Quality Review
Auditing Standard No. 7, Engagement Quality Review, is amended as follows:
a. Footnote 3 to paragraph 5 is replaced with:
The term "engagement partner" has the same meaning as the
"practitioner-in-charge of an engagement" in PCAOB interim quality control standard QC sec. 40, The Personnel Management Element
of a Firm's System of Quality Control-Competencies Required by a
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Practitioner-in-Charge of an Attest Engagement. QC sec. 40 describes
the competencies required of a practitioner-in-charge of an attest engagement.

b.

In paragraph 10, the note following subparagraph b. is replaced
with:
Note: A significant risk is a risk of material misstatement that requires special audit consideration.

Ethics Standards
ET sec. 102, ”Integrity and Objectivity”
ET sec. 102, "Integrity and Objectivity," is amended as follows:
Footnote 1 to paragraph .05 is replaced with: See paragraph 5.b. of Auditing
Standard No. 10, Supervision of the Audit Engagement, and paragraph 12.d. of
Auditing Standard No. 3, Audit Documentation.
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Appendix 10—Additional Discussion of Auditing
Standards, Amendments to PCAOB Standards, and
Comments on Reproposed Standards
This appendix discusses each of the auditing standards in Appendices 1–8 ("the
risk assessment standards") and the related amendments to PCAOB standards
in Appendix 9. In particular, this appendix provides additional background
information for certain requirements in the standards. It discusses the Board's
responses to comments on the standards reproposed on December 17, 2009
("the reproposed standards"), including the basis for the Board's conclusions
regarding certain requirements.

I. Discussion of Comments That Relate to Many
of the Reproposed Standards
The following paragraphs discuss matters raised by commenters that relate to
many of the reproposed standards. At the end of this appendix is a discussion of
other topics raised by commenters on matters other than the risk assessment
standards or the related amendments.

A. Consideration of Fraud in the Audit
Section I of the release discusses the Board's objectives regarding incorporating into its risk assessment standards the requirements for identifying and
responding to risks of material misstatement due to fraud ("fraud risks") and
evaluating audit results from AU sec. 316, Consideration of Fraud in a Financial Statement Audit.1
The number of comments received on this approach to incorporate the requirements from AU sec. 316 declined significantly from the original proposed
standards.2 The views of commenters continue to be mixed. One commenter
supported the approach, and two commenters expressed concerns about the
approach.
The risk assessment standards continue to include relevant requirements from
AU sec. 316. The Board has observed from its oversight activities instances
in which auditors have performed the procedures required in AU sec. 316 mechanically, without using the procedures to develop insights on fraud risk or
to modify the audit plan to address that risk. The Board also has observed instances in which firms have failed to respond appropriately to identified fraud
risks.
These observations suggest that some auditors may improperly view the consideration of fraud as an isolated, mechanical process rather than an integral part
of audits under PCAOB standards. Integrating the requirements from AU sec.
316 into the risk assessment standards emphasizes to auditors that assessing
and responding to fraud risks is an integral part of an audit in accordance with
PCAOB standards, rather than a separate consideration. Such integration also
1
The risk assessment standards incorporate paragraphs .14–.51 and .68–.78 of AU sec. 316.
Accordingly, those paragraphs are removed from AU sec. 316 by means of a related amendment. See
Appendix 9.
2
As discussed in Section I of this release, the risk assessment standards were originally proposed
on October 21, 2008. See PCAOB Release No. 2008-006, Proposed Auditing Standards Related to the
Auditor's Assessment of and Response to Risk.
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should prompt auditors to make a more thoughtful and thorough assessment
of the risks affecting the financial statements, including fraud risks, and to develop appropriate audit responses. Furthermore, AU sec. 316, as amended, will
continue to provide relevant information on determining the necessary procedures for considering fraud in a financial statement audit. (See section X.F.2.
of this appendix for more discussion about AU sec. 316.)

B. Organization and Style of Standards (Including the Use
of Notes and Appendices)
In response to comments on the original proposed standards, the Board presented the reproposed standards using an organization and style that is intended to be a template for future standards of the Board. The organization
and style includes an objective for each standard, which provides additional
context for understanding the requirements in the standard, and a separate
appendix for definitions of terms used in each standard.
Commenters generally supported the organization and style of the reproposed
standards, and some commenters suggested that existing PCAOB standards
be revised to implement this organization and style. As stated in the release
accompanying the reproposed standards, the organization and style used in
the reproposed standards draws from previously issued standards of the Board,
e.g., Auditing Standard No. 7, Engagement Quality Review. Also, the Board will
apply this template in the course of its other standards-setting activities.
Commenters expressed concerns about including requirements in appendices
and notes to the standard. Consistent with standards previously issued by the
Board, the notes and appendices in the risk assessment standards are integral
parts of the standards and carry the same authoritative weight as the other
portions of the standards.

C. Use of Terms
PCAOB Rule 3101, Certain Terms Used in Auditing and Related Professional
Practice Standards, sets forth the terminology that the Board uses to describe
the degree of responsibility that the auditing and related professional practice
standards impose on auditors. The original proposed standards used terms in
the requirements in a manner that was consistent with Rule 3101.
Some comments received on the original proposed standards suggested revisions to the terms used in the requirements or asked for clarification about
certain terms or phrases, e.g., "take into account." The reproposed standards
reflected numerous revisions to the terms used in the standards, and the risk
assessment standards reflect further refinements. For example, the standards
use "should consider" only when referring to a requirement to consider performing an action or procedure, which is consistent with Rule 3101.
As explained in the release accompanying the reproposed standards, the phrase
"take into account" has been used previously in PCAOB standards in reference
to information or matters that the auditor should think about or give attention
to in performing an audit procedure or reaching a conclusion.3 Accordingly, the
results of the auditor's thinking on the relevant matters should be reflected

3
AU sec. 316.45 and paragraphs 14, 44, 59, and B12 of Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
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in the performance and documentation of the respective audit procedure performed or conclusion reached. The accompanying standards continue to use
"take into account" in the same way.
Some commenters asked about the meaning of certain terms, e.g., "assess,"
"evaluate," or "determine." Those commenters also stated that the Board should
use those terms consistently throughout its standards. The Board has reviewed
the use of each of those terms and has revised the standards as necessary
to apply those terms more consistently. Subsequent sections of this appendix
discuss specific revisions to the individual standards.
One commenter expressed concerns about statements that involve the use of
present tense in the reproposed standards. As with standards that the Board
previously issued, the present tense is used in the risk assessment standards
for statements that are factual or definitional, e.g., to provide additional explanation of a required auditing procedure.4 Subsequent sections of this appendix
discuss specific instances of the use of present tense in the risk assessment
standards.

D. Requirements and the Application of Judgment
Some commenters on the original proposed standards stated that the original
proposed standards contained requirements that were "too prescriptive," limiting the auditor's ability to "use professional judgment or scale the audit," e.g.,
because of the number of requirements in the standards and because the standards did not explicitly refer to professional judgment in the requirements. In
the release accompanying the reproposed standards, the Board discussed the
importance of professional judgment in fulfilling the requirements of the standards. After examining each requirement, the Board revised certain provisions
in the reproposed standards to streamline the presentation of those requirements.
Although the Board received fewer comments on the reproposed standard related to this topic, two commenters continue to express concerns about whether
the reproposed standards made adequate allowance for the auditor to use professional judgment in assessing and responding to risk in an audit.
PCAOB standards recognize that the auditor uses judgment in planning and
performing audit procedures and evaluating the evidence obtained from those
procedures.5 As under other PCAOB standards, auditors need to exercise judgment in fulfilling the requirements of the risk assessment standards in the
particular circumstances. Making references to judgment in selected portions
of the standards, however, could be misinterpreted as indicating that judgment
is required only in certain aspects of the audit. Instead of referring to judgment
selectively, the risk assessment standards set forth principles for meeting the
requirements of the standards and allow the auditor to determine the most
appropriate way to comply with the requirements in the circumstances.

4
See, e.g., paragraph 21 of Auditing Standard No. 5 for an example of the use of the present tense
for this purpose.
5
See, e.g., paragraph .11 of AU sec. 230, Due Professional Care in the Performance of Work.
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II. Auditing Standard No. 8—Audit Risk
A. Background
Auditing Standard No. 8 discusses audit risk and the relationships among the
various components of audit risk in an audit of financial statements. The standard applies to integrated audits and to audits of financial statements only.

B. Objective
The reproposed standard stated that the objective of the auditor is to conduct
the audit of financial statements in a manner that reduces audit risk to an
appropriately low level. This objective provided important context for understanding how the concept of audit risk is applied in an audit.
One commenter observed that the reproposed standards sometimes used the
phrase, "appropriately low level" and occasionally used the phrase "acceptably
low level," and that commenter suggested revising the standards to use "acceptably low level" in each instance. The Board continues to believe the term
"appropriately low level" is more suitable because it is aligned more closely
with the degree of assurance described in the auditor's opinion, i.e., the auditor
conducts the audit to reduce audit risk to an appropriately low level in order to
express an opinion with reasonable assurance. In contrast, the term "acceptably
low" is less clear and could be misinterpreted. The risk assessment standards
have been revised to use the phrase "appropriately low level," as applicable.

C. Due Professional Care and Sufficient Appropriate
Audit Evidence
The reproposed standard stated that, to form an appropriate basis for expressing an opinion on the financial statements, the auditor must plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement due to error or fraud. It also stated
that reasonable assurance is obtained by reducing audit risk to an appropriately
low level through applying due professional care, including obtaining sufficient
appropriate audit evidence.6
A commenter suggested that due professional care is a responsibility throughout the audit, similar to professional skepticism and judgment, and need not be
repeated throughout the Board's standards. The Board agrees that due professional care is a responsibility throughout the audit. On the other hand, existing
PCAOB standards state that due professional care allows the auditor to obtain
reasonable assurance,7 and the statement in Auditing Standard No. 8 acknowledges that principle.

D. Audit Risk and Risk of Material Misstatement
Some commenters on the original proposed standard requested more explanation about risks at the overall financial statement level, e.g., by providing
examples of such risks. The reproposed standard elaborated further on risks at
the financial statement level.8
6
7
8

Paragraph 3 of Auditing Standard No. 8.
AU sec. 230.10.
Paragraph 6 of Auditing Standard No. 8.
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Commenters on the reproposed standard asked for more explanation regarding
how financial statement level risks can result in material misstatement of the
financial statements. The examples of financial statement level risks in Auditing Standard No. 8 have been expanded to illustrate how those risks can result
in material misstatement of the financial statements.9
Some individual commenters offered suggestions for refining or clarifying the
discussion of the risk of material misstatement and its components. For example, one commenter suggested that the description of the risk of material
misstatement should state that the risk exists "prior to the audit" to more
clearly indicate that it is the company's risk. The Board agrees that the risk
of material misstatement exists irrespective of the audit, while the risk of not
detecting material misstatement is the auditor's risk. However, the suggested
phrase could be misinterpreted, e.g., as implying that the auditor need not
consider the risk of misstatements occurring during the audit.
The reproposed standard included a statement that inherent risk and control risk are the company's risks; they exist independently of the audit. One
commenter suggested that the statement was not informative and suggested
revising the standard to state that inherent risk and control risk are functions
of the company's characteristics, but influence the auditor's actions. The Board
agrees that more discussion of the auditor's consideration of inherent risk and
control risk is appropriate. Thus, Auditing Standard No. 8 has been expanded
to discuss the sources of evidence the auditor uses when assessing inherent risk
and control risk.10 Also, the description of control risk in Auditing Standard No.
8 has been aligned with the discussion of internal control concepts in Auditing
Standard No. 5.
One commenter expressed a concern that descriptions of inherent risk, control
risk, and detection risk that included the phrase "that could be material, individually or in combination with other misstatements," may be misinterpreted
by the auditor as a requirement to consider whether the combination of dissimilar risks will result in a material misstatement. The commenter suggested
changing "combination" to "aggregate." However, the standard does not discuss
the combination of risks but, rather, the risk of a misstatement that could be
material, individually or in combination with other misstatements, which is
consistent with the description of the auditor's evaluation of uncorrected misstatements in Auditing Standard No. 14, Evaluating Audit Results. Thus, the
term "combination" was retained as proposed.

E. Detection Risk
The reproposed standard indicated that detection risk is reduced by performing
substantive procedures. Some commenters stated that the discussion of detection risk should be modified to indicate that auditors can reduce detection risk
through procedures other than substantive procedures (e.g., risk assessment
procedures and tests of controls). A commenter also suggested changing the
sentence in the standard to refer to "audit procedures" instead of "substantive
procedures."
The Board acknowledges that auditors might obtain evidence of misstatements
through procedures other than substantive procedures. However, that does not
diminish the auditor's responsibility to plan and perform substantive procedures for significant accounts and disclosures that are sufficient to provide

9
10

Ibid.
Paragraph 8 of Auditing Standard No. 8.
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reasonable assurance of detecting misstatements that would result in material
misstatement of the financial statements. Changing "substantive procedures"
to "audit procedures," as suggested by the commenter, is not consistent with AU
sec. 319, Consideration of Internal Control in a Financial Statement Audit, and
could be misunderstood by auditors, resulting in inadequate substantive procedures.11 To provide further clarification, Auditing Standard No. 8 has been
revised to describe the role of risk assessment procedures and tests of controls
in assessing the risk of material misstatement, which, in turn, affects the appropriate level of detection risk.12
Some commenters expressed concerns that the reproposed standard did not
adequately link the concepts of inherent risk and control risk to detection risk.
They stated that a discussion on the relationship of these concepts is necessary for the auditor to determine the acceptable level of detection risk for the
financial statement assertions, which, in turn, is used to determine the nature,
timing, and extent of substantive procedures. The following discussion, which
is adapted from AU sec. 319, was added to paragraph 10 of Auditing Standard
No. 8: "The auditor uses the assessed risk of material misstatement to determine the appropriate level of detection risk for a financial statement assertion.
The higher the risk of material misstatement, the lower the level of detection
risk needs to be in order to reduce audit risk to an appropriately low level."13

F. Integrated Audit Considerations
Auditing Standard No. 8 applies both to audits of financial statements only
and to the financial statement audit portion of integrated audits. Audit risk
in the audit of financial statements relates to whether the auditor expresses
an inappropriate audit opinion when the financial statements are materially
misstated, while audit risk in an audit of internal control over financial reporting ("audit of internal control") relates to whether the auditor expresses an
inappropriate audit opinion when one or more material weaknesses exist. The
two forms of audit risk are related, however, and Auditing Standard No. 12,
Identifying and Assessing Risks of Material Misstatement, indicates that the
risk assessment procedures apply to both the audit of financial statements and
the audit of internal control.
Some commenters suggested revisions to the first paragraph and the first footnote of the reproposed standard to clarify how the concepts of audit risk in this
standard apply to audits of financial statements only and to integrated audits.
The first paragraph has been revised to indicate that Auditing Standard No. 8
applies to either an audit of financial statements only or to an integrated audit.
The first footnote also has been revised to clarify that, in integrated audits,
the risks of material misstatement are the same for both the audit of financial
statements and the audit of internal control.

11
AU secs. 319.81–.82. AU sec. 319, along with AU sec. 311, Planning and Supervision, AU sec.
312, Audit Risk and Materiality in Conducting an Audit, AU sec. 313, Substantive Tests Prior to
the Balance Sheet Date, AU sec. 326, Evidential Matter, and AU sec. 431, Adequacy of Disclosure in
Financial Statements, are superseded by the risk assessment standards.
12
Paragraphs 8–9 of Auditing Standard No. 8.
13
Paragraph 10 of Auditing Standard No. 8.
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III. Auditing Standard No. 9—Audit Planning
A. Background
Auditing Standard No. 9 describes the auditor's responsibilities for planning
an integrated audit or an audit of financial statements only.

B. Planning and Supervision
The original proposed standard and the reproposed standard discussed both
audit planning and supervision, similar to AU sec. 311. Some commenters observed that audit planning and supervision should be covered in separate standards.
The Board agrees that audit planning and supervision of engagement team
members are distinct activities that should be covered in separate standards.
Accordingly, the Board has divided the requirements of the reproposed planning and supervision standard into separate standards. Dividing the requirements for planning and supervision into separate standards does not affect
the auditor's responsibilities for planning the audit or supervising the work of
engagement team members.

C. Responsibilities of the Engagement Partner
AU sec. 311 stated, "The auditor with final responsibility for the audit may
delegate portions of the planning and supervision of the audit to other firm personnel." Auditing Standard No. 9 uses the term "engagement partner" instead
of "auditor with final responsibility for the audit" and states more directly that
the engagement partner is responsible for properly planning the audit. The
standard also allows the engagement partner to seek assistance from appropriate engagement team members in fulfilling his or her planning responsibilities.
Because the requirements in Auditing Standard No. 9 apply to the engagement
partner and engagement team members who assist the engagement partner in
planning the audit, the standard uses the term "auditor," and a footnote was
added to clarify that the requirements in the standard apply to the engagement
partner and other engagement team members who participate in planning the
audit.

D. Preliminary Engagement Activities
The reproposed standard included a note in paragraph 6 stating that the decision regarding continuance of the client relationship and the determination
of compliance with independence and ethics requirements were not limited to
preliminary engagement activities and should be reevaluated with changes in
circumstances. One commenter expressed concern that the note did not describe
the changes in circumstances for which it would be appropriate for the auditor
to reevaluate these decisions. The acceptance and continuance of the client relationship are discussed in QC sec. 20, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice. Other PCAOB standards discuss certain circumstances that warrant reevaluating the client relationship.14 Auditors also
may reevaluate their engagement acceptance decision for other reasons. However, because auditors must comply with independence and ethics requirements
14

See, e.g., paragraphs .18–.21 of AU sec. 317, Illegal Acts by Clients.
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throughout the audit, the note was moved in Auditing Standard No. 9 to modify
paragraph 6.b. and revised to state that determination of compliance with independence and ethics requirements is not limited to preliminary engagement
activities and should be reevaluated upon changes in circumstances.

E. Planning Activities
The reproposed standard stated that, as part of establishing the audit strategy
and audit plan, the auditor should evaluate whether certain matters specified
in the standard are important to the company's financial statements and internal control over financial reporting ("internal control") and, if so, how those
matters would affect the auditor's procedures. The requirement in the reproposed standard was the same as in paragraph 9 of Auditing Standard No. 5,
thus extending its application to an audit of financial statements.
Evaluation of the matters listed in paragraph 7 of Auditing Standard No. 9 can
lead auditors to develop more effective audit strategies and audit plans. For
example, evaluation of those matters can highlight areas that might warrant
additional attention during the auditor's risk assessment procedures, which,
in turn, could affect the audit procedures performed in response to the risks of
material misstatement. Also, evaluation of the internal control related matters
can help the auditor develop an appropriate audit strategy, e.g., in determining
accounts for which reliance on controls might be appropriate in the audit of
financial statements.
Some commenters suggested changes to the requirement, including deleting
some of the matters discussed in the requirement, moving other matters elsewhere within the standard, or making specific revisions to the language of the
standard. Also, some commenters suggested using "should consider" instead of
"should evaluate."
The Board considered the suggested changes to the standard and determined
that those changes would not substantially improve the standard. Also, it is
important for the language in this requirement to be identical to the language
in Auditing Standard No. 5 to emphasize that this required procedure is to be
performed only once in an integrated audit, with the results of the procedure to
be applied in planning both the financial statement audit and the audit of internal control. Also, reframing the requirement from "should evaluate" to "should
consider" would weaken the requirement. Therefore, Auditing Standard No. 9
retains the wording from the reproposed standard.

F. Audit Strategy and Audit Plan
Auditing Standard No. 9 requires the auditor to take into account certain matters when establishing the overall audit strategy, including the reporting objectives of the engagement and the nature of the communications required by
PCAOB standards; the factors that are significant in directing the activities
of the engagement team; the results of preliminary engagement activities and
the auditor's evaluation of certain important matters; and the nature, timing,
and extent of resources necessary to perform the engagement.15 These matters
generally relate to information that auditors obtain through other required procedures. One commenter suggested that this requirement should discuss the
need for specialists. Auditing Standard No. 9 was revised to include a reference to paragraph 16 regarding the requirement for the auditor to determine
whether specialized skill or knowledge is needed to perform the engagement.
15

Paragraph 9 of Auditing Standard No. 9.
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The reproposed standard required the auditor to develop and document an
audit plan that includes the planned nature, timing, and extent of the risk
assessment procedures. One commenter suggested that it was unnecessary to
document the timing of the risk assessment procedures because risk assessment is an ongoing process that occurs throughout the execution of the audit.
Auditing Standard No. 9 retains the requirement to document the timing of
the risk assessment procedures. Identifying and appropriately assessing the
risks of material misstatement provide a basis for designing and implementing responses to the risks of material misstatement, so the timing of the risk
assessment procedures is important to determine the timing of other audit
procedures.
The reproposed standard also required the auditor to develop and document
the planned nature, timing, and extent of tests of controls and substantive
procedures. One commenter suggested that the requirement should specify that
the audit plan include planned tests at the "relevant assertion level." Auditing
Standard No. 9 retains the requirement as reproposed. Audit procedures are
not performed only at the assertion level, e.g., certain general audit procedures
and tests of certain entity-level controls in the audit of internal control over
financial reporting. Therefore, it is not appropriate to update the standard with
the suggested language.

G. Requirements for Multi-location Engagements
Auditing Standard No. 9 establishes requirements that apply to audits of companies with operations in multiple locations or business units. Auditing Standard No. 9 requires the auditor to determine the extent to which audit procedures should be performed at selected locations or business units to obtain
sufficient appropriate evidence to obtain reasonable assurance about whether
the consolidated financial statements are free of material misstatement. This
includes determining the locations or business units at which to perform audit
procedures, as well as the nature, timing, and extent of the procedures to be performed at those individual locations or business units. The auditor is required
to assess the risks of material misstatement to the consolidated financial statements associated with the location or business unit and correlate the amount
of audit attention devoted to the location or business unit with the degree of
risk of material misstatement associated with that location or business unit.
Auditing Standard No. 9 also lists factors that are relevant to the assessment
of the risks of material misstatement associated with a particular location or
business unit and the determination of the necessary audit procedures. These
requirements are risk-focused and aligned with the requirements in Auditing
Standard No. 5.
An example was added to one of the factors in Auditing Standard No. 9 to
highlight that the auditor's consideration of risks associated with a location or
business unit includes whether significant unusual transactions are executed at
that location or business unit, e.g., whether certain transactions were conducted
at the location or business unit to achieve a particular accounting result. AU sec.
316 already requires the auditor to perform procedures regarding significant
unusual transactions.
The reproposed standard included a statement similar to Auditing Standard
No. 5, that "The direction in paragraph 5 of Proposed Auditing Standard, The
Auditor's Responses to the Risks of Material Misstatement, regarding incorporating an element of unpredictability in the auditing procedures means that
the auditor should vary the nature, timing, and extent of audit procedures at
locations or business units from year to year." Some commenters stated that
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the statement in the reproposed standard was unnecessarily prescriptive. After
considering the comments received, the requirement regarding unpredictability was removed from the audit planning standard, and the requirements in
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement, regarding incorporating an element of unpredictability were expanded to include discussion of varying the testing in the selected locations.16
However, this does not change the requirements in Auditing Standard No. 5
regarding incorporating unpredictability in testing controls at individual locations in audits of internal control.17
The reproposed standard included a requirement for the auditor to determine
the extent to which auditing procedures should be performed at selected locations or business units to obtain sufficient appropriate evidence to obtain reasonable assurance about whether the consolidated financial statements are free
of material misstatements. One commenter was concerned that the use of the
term "consolidated financial statements" is inconsistent with the terminology
used elsewhere in the standards and that the financial statements of companies with multiple divisions might not meet the definition of consolidated. The
use of "consolidated financial statements" is consistent with the term used in
Auditing Standard No. 5. The use of the term "consolidated" applies to situations in which the company has multiple locations or business units. Auditing
Standard No. 9 retains the language as reproposed.
Some commenters requested clarification on how the requirements are expected
to be applied in audits in which part of the work is performed by other auditors
of financial statements of individual locations or business units that are included in the consolidated financial statements. A paragraph was added to Auditing Standard No. 9 to clarify that the auditor should apply the requirements
in paragraphs 11–13 to determine the locations or business units for testing
when the auditor plans to use the work and reports of other independent auditors who have audited the financial statements of one or more of the locations
or business units (including subsidiaries, divisions, branches, components, or
investments) that are included in the consolidated financial statements. AU
sec. 543, Part of Audit Performed by Other Independent Auditors, describes the
auditor's responsibilities when the auditor uses the work and reports of other
independent auditors.18

H. Persons with Specialized Skill or Knowledge
Auditing Standard No. 9 indicates that the auditor should determine whether
specialized skill or knowledge is needed to perform appropriate risk assessments, plan or perform audit procedures, or evaluate audit results. The responsibility has been extended from a similar requirement in AU sec. 311 regarding
considering whether specialized information technology ("IT") skill or knowledge is needed in an audit. The requirement was extended to specialized skill or
knowledge in areas besides IT, e.g., valuation specialists, actuarial specialists,
income tax specialists, and forensic specialists, because of the prevalent use of
such individuals by auditors.
The reproposed standard included a note that described the term "specialized
skill or knowledge" as persons engaged or employed by the auditor who have
specialized skill or knowledge. Some commenters suggested that this note be
removed because paragraph 17 included a similar description. The note was
16
17
18

Paragraph 5 of Auditing Standard No. 13.
Paragraphs 61 and B13 of Auditing Standard No. 5.
Paragraph 14 of Auditing Standard No. 9.
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removed from Auditing Standard No. 9 because it was unnecessary and redundant.
One commenter suggested revising the standard to require the auditor to consider using a fraud specialist. The suggested requirement to consider using
a fraud specialist was not added to Auditing Standard No. 9 because the requirement in the reproposed standard already covers fraud specialists, and the
types of specialized skill or knowledge that might be needed on a particular
audit depend on the particular circumstances and the skill and knowledge of
the engagement team.
Some commenters suggested that the requirements relating to the involvement
of specialists be reframed as "assisting" the auditor. Such a formulation is too
narrow to describe the range of involvement of specialists, which could include
providing assistance to the auditor or actually performing audit procedures.
Paragraph 17 of Auditing Standard No. 9 describes the required level of knowledge of the subject matter in terms of the general types of procedures that the
auditor should be able to perform with regard to the person with specialized
skill or knowledge. Paragraph 17, by itself, does not impose procedural requirements for working with persons with specialized skill or knowledge because
those responsibilities already are described in either the supervision provisions
of Auditing Standard No. 10, Supervision of the Audit Engagement, or AU sec.
336, Using the Work of a Specialist, as applicable.
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IV. Auditing Standard No. 10—Supervision of the
Audit Engagement
A. Background
Auditing Standard No. 10 sets forth requirements for supervising the audit
engagement, including supervising the work of engagement team members.
Auditing Standard No. 10 retains the basic requirements regarding supervision
from AU sec. 311, with changes to align the requirements more closely with the
other risk assessment standards. Auditing Standard No. 10 does not change
the responsibilities for supervision from those in the supervision section of the
reproposed standard on audit planning and supervision. However, the language
in the standard has been revised in certain respects to describe more directly
the supervisory responsibilities of the engagement partner and engagement
team members who assist the engagement partner in supervision. As discussed
later in this section, the Board has separate standards-setting projects regarding specialists and principal auditors, which will likely result in changes to
the auditor's responsibilities regarding the auditor's use of specialists and use
of other auditors, and, in turn, may result in changes to Auditing Standard
No. 10.

B. Planning and Supervision
As discussed in section III.B., the original proposed standard and the reproposed standard included requirements for both audit planning and supervision, similar to AU sec. 311. Some commenters observed that audit planning
and supervision should be covered in separate standards.
The Board agrees that audit planning and supervision of engagement team
members are distinct activities that should be covered in separate standards.
Accordingly, the Board has divided the requirements of the planning and supervision standard into separate standards. Dividing the requirements for planning and supervision into separate standards does not affect the auditor's responsibilities for planning the audit or supervising the work of engagement
team members.

C. Objective
When the requirements for planning and supervision were divided into separate standards, the objective for supervision of the work of engagement team
members was adapted from the elements of proper supervision in the reproposed standard. Auditing Standard No. 10 states, "The objective of the auditor
is to supervise the audit engagement, including supervising the work of engagement team members so that the work is performed as directed and supports
the conclusions reached." The revised objective does not alter the supervision
responsibilities included in the original proposed standard or the reproposed
standard.

D. Responsibilities of the Engagement Partner
AU sec. 311 stated, "The auditor with final responsibility for the audit may
delegate portions of the planning and supervision of the audit to other firm personnel." Auditing Standard No. 10 uses the term "engagement partner" instead
of "auditor with final responsibility for the audit."

REL 2010-004

Risk and Related Amendments to PCAOB Standards

3393

Auditing Standard No. 10 states that the engagement partner is responsible
for the engagement and its performance. Accordingly, the engagement partner
is responsible for proper supervision of the work of engagement team members
and for compliance with PCAOB standards, including standards regarding using the work of specialists,19 other auditors,20 internal auditors,21 and others
who are involved in testing controls.22 As discussed previously, as the Board
considers changes to the auditor's responsibilities regarding the auditor's use
of specialists and use of other auditors, it also may consider changes to Auditing
Standard No. 10.
Auditing Standard No. 10 allows the engagement partner to seek assistance
from appropriate engagement team members in fulfilling his or her responsibilities pursuant to the standard. Engagement team members who assist the
engagement partner in supervision should comply with the relevant requirements of Auditing Standard No. 10. The requirements in PCAOB standards
for assignment of responsibilities to engagement team members also apply to
assignments that involve assisting the engagement partner with his or her
responsibilities pursuant to the standard.23

E. Supervision of the Work of Engagement Team Members
Previously adopted PCAOB standards use either the term "engagement team
members" or the term "assistants." Auditing Standard No. 10 uses "engagement
team members," which is consistent with the other risk assessment standards.
The Board is amending other PCAOB standards to conform to this terminology.
Auditing Standard No. 10 describes the required supervisory activities that
should be performed by the engagement partner and, as applicable, by other
engagement team members with supervisory responsibilities.24 Those activities
include informing engagement team members of their responsibilities and information relevant to those responsibilities, directing engagement team members
to bring significant accounting and auditing issues arising during the audit to
the attention of the engagement partner or other engagement team members
performing supervisory activities, and reviewing the work of engagement team
members as described in the standard.
Auditing Standard No. 10 describes the factors that should be taken into account in determining the necessary extent of supervision, i.e., the extent of
supervision necessary so that the work of engagement team members is performed as directed and appropriate conclusions are formed based on the results
of their work.25 Factors that affect the necessary extent of supervision include
the risks of material misstatement, the nature of work assigned to the engagement team member, and the nature of the company, which includes the organizational structure of the company and its size and complexity. The extent of
supervision of the work of an individual engagement team member increases
or decreases, but cannot be eliminated, based on those factors. For example,
the extent of supervision should be commensurate with the risks of material
19

See Section IV.F. of this appendix.
Ibid.
21
AU sec. 322, The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements.
22
Paragraphs 16–19 of Auditing Standard No. 5.
23
See, e.g. AU sec. 230.06 and paragraph 5 of Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatement.
24
Paragraph 5 of Auditing Standard No. 10.
25
Paragraph 6 of Auditing Standard No. 10.
20
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misstatement, which means, among other things, that the higher risk areas of
the audit require more supervisory attention from the engagement partner.
One commenter suggested that the standard provide examples of "levels of
supervision in relation to review," such as face-to-face review when reviewing
higher risk areas. Auditing Standard No. 10 does not prescribe a particular
method of review, so the engagement partner can determine the most effective way to comply with the requirements regarding the necessary nature of
supervisory activities and necessary extent of supervision.

F. Persons with Specialized Skill or Knowledge and Other
Auditors, Accounting Firms, and Individual Accountants
Auditing Standard No. 10 states that the engagement partner is responsible for,
among other things, compliance with PCAOB standards regarding using of the
work of specialists and refers to AU sec. 336. AU sec. 336 applies to situations
in which the auditor engages a specialist in an area other than accounting or
auditing and uses the work of that specialist as audit evidence.26 Paragraphs 5–
6 of Auditing Standard No. 10 describe the nature and extent of the supervisory
activities necessary for proper supervision of a person with specialized skill or
knowledge who participates in the audit and is either (a) employed by the
auditor or (b) engaged by the auditor to provide services in a specialized area
of accounting or auditing. AU sec. 336 has been amended to clarify when the
auditor should look to the supervisory requirements in Auditing Standard No.
10 instead of AU sec. 336.
AU sec. 543 describes the principal auditor's27 responsibilities for using the
work and reports of other independent auditors who have audited the financial statements of one or more subsidiaries, divisions, branches, components,
or investments included in the financial statements presented. The principal
auditor should look to the requirements in AU sec. 54328 in those situations.
For situations in which the auditor engages an accounting firm or individual
accountants to participate in the audit engagement and AU sec. 543 does not
apply,29 the auditor should supervise them in accordance with the requirements
of Auditing Standard No. 10. AU sec. 543 has been amended to emphasize those
points.
It should be noted, however, that the Board has separate standards-setting
projects regarding specialists and principal auditors, which will include comprehensive reviews of AU sec. 336 and AU sec. 543, respectively, in light of,
among other things, observations from the Board's inspection activities. Those
projects will likely result in changes to the auditor's responsibilities regarding
the auditor's use of specialists and use of other auditors, and, in turn, may
result in changes to Auditing Standard No. 10.

G. Differences of Opinion within an Engagement Team
The original proposed standard included a requirement, adapted from AU sec.
311.14, that the engagement partner and other engagement team members
26
AU sec. 336 also applies to situations in which the auditor uses the work of a specialist engaged
or employed by management. The discussion in this section of the release focuses on the auditor's use
of specialists who are employed or engaged by the auditor.
27
AU sec. 543 uses the term "principal auditor" to refer to the auditor who issues the audit report
on the financial statements presented.
28
For integrated audits, see also paragraphs C8–C11 of Auditing Standard No. 5.
29
Examples of situations that are not covered by AU sec. 543 include loan staff arrangements.
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should make themselves aware of the procedures to be followed when differences of opinion concerning accounting and auditing issues exist among the
engagement team members. Since the intention of including this provision was
to require adequate documentation of disagreements, this paragraph was removed from the reproposed standard, and the documentation requirements
from the original proposed standard were incorporated into an amendment to
Auditing Standard No. 3, Audit Documentation.30 The documentation requirements regarding disagreements among members of the engagement team or
with others consulted on the engagement about final conclusions reached on
significant accounting or auditing matters include documenting the basis for
the final resolution of those disagreements. If an engagement team member
disagrees with the final conclusions reached, he or she should document that
disagreement.
One commenter indicated concern that the requirement for the engagement
partner and other engagement team members to be aware of how disagreements should be handled has been removed. The commenter indicated that
disagreements are a sensitive area and that it is important that engagement
team members are aware of how disagreements should be handled. In connection with the requirement to direct engagement team members to bring
significant accounting and auditing issues to the attention of the engagement
partner or other engagement team members performing supervisory activities,
Auditing Standard No. 10 also states that each engagement team member has a
responsibility to bring to the attention of appropriate persons, disagreements or
concerns the engagement team member might have with respect to accounting
and auditing issues that he or she believes are of significance to the financial
statements or the auditor's report regardless of how those disagreements or
concerns may have arisen.31

30
31

Paragraph 12.d. of Auditing Standard No. 3.
Note to paragraph 5.b. of Auditing Standard No. 10.
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V. Auditing Standard No. 11—Consideration of
Materiality in Planning and Performing an Audit
A. Background
Auditing Standard No. 11 discusses the auditor's responsibilities for applying
the concept of materiality, as described by the courts in interpreting the federal
securities laws, in planning the audit and determining the scope of the audit
procedures. The standard applies to integrated audits and audits of financial
statements only.

B. Materiality in the Context of an Audit
Auditing Standard No. 11 discusses the concept of materiality that is applicable to audits performed in accordance with PCAOB standards, which is the
articulation of materiality used by the courts in interpreting the federal securities laws.32 The Supreme Court of the United States has held that a fact is
material if there is "a substantial likelihood that the . . . fact would have been
viewed by the reasonable investor as having significantly altered the 'total mix'
of information made available."33
Some commenters questioned the use of the court's articulation in the reproposed standard and suggested that this articulation might be difficult for auditors to apply. Also, some commenters asked whether the use of this articulation
of materiality, in contrast to the quotation from a FASB Concept Statement34
used in AU sec. 312 was intended to result in a change in audit practice.
Although the discussion of materiality in the accounting literature might help
auditors understand how accounting standards-setters view materiality in the
context of preparation and presentation of financial statements, the concept of
materiality that is relevant for audits to which PCAOB standards apply is the
concept used by the courts in interpreting the federal securities laws. Because
the auditor has a responsibility to plan and perform audit procedures to detect
misstatements that, individually or in combination with other misstatements,
would result in material misstatement of the financial statements, it is important for the auditor to plan and perform his or her audit procedures based on
the applicable concept of materiality. Accordingly, Auditing Standard No. 11
uses the concept of materiality articulated by the courts.
Because the courts' articulation of the concept of materiality is not new, using that articulation in Auditing Standard No. 11 is not intended to result in
changes in practice for most auditors. Auditing Standard No. 11 emphasizes
that an auditor's consideration of materiality should reflect matters that would
affect the judgment of a reasonable investor.

32

Paragraph 2 of Auditing Standard No. 11.
See TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1976). See also Basic, Inc. v. Levinson,
485 U.S. 224 (1988).
34
Financial Accounting Standards Board Statement of Financial Accounting Concepts No. 2,
Qualitative Characteristics of Accounting Information. FASB Concepts Statements are not included
in FASB's Codification of Accounting Standards.
33
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C. Establishing a Materiality Level for the Financial Statements
as a Whole
Auditing Standard No. 11 requires the auditor to establish an appropriate materiality level for the financial statements as a whole.35 This materiality level
should be established in light of the particular circumstances based on factors that could influence the judgment of a reasonable investor. The standard
states that this requirement includes consideration of the company's earnings
and other relevant factors. This statement is intended to emphasize that a company's net earnings are often an important factor in the total mix of information
available to a reasonable investor, but Auditing Standard No. 11 does not require the use of earnings as the basis for the established materiality level in all
cases. Other factors besides earnings might be more relevant depending on the
particular circumstances, e.g., based on a company's industry or situations in
which the company's earnings were near zero. Auditors are expected to consider
the factors that would be relevant to the judgment of a reasonable investor.

D. Qualitative Considerations
The concept of materiality involves consideration of both quantitative and qualitative factors.36 Under Auditing Standard No. 11, qualitative considerations
can affect the auditor's establishment of materiality levels in the following ways:

•

Establishing a materiality level for the financial statements as a
whole that is appropriate in light of the particular circumstances.
This involves matters such as consideration of the elements of
the financial statements that are more important to a reasonable
investor and the level of misstatements that would influence the
judgment of a reasonable investor.

•

Establishing lower levels of materiality for certain accounts or disclosures when, in light of the particular circumstances, there are
certain accounts or disclosures for which there is a substantial
likelihood that misstatements of lesser amounts than the materiality level established for the financial statements as a whole
would influence the judgment of a reasonable investor. The requirement in the standard37 is consistent with the principle of
considering the judgment of a reasonable investor when establishing materiality levels because it recognizes that, in certain
circumstances, misstatements in some accounts might have more
significant consequences than in other accounts. The following are
examples of such circumstances:
— Laws, regulations, or the applicable financial reporting
framework affect investors' expectations about the measurement or disclosure of certain items, e.g., related party
transactions and compensation of senior management.
— Significant attention has been focused on a particular aspect of a company's business that is separately disclosed
in the financial statements, e.g., a recent business acquisition.

35
36
37

Paragraph 6 of Auditing Standard No. 11.
Paragraph 3 of Auditing Standard No. 11.
Paragraph 7 of Auditing Standard No. 11.
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— Certain disclosures are particularly important to investors
in the industry in which the company operates.

Auditing Standard No. 11 does not allow the auditor to establish a materiality
level for an account or disclosure at an amount that exceeds the materiality
level for the financial statements as a whole.
The reproposed standard included a statement, adapted from AU sec. 312, that
ordinarily it is not practical to design audit procedures to detect misstatements
that are material based solely on qualitative factors.38 One commenter suggested removing the word "ordinarily" from the statement because, in the commenter's view, it is not practical to design audit procedures to detect misstatements that are material based solely on qualitative factors. Auditing Standard
No. 11 retains the statement as proposed. This statement reflects the principle
that judgments about whether a particular misstatement is material involve
consideration of the particular circumstances, including the nature of the misstatement and its effect on the financial statements. Also, if an auditor is aware
of potential misstatements that would be material based on qualitative factors,
he or she has a responsibility to design audit procedures to detect such misstatements.

E. Tolerable Misstatement
The reproposed standard required the auditor to determine tolerable misstatement for purposes of assessing risks of material misstatement and planning
and performing audit procedures at the account or disclosure level.39 Tolerable
misstatement is a concept used in determining the scope of audit procedures.
AU sec. 350, Audit Sampling, indicates that tolerable misstatement is the maximum amount of misstatement in an account or a class of transactions that may
exist without causing the financial statements to be materially misstated.40 Tolerable misstatement is required to be set at an amount less than the materiality
level for the financial statements as a whole and for particular accounts or disclosures, if lower materiality levels were established for particular accounts or
disclosures.
Some commenters suggested replacing the term "tolerable misstatement" in
the reproposed standard with the term "performance materiality," which is the
term used in the International Standards on Auditing ("ISAs").
The Board decided to retain the term "tolerable misstatement" in its standards.
The concept of tolerable misstatement is already understood by auditors, and
the Board is not seeking to change the concept as described in PCAOB standards. Because the term "performance materiality" uses the word "materiality," it could be misunderstood, e.g., by nonauditors, as having a meaning other
than that intended in the standard. The concept of materiality that applies to
financial statements of companies that are audited in accordance with PCAOB
standards is rooted in case law and reflects a reasonable investor's perspective.
In contrast, tolerable misstatement is a concept used in audit scoping decisions at the account level, considering potential uncorrected and undetected
misstatement.
One commenter stated that the requirement to establish tolerable misstatement eliminated the need to establish a lower level of materiality for particular
accounts or disclosures. However, the two concepts are designed for different
38
39
40

AU sec. 312.20.
Paragraphs 8–9 of Auditing Standard No. 11.
AU sec. 350.18.
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purposes. The requirement to establish a lower materiality level is intended
to address the need for a lower threshold when, in light of the particular circumstances, misstatements of lesser amounts have a substantial likelihood of
influencing the judgment of a reasonable investor. As mentioned previously, tolerable misstatement is a concept used in audit scoping decisions at the account
level, considering potential uncorrected and undetected misstatement.
The reproposed standard also required the auditor to take into account the nature, cause (if known), and amount of misstatements that were accumulated in
audits of financial statements of prior periods. One commenter suggested that
the Board should clarify its intent regarding this requirement and provide additional guidance regarding its application. Tolerable misstatement is affected
by the expected level of misstatement in the account or disclosure, and the nature, cause, and amount of misstatements from prior periods are relevant to
developing expectations about the level of misstatement. Generally, as the expected level of misstatement increases, the amount of tolerable misstatement
decreases.

F. Consideration of Materiality for Multi-location Engagements
The reproposed standard included requirements for establishing materiality
levels in multi-location engagements. The reproposed standard stated that
when the auditor plans to perform procedures at selected locations or business units, the auditor should establish the materiality level for the individual
locations or business units at an amount that reduces to an appropriately low
level the probability that the total of uncorrected and undetected misstatements
would result in material misstatement of the consolidated financial statements.
The reproposed standard also stated that the materiality level for the selected
locations or business units generally should be lower than the materiality level
for the consolidated financial statements. Those requirements were an application of the fundamental principles to audits of consolidated financial statements
of companies with multiple locations or business units.
Some commenters suggested removing the word "generally" as it could be misinterpreted as permitting the use of the materiality level for the consolidated
financial statements as a whole for planning and performing audit procedures
at the individual location or business unit level. Other commenters questioned
how the requirements would be applied when a principal auditor makes reference to the report of another auditor in the auditor's report on consolidated
financial statements in accordance with AU sec. 543.
After considering the comments, the Board has made certain clarifying revisions to the requirements for multi-location engagements.41 First, the language
in the standard has been revised to use term "tolerable misstatement" for an
individual location to more clearly distinguish that term from the materiality
level for the financial statements as a whole. In addition, the requirements
were revised to state that tolerable misstatement for a location or business
unit should be less than the materiality level for the financial statements as
a whole. The word "generally" was removed from the requirements to reduce
the risk of misinterpretation of the provision. Also, the phrase "to be used in
performing audit procedures" has been removed from the requirement to determine tolerable misstatement for the individual locations or business units to
avoid a misinterpretation about the principal auditor's responsibilities for situations in which the principal auditor makes reference to the report of the other
auditor in accordance with AU sec. 543. Auditing Standard No. 11 requires the
41

Paragraph 10 of Auditing Standard No. 11.
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principal auditor to determine tolerable misstatement for the location or business unit audited by the other auditor, but the principal auditor is not expected
to impose that determination of tolerable misstatement on the other auditor.
Rather, tolerable misstatement for the location or business unit audited by the
other auditor would be relevant to certain requirements under AU sec. 54342
and in determining an appropriate amount of tolerable misstatement for the
remaining locations or business units included in the consolidated financial
statements.

G. Reevaluating the Materiality Level and Tolerable
Misstatement
The reproposed standard stated that the established materiality level and tolerable misstatement should be reevaluated if changes in the particular circumstances or additional information comes to the auditor's attention that are likely
to influence the judgment of a reasonable investor. In addition, the reproposed
standard provided examples of situations that would require such reevaluation, and additional examples were discussed in the release accompanying the
reproposed standards.
Some commenters suggested that the examples in the release should be included in the reproposed standard. The examples in Auditing Standard No. 11
have been revised to clarify the types of situations that would require reevaluation of the established materiality level and tolerable misstatement.
The reevaluation required by Auditing Standard No. 11 is important because
if that reevaluation results in a lower materiality level or levels and tolerable misstatement than the auditor's initial determination, the standard states
that the auditor should (1) evaluate the effect, if any, of the lower amount or
amounts on his or her risk assessments and audit procedures and (2) modify the
nature, timing, and extent of audit procedures as necessary to obtain sufficient
appropriate audit evidence.43
Auditing Standard No. 11 does not allow the auditor to modify the established
level or levels of materiality and tolerable misstatement solely because they
are approximately equal to or are exceeded by the amount of uncorrected misstatements. Such a practice is inconsistent with the requirement to reevaluate
the established materiality level or levels or tolerable misstatement if changes
in the particular circumstances or additional information come to the auditor's attention that are likely to affect the judgments of a reasonable investor.
Rather, Auditing Standard No. 14 establishes requirements for evaluating uncorrected misstatements44 and describes the auditor's responsibilities in situations in which uncorrected misstatements approach established materiality
level or levels used in planning and performing an audit.45

42
For example, AU sec. 543.10 states that the auditor should adopt measures to assure the coordination of the principal auditor's activities with those of the other auditor in order to achieve a proper
review of matters affecting the consolidating or combining of accounts in the financial statements.
43
Paragraph 12 of Auditing Standard No. 11.
44
Paragraphs 17–23 of Auditing Standard No. 14.
45
Paragraph 14.b. of Auditing Standard No. 14.
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VI. Auditing Standard No. 12—Identifying and
Assessing Risks of Material Misstatement
A. Background
Auditing Standard No. 12 describes the auditor's responsibilities for the process of identifying and assessing risks of material misstatement in an audit of
financial statements only and in an integrated audit. This process includes (1)
performing information-gathering procedures, known as risk assessment procedures, and (2) identifying and assessing the risks of material misstatement
using information obtained from the risk assessment procedures.
As discussed in the release accompanying the reproposed standards, the requirements in this standard are intended to improve the auditor's risk assessments and ability to focus on areas of increased risk in audits of financial statements only and in integrated audits. The effectiveness of a risk-based audit
depends on whether the auditor identifies the risks of material misstatement
and has an appropriate basis for assessing those risks. Inappropriate identification or assessment of risks of material misstatements can lead to overlooking
relevant risks to the financial statements, e.g., business conditions that affect
asset quality or create pressures to manipulate the financial statements, or assessing risks too low without having an appropriate basis for the assessment.
In turn, these situations can lead to misdirected or inadequate audit work.
Auditing Standard No. 12 employs a top-down approach to risk assessment.
Such an approach begins at the financial statement level and with the auditor's
overall understanding of the company and its environment and works down to
the significant accounts and disclosures and their relevant assertions. Also, the
requirements for performing risk assessment procedures are designed to be
scalable to companies of varying size and complexity.
In an integrated audit, the risks of material misstatement affect both the audit
of financial statements and the audit of internal control, so the risk assessment process described in Auditing Standard No. 12 is for a single process that
applies to both the audit of financial statements and the audit of internal control. Auditing Standard No. 12 seeks to enhance the integration of the audit of
financial statements with the audit of internal control by aligning these risk
assessment standards with Auditing Standard No. 5. Accordingly, Auditing
Standard No. 12 reflects certain foundational risk assessment principles from
Auditing Standard No. 5 that also apply to audits of financial statements. On
the other hand, the provisions of this standard also are designed to be tailored
for audits of financial statements only, e.g., the requirements relating to the
understanding of internal control over financial reporting.

B. Objective
Some commenters recommended that the Board revise the objective in the reproposed standard to indicate that the auditor's identification and assessment
of risks are through understanding of the company and its environment. The
objective in Auditing Standard No. 12 was retained from the reproposed standard. The revision suggested by the commenters is too narrow because Auditing
Standard No. 12 requires other risk assessment procedures beyond obtaining
an understanding of the company and its environment.
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C. Performing Risk Assessment Procedures
The overarching requirement for risk assessment procedures in Auditing Standard No. 12 is that the auditor should perform risk assessment procedures that
are sufficient to provide a reasonable basis for the identification and assessment of the risks of material misstatement, whether due to error or fraud, and
to design further audit procedures.46 Auditing Standard No. 12 discusses the
auditor's responsibilities for determining and performing the risk assessment
procedures necessary to satisfy that overarching requirement.47
Risks of material misstatement may exist at the financial statement level or
at the assertion level. Risks of material misstatement also can arise from a
variety of sources, including external factors, such as conditions in the company's industry and environment, and company-specific factors, such as the
nature of the company, its activities, and internal control over financial reporting. Since the risks of material misstatement come from various sources, the
auditor's risk assessment procedures need to encompass both external factors
and company-specific factors. Auditing Standard No. 12 requires the following
risk assessment procedures:

•

Obtaining an understanding of the company and its environment;48

•

Obtaining an understanding of the company's internal control over
financial reporting;49

•

Considering information from the client acceptance and retention
evaluation, audit planning activities, past audits, and other engagements performed for the company;50

•
•

Performing analytical procedures;51

•

Inquiring of the audit committee, management, and others within
the company about the risks of material misstatement.53

Conducting a discussion among engagement team members regarding the risks of material misstatement;52 and

The reproposed standard required the auditor to perform risk assessment procedures that are designed to help the auditor identify the areas of greater risk,
appropriately assess those risks, and design and perform further audit procedures to address risks of material misstatements in the financial statements,
whether due to error or fraud. One commenter suggested adding the phrase
"and to design further audit procedures focused on the areas of greatest risk"
to the end of the sentence in paragraph 4. The suggested language is not included in Auditing Standard No. 12 because that principle is already addressed
in Auditing Standard No. 13.

46
Paragraph 4 of Auditing Standard No. 12. The phrase "design further audit procedures" applies
to substantive procedures and to tests of controls in the audit of financial statements and the audit
of internal control over financial reporting.
47
Paragraphs 5–58 of Auditing Standard No. 12.
48
Paragraphs 7–17 of Auditing Standard No. 12.
49
Paragraphs 18–40 of Auditing Standard No. 12.
50
Paragraphs 41–45 of Auditing Standard No. 12.
51
Paragraphs 46–48 of Auditing Standard No. 12.
52
Paragraphs 49–53 of Auditing Standard No. 12.
53
Paragraphs 54–58 of Auditing Standard No. 12.
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One commenter on the reproposed standard asked for more discussion of the
connection between the components of audit risk and the risk assessment process. That discussion has been added to Auditing Standard No. 8.54

D. Obtaining an Understanding of the Company
and its Environment
Like the reproposed standard, Auditing Standard No. 12 requires the auditor to
obtain an understanding of the company and its environment to understand the
events, conditions, and company activities that might reasonably be expected
to have a significant effect on the risks of material misstatement ("obtaining an
understanding of the company").55 These requirements are an expansion of requirements that were in AU sec. 311 regarding obtaining knowledge of matters
that relate to the nature of the entity's business, its organization, and its operating characteristics as part of audit planning.56 The expanded requirements
are intended to focus the auditor on the degree of "knowledge of the company"
that is necessary for a risk-based audit and to explain how knowledge of the
company informs the auditor's identification and assessment of risk.
Auditing Standard No. 12 requires that the understanding of the company and
its environment include understanding the following:

•
•
•

Relevant industry, regulatory, and other external factors;

•

The company's objectives and strategies and those related business risks that might reasonably be expected to result in risks of
material misstatement; and

•

The company's measurement and analysis of its financial performance.57

The nature of the company;
The company's selection and application of accounting principles,
including related disclosures;

Auditing Standard No. 12 requires the auditor to evaluate whether significant changes in the company from prior periods, including changes in its internal control over financial reporting, affect the risks of material misstatement.58 This requirement builds on the requirement in paragraph 7 of Auditing
Standard No. 9 to evaluate whether, among other things, the extent of recent
changes, if any, in the company, its operations, or its internal control over financial reporting is important to the company's financial statements and internal
control over financial reporting and, if so, how those changes will affect the
auditor's procedures. PCAOB standards have recognized that many risks of
material misstatement arise due to changes in the company. For example, AU
sec. 319 listed the following examples of circumstances that can result in risks
or changes to existing risks: changes in operating environment; new personnel;
new or revamped information systems; rapid growth; new technology; new business models, products, or activities; corporate restructurings; expanded foreign
operations; and new accounting pronouncements.59

54
55
56
57
58
59

Paragraphs 8–11 of Auditing Standard No. 8.
Paragraph 7 of Auditing Standard No. 12.
AU secs. 311.06–.09.
Paragraph 7 of Auditing Standard No. 12.
Paragraph 8 of Auditing Standard No. 12.
AU sec. 319.38.
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Paragraphs 9–17 of Auditing Standard No. 12 explain more fully the necessary
understanding of the preceding aspects of the company and its environment,
e.g., what it means to obtain an understanding of the nature of the company. The
discussion of relevant industry, regulatory, and other external factors is adapted
from AU sec. 311. The discussion of the nature of the company is also adapted
from AU sec. 311 and has been updated to reflect certain changes in business
practices since AU sec. 311 was originally issued (e.g., to encompass alternative
investments and financing arrangements and to recognize the development of
new business models).
One commenter said that the requirement to obtain an understanding of the
company and its environment should be revised because none of the aspects of
the company and its environment listed in paragraph 7 is an event, condition, or
company activity. However, the understanding of those aspects should lead the
auditor to obtain an understanding of relevant events, conditions, and company
activities. For example, obtaining an understanding of relevant industry, regulatory, and external factors helps an auditor understand the external conditions
in which the company operates that represent risks of material misstatement
at the financial statement level.
The reproposed standard contained a note about how the size and complexity
of the company can affect the risks of misstatement and the controls necessary
to address those risks. This note was intended to be a reminder to auditors that
both size and complexity affect risks. One commenter stated that complexity
rather than size is likely to heighten risk. Auditing Standard No. 12 retains
the note as reproposed.60 The size and complexity of the company can affect the
risks of misstatement and the controls necessary to address those risks. Scaling
the audit is most effective as a natural extension of the risk-based approach
and applies to all audits, and the requirements in Auditing Standard No. 12 are
intended to be scalable to companies of varying size and complexity. Auditing
Standard No. 12 contains certain notes regarding scaling the audit based on a
company's size and complexity.

1. Additional Procedures to Obtain an Understanding of the Company
and its Environment
The reproposed standard presented a list of procedures that the auditor should
consider performing as part of obtaining an understanding of the company and
its environment. These procedures include reading public information about
the company, observing or reading transcripts of earnings calls, obtaining an
understanding of compensation arrangements with senior management, and
obtaining information about significant unusual developments regarding trading activity in the company's securities. The auditor's decisions about whether
to perform one or more of the additional procedures and the extent of those procedures depend on whether the matters addressed in those procedures are important to the company's internal control or financial statements and whether
such procedures are necessary to meet the overall requirements for obtaining
an understanding of the company and performing risk assessment procedures.
Members of the Board's Standing Advisory Group ("SAG") suggested that these
matters could provide valuable information for identifying risks of material
misstatement, e.g., to obtain information about business risks relevant to financial reporting or to identify incentives or pressures on management to manipulate financial results.61 Also, the Public Oversight Board, Panel on Audit
60

First note to paragraph 10 of Auditing Standard No. 12.
February 16, 2005. Webcasts of SAG meetings are available on the Board's website at:
http://www.pcaobus.org/News_and_Events/Webcasts.
61
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Effectiveness, Report and Recommendations ("PAE Report"), recommended that
auditors consider published analysts' reports and forecasts when gaining an
understanding of the company's business and industry, assessing risks, and
evaluating identified misstatements.62
Commenters requested clarification of the Board's expectations regarding these
procedures and expressed concern that the broad language used to describe
some of the procedures might lead auditors to expend considerable efforts to
decide and document whether to perform certain procedures. This requirement
is not intended to require auditors to make a specific determination about each
bit of data to which a procedure might be applied, e.g., to document each individual item of publicly available information to decide whether it should be
reviewed.
Instead, the intention is for auditors to consider whether and to what extent
such procedures should be performed to achieve the objectives in paragraphs
4 and 7 of Auditing Standard No. 12. For example, observing the company's
earnings calls and other meetings with investors are likely to provide important information about the measurement and review of the company's financial
performance, particularly the performance measures monitored by investors
and analysts. Likewise, an understanding of compensation arrangements with
senior management often can provide important information about incentives
or pressures on management to manipulate the financial statements.
Auditing Standard No. 12 was revised to clarify that considering whether to
perform the procedures listed in paragraph 11 also includes consideration of
the extent of the procedures.

2. Selection and Application of Accounting Principles, Including
Related Disclosures
PCAOB standards require auditors to obtain an understanding of the accounting practices common to the industry and to evaluate the quality of a company's accounting principles as part of his or her response to fraud risks and
in determining matters to be communicated to the audit committee.63 Auditing
Standard No. 12 imposes a responsibility to obtain an understanding of the applicable financial reporting framework and to evaluate whether the company's
selection and application of accounting principles are consistent with the applicable accounting framework and the accounting principles used in the relevant
industry.64 Such procedures can provide important information for identifying
relevant matters such as (1) accounts that are susceptible to misstatement,
e.g., if an account balance is determined using accounting principles that are
inconsistent with the applicable financial reporting framework or (2) more general conditions that affect risks of material misstatement, e.g., if the company's
selection or application of accounting principles is more aggressive than prevailing practices in the relevant industry.
In connection with obtaining an understanding of the applicable financial reporting framework and evaluating the company's selection and application of
accounting principles, including related disclosures, Auditing Standard No. 12
requires the auditor to develop expectations about the disclosures that are necessary for the company's financial statements to be presented fairly in conformity with the applicable financial reporting framework.65 The language in this
62
Public Oversight Board, Panel on Audit Effectiveness, Report and Recommendations (August
31, 2000), p. 58.
63
See AU sec. 316 and AU sec. 380, Communication With Audit Committees.
64
Paragraph 12 of Auditing Standard No. 12.
65
Ibid.
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requirement was revised to clarify that the auditor should develop an expectation about the disclosures as part of the risk assessment procedures and that
the expectations should be based on the disclosures necessary for the fair presentation of the financial statements in conformity with the applicable financial
reporting framework.
Auditing Standard No. 12 also presents a list of matters that, if present, are
relevant to the necessary understanding of the company's selection and application of accounting principles.66 The amount of auditor attention devoted to
an individual matter would depend on its importance in meeting the overall
requirements for obtaining an understanding of the company and performing
risk assessment procedures.67

3. Company Objectives, Strategies, and Related Business Risks
The reproposed standard required the auditor to obtain an understanding of the
company's objectives, strategies, and related business risks in order to identify
those business risks that could reasonably be expected to result in material
misstatement of the financial statements. The PAE Report recommended that
auditors be required to obtain an understanding of the company's business
risks.68
Commenters on the reproposed standard requested additional discussion about
business risks, including going concern risks, fraud risks, and how business
risks can result in misstatements of the financial statements. Additional discussion has been added to Auditing Standard No. 8 and Auditing Standard No.
12.69
Auditing Standard No. 12 discusses how business risks can lead to misstatements and provides examples of business risks that may result in a risk of
material misstatement of the financial statements.70 However, the list of examples is meant to be illustrative rather than a checklist of factors to consider.
Auditors would need to consider the business risks that are relevant to the particular company and industry. For example, in today's economic environment,
business risks might include financing risks (e.g., access to necessary financing)
or product risks (e.g., investments in certain financial products).

4. The Company’s Measurement and Analysis of its Financial Performance
The risk assessment procedures in the reproposed standard included obtaining an understanding of the company's performance measures. The purpose
of obtaining that understanding is to identify those performance measures,
whether external or internal, that affect the risks of material misstatement.
For example, understanding performance measures can help the auditor identify accounts or disclosures that might be susceptible to manipulation to achieve
certain performance targets (or to conceal failures to achieve those targets) or
to understand how management uses performance measures to monitor risks
affecting the financial statements.
Commenters requested clarification regarding the examples of performance
measures. A note was added to Auditing Standard No. 12 to explain the significance of the individual examples.71
66

Paragraph 13 of Auditing Standard No. 12.
Paragraphs 4 and 7 of Auditing Standard No. 12.
68
PAE Report, p. 20.
69
Paragraph 6 of Auditing Standard No. 8 and the note to paragraph 15 of Auditing Standard
No. 12.
70
Paragraphs 5 and 14–15 of Auditing Standard No. 12.
71
Paragraph 17 of Auditing Standard No 12.
67
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E. Obtaining an Understanding of Internal Control Over
Financial Reporting
Auditing Standard No. 12 describes the auditor's responsibilities for obtaining
an understanding of internal control over financial reporting ("understanding
of internal control"). Auditing Standard No. 12 requires the auditor to obtain
a sufficient understanding of each component of internal control over financial
reporting to (a) identify the types of potential misstatements, (b) assess the
factors that affect the risks of material misstatement, and (c) design further
audit procedures.72 These requirements are, in substance, equivalent to those
in AU sec. 319, but the formulation in the proposed standard is aligned more
clearly with Auditing Standard No. 5. Like the requirements in AU sec. 319, the
requirements in Auditing Standard No. 12 indicate that although the auditor's
primary focus is on internal control over financial reporting, the auditor may
obtain an understanding of controls related to operations or compliance objectives if they pertain to data that the auditor plans to use in applying auditing
procedures.73
Auditing Standard No. 12 sets forth certain principles regarding the sufficiency
of the auditor's understanding of internal control. The size and complexity of
the company; the auditor's existing knowledge of the company's internal control; the nature of the company's internal controls, including the company's use
of IT; the nature and extent of changes in systems and operations; and the
nature of the company's documentation of its internal control over financial reporting affect the nature, timing, and extent of procedures necessary to obtain
an understanding of internal control. For example, the auditor's procedures to
obtain an understanding of internal control would be more extensive when the
auditor plans to test controls more extensively (e.g., in an integrated audit),
the company's internal control is more complex, or the company's controls have
changed significantly.
The reproposed standard stated that the auditor's understanding of internal
control includes evaluating the design of controls and determining whether the
controls are implemented. Commenters observed that the reproposed standard
stated that walkthroughs that include the necessary procedures ordinarily are
sufficient to evaluate design effectiveness, but the reproposed standard did not
make a similar statement about the use of walkthroughs to determine whether
controls have been implemented. Auditing Standard No. 12 has been revised to
include a statement that walkthroughs that include the procedures described
in the standard ordinarily are sufficient to determine whether a control has
been implemented.74 Under Auditing Standard No. 12, as under AU sec. 319,75
the amount of audit attention devoted to design and operating effectiveness
will vary based on the auditor's plan for testing controls. For example, if the
auditor plans to test controls, more attention should be devoted to controls that
the auditor plans to test.

1. Obtaining an Understanding of Individual Components of Internal
Control Over Financial Reporting
To describe the auditor's responsibilities for obtaining an understanding of internal control, it was necessary to describe the components of internal control
over financial reporting. The components described in Auditing Standard No. 12
72
73
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Paragraph 18 of Auditing Standard No. 12.
Paragraph 19 of Auditing Standard No. 12.
Paragraph 20 of Auditing Standard No. 12.
AU sec. 319.58.
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are similar to those in AU sec. 319.76 Auditing Standard No. 12 also states that
auditors may use other suitable, recognized frameworks77 in accordance with
the provisions of the standard. If the auditor uses a suitable, recognized internal control framework with components that differ from those in the standard,
the auditor should adapt the requirements in the standard for the components
in the framework used.78

2. Control Environment
Auditing Standard No. 12 requires the auditor to assess the following matters
as part of obtaining an understanding of the control environment:

•

Whether management's philosophy and operating style promote
effective internal control over financial reporting;

•

Whether sound integrity and ethical values, particularly of top
management, are developed and understood; and

•

Whether the board or audit committee understands and exercises
oversight responsibility over financial reporting and internal control.79

Although this requirement is aligned with a similar requirement in Auditing
Standard No. 5 for evaluating the control environment, the auditor's process
for assessing the control environment in an audit of financial statements only
is not expected to be the same as that required when expressing an opinion
on internal control over financial reporting. For audits of financial statements
only, Auditing Standard No. 12 allows the auditor to base his or her assessment on evidence obtained as part of obtaining an understanding of the control
environment and other relevant knowledge possessed by the auditor.80
Because of the importance of an effective control environment to address fraud
risks, Auditing Standard No. 12 states that if the auditor identifies a control
deficiency in the company's control environment, the auditor should evaluate
the extent to which this control deficiency is indicative of a fraud risk factor.81

3. The Company’s Risk Assessment Process
Auditing Standard No. 12 requires the auditor to obtain an understanding
of management's risk assessment process for (a) identifying risks relevant to
financial reporting objectives, including risks of material misstatement due to
fraud, (b) assessing the likelihood and significance of misstatements resulting
from those risks, and (c) deciding about actions to address those risks.82 The
standard also requires the auditor to obtain an understanding of the risks of
material misstatement identified and assessed by management and the actions
taken to address those risks.83 Compliance with these requirements will help
make sure that the auditor's risk assessments are appropriately informed by
management's risk assessments and the controls that management put in place
to address the risks.
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Paragraph 21 of Auditing Standard No. 12.
See Securities Exchange Act Release No. 34-47986 (June 5, 2003) for a description of the
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4. Information and Communication
The reproposed standard required the auditor to obtain an understanding of
the information system, including the related business processes, relevant to
financial reporting. One commenter suggested removing the requirement to understand the company's business processes. The requirement was retained as
reproposed.84 Obtaining an understanding of the company's business processes
assists the auditor in obtaining an understanding of how transactions are initiated, authorized, processed, and recorded. Also, the requirement to understand
business processes is a recommendation in the PAE Report.85 Auditing Standard No. 12 describes the necessary understanding of business processes to
help auditors identify those business processes that are relevant to financial
reporting.86
Auditing Standard No. 12 also contains requirements for understanding the
period-end financial reporting process87 and describes important elements of
that process.88 Because the period-end financial reporting process is a common
source of potential misstatements, it is important for the auditor to have an
adequate understanding of the aspects of the period-end financial reporting
process in all audits, including audits of financial statements only. Auditing
Standard No. 12 requires the auditor only to obtain an understanding89 of the
process, as compared to Auditing Standard No. 5, which requires the auditor
also to evaluate that process in the audit of internal control.
To appropriately highlight the importance of IT risks in determining the scope
of the audit, the standard requires the auditor to obtain an understanding of
how IT affects the company's flow of transactions. The standard also contains
a note that states that the identification of risks and controls within IT is not
a separate evaluation. Instead, it is an integral part of the approach used to
identify significant accounts and disclosures and their relevant assertions and,
when applicable, to select the controls to test, as well as to assess risk and
allocate audit effort.
Regarding the auditor's understanding of communication, one commenter suggested that the standard clarify that the auditor should understand how the
company communicates financial reporting roles and responsibilities and significant matters relating to financial reporting. The requirement in Auditing
Standard No. 12 has been revised to clarify that point.90

5. Control Activities
The reproposed standard required the auditor to obtain an understanding of
control activities that is sufficient to assess the factors that affect the risks of
material misstatement and to design further audit procedures. As under AU
sec. 319, a more extensive understanding of control activities is needed in areas
in which the auditor plans to test controls. Thus, for purposes of evaluating the
effectiveness of internal control over financial reporting in an integrated audit,
the auditor's understanding of control activities encompasses a broader range
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Paragraph 28 of Auditing Standard No. 12.
PAE Report, p. 15.
86
Paragraphs 28–32 of Auditing Standard No. 12.
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AU sec. 319.49 used the term "financial reporting process used to prepare the entity's financial
statements," but Auditing Standard No. 12 uses the same term as used in Auditing Standard No. 5.
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Paragraphs 28 and 32 of Auditing Standard No. 12.
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Paragraph 20 of Auditing Standard No. 12 discusses procedures that the auditor performs to
obtain an understanding of internal control.
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Paragraph 33 of Auditing Standard No. 12.
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of accounts and disclosures than that which is normally obtained in an audit of
financial statements only.
Some commenters expressed concern that the language in the requirement
could be misinterpreted as requiring the auditor to obtain an understanding
of all controls, even in an audit of financial statements only in which the auditor does not plan to test controls. A few commenters suggested framing the
requirement in terms of understanding control activities relevant to the audit.
The Board did not intend to expand the auditor's responsibilities for obtaining
an understanding of control activities beyond what is required in AU sec. 319.
The discussion in Auditing Standard No. 12 on obtaining an understanding of
control activities has been revised, primarily using language adapted from AU
sec. 319, to clarify that the substance of the requirement has not changed.91

6. Performing Walkthroughs
The original proposed standard referred auditors to Auditing Standard No. 5
for a discussion of the performance of walkthroughs. Some commenters on the
original proposed standard stated that the standard should include a discussion of walkthroughs rather than referring to Auditing Standard No. 5. The reproposed standard included a discussion of performing walkthroughs as part of
meeting certain specified objectives, which paralleled a requirement in Auditing
Standard No. 592 regarding understanding likely sources of potential misstatements. Some commenters expressed concerns that the discussion would lead to
unnecessary walkthroughs, particularly in audits of financial statements only.
The intention of including the discussion of walkthroughs was to explain how
to perform walkthroughs rather than to impose requirements regarding when
walkthroughs should be performed. The standard has been revised to focus
on how the auditor should perform walkthroughs, e.g., in connection with understanding the flow of transactions in the information system relevant to financial reporting, evaluating the design of controls relevant to the audit, and
determining whether those controls have been implemented.93 The discussion
of the objectives for understanding likely sources of potential misstatements
has been removed from Auditing Standard No. 12, so those objectives would
continue to apply only to integrated audits.

7. Relationship of Understanding of Internal Control to Tests of Controls
Auditing Standard No. 12, like the reproposed standard, contains a discussion
about the relationship between obtaining an understanding of controls and
testing controls, including entity-level controls.94 The requirements in Auditing Standard No. 12 clarify that the objective of obtaining an understanding of
internal control as a risk assessment procedure is different from testing controls for the purpose of assessing control risk95 or for the purpose of expressing
an opinion on internal control over financial reporting in the audit of internal
control.96 The standard allows the auditor the flexibility of obtaining an understanding of internal control concurrently with performing tests of controls if he
or she obtains sufficient appropriate evidence to achieve the objectives of both
procedures.97
91
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F. Information Obtained from Past Audits
and Other Engagements
1. Information from Past Audits
The reproposed standard included a requirement for the auditor to incorporate
knowledge obtained during past audits into the auditor's process for identifying risks of material misstatement. One commenter asked for clarification of
the meaning of the term "incorporate." Two commenters stated that the most
important issue is to determine whether information from past audits is still
relevant.
The term "incorporate" is not new and should be familiar to most auditors.
For example, it has been used in AU sec. 316 regarding the requirement to
incorporate an element of unpredictability in the audit in response to fraud
risks. The requirement in the reproposed standard was similar to a requirement
in Auditing Standard No. 5 to incorporate knowledge obtained during past
audits in subsequent year audits of internal control.98 Accordingly the term
has been retained in Auditing Standard No. 12.
Auditing Standard No. 12 also states that if the auditor plans to limit the
nature, timing, or extent of his or her risk assessment procedures by relying on
information from past audits, the auditor should evaluate whether the prioryears' information remains relevant and reliable.99

2. Information from Other Engagements
The reproposed standard included a requirement for the auditor to take into
account relevant information obtained through other engagements performed
by the auditor for the company100 This requirement was intended to focus on
the responsibility to take relevant information into account in identifying and
assessing risks rather than to prescribe a particular method for obtaining that
information.
Some commenters suggested that the requirement should be limited to consideration of other engagements performed by the engagement partner. The
suggested change would weaken the standard. Limiting the consideration of
information to engagements performed for the company by the engagement
partner is too narrow because it omits other important information sources
that are available to the engagement team. Also, limiting the consideration to
engagements performed by the engagement partner is inconsistent with prior
PCAOB standards. For example, AU sec. 311.04 stated that procedures the auditor may consider in planning an audit usually involve discussions with other
firm personnel, and includes the following example "Discussing matters that
may affect the audit with firm personnel responsible for non-audit services to
the entity." Also, paragraph 03 of AU sec. 9311, Planning and Supervision:
Auditing Interpretations of Section 311, stated:
The auditor should consider the nature of non-audit services that have been
performed. He should assess whether the services involve matters that might
be expected to affect the entity's financial statements or the performance of
the audit, for example, tax planning or recommendations on a cost accounting
98
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system. If the auditor decides that the performance of the non-audit services or
the information likely to have been gained from it may have implications for his
audit, he should discuss the matter with personnel who rendered the services
and consider how the expected conduct and scope of his audit may be affected. In
some cases, the auditor may find it useful to review the pertinent portions of the
work papers prepared for the non-audit engagement as an aid in determining
the nature of the services rendered or the possible audit implications.

Other commenters suggested that the requirement be revised to use more of
the language from AU sec. 9311. The requirement in Auditing Standard No.
12101 has been revised as follows:
The auditor should obtain an understanding of the nature of the services that
have been performed for the company by the auditor or affiliates of the firm102
and should take into account relevant information obtained from those engagements in identifying risks of material misstatement.103

One commenter stated that audit firms will need to develop very costly reporting systems to enable them to convey relevant information about nonassurance engagements to audit engagement teams. Existing PCAOB and SEC
rules already require firms to track and report nonaudit services provided to
the company. Complying with these requirements would mean that the audit
firms have a mechanism in place to track these services. For example, PCAOB
Rules 3524104 and 3526105 require the auditor to describe to the company's audit
committee, among other things, the scope of and the potential effect on independence of other services provided by the firm. It is expected that the system used
to capture, track, and monitor these services for compliance with these PCAOB
independence rules would also be applicable to comply with the requirements
of Auditing Standard No. 12.

G. Performing Analytical Procedures
The reproposed standard retained requirements from AU sec. 329, Analytical Procedures, to perform analytical procedures during the planning phase of
the audit.106 Such analytical procedures are, in essence, risk assessment procedures, so the respective requirements and direction have been incorporated
into Auditing Standard No. 12.107 One commenter stated that it is unclear
whether the PCAOB intends a change in practice regarding the execution of
analytical procedures performed as risk assessment procedures, e.g., because
the requirements in the reproposed standard discussed developing expectations
and comparing them to recorded amounts. AU sec. 329, states that analytical
procedures involve developing expectations and comparing those expectations
to recorded amounts.108
Auditing Standard No. 12 states that analytical procedures performed as risk
assessment procedures often use data that is preliminary or data that is aggregated at a high level and that in those instances such analytical procedures
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Paragraph 45 of Auditing Standard No. 12.
PCAOB Rule 3501, Definitions of Terms Employed in Section 3, Part 5 of the Rules.
Paragraph 7 of Auditing Standard No. 9.
PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax Services.
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are not designed with the level of precision necessary for substantive analytical procedures.109 In those situations, the auditor's expectations in performing
analytical procedures as risk assessment procedures do not require the same
degree of precision as substantive analytical procedures.

H. Conducting a Discussion among Engagement Team Members
Regarding Risks of Material Misstatement
Like the reproposed standard, Auditing Standard No. 12 includes a requirement that key engagement team members discuss (1) the company's selection
and application of accounting principles, including related disclosure requirements and (2) the susceptibility of the company's financial statements to material misstatement due to error or fraud.110 The standard explains that key
engagement team members include the engagement partner and all engagement team members who have significant engagement responsibilities.111 The
term "significant engagement responsibilities" should be familiar to auditors
because it is already used in AU sec. 316 regarding the appropriate assignment
of engagement team members in the overall responses to fraud risks.
One commenter stated that the requirement for participation in the discussion among engagement team members on the reproposed standard should be
revised to use the language in ISA 315, Identifying and Assessing the Risks of
Material Misstatement through Understanding the Entity and its Environment,
so that the engagement partner makes the determination of what needs to be
reported to whom on a "need to know" basis.
The language in Auditing Standard No. 12 was retained as reproposed. The
Board believes that the discussion among engagement team members is an important part of the auditor's risk assessment procedures. Through its oversight
activities, the Board has observed deficiencies relating to discussions among engagement team members regarding fraud risks, including instances in which
key engagement team members did not participate.112

1. Discussion of the Potential for Material Misstatement Due to Fraud
A number of comments were received regarding the requirements for discussing
the risks of material misstatement due to fraud.
One commenter suggested that the standard should require the auditor to consider using a fraud specialist. The Board believes that this point is already
covered by the requirement in Auditing Standard No. 9 to evaluate whether a
person with specialized skill or knowledge is needed to assess risks.113
One commenter suggested that the requirement to discuss how the financial
statements could be materially misstated through omitting or presenting incomplete disclosures also should include the possibility of presenting inaccurate
disclosures. The requirement has been revised to include that topic.114 Another
commenter stated that the standard should provide more "guidance" about how
fraud risks relate to disclosures. The manner in which management might intentionally omit disclosures or present inaccurate or incomplete disclosures to
109

Paragraph 48 of Auditing Standard No. 12.
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commit or conceal intentional misstatement of the financial statements necessarily depends on the circumstances, including the incentives or pressures
and the opportunities to manipulate the financial statements. The discussion
of fraud risks required by the standard should prompt engagement team members to consider ways in which omissions or inaccuracies in disclosures might
be involved with fraudulent financial reporting.
Another commenter stated that the requirement for the auditor to emphasize
certain matters regarding fraud to the engagement team members during the
fraud risk discussion does not assign the responsibility to a specific person. The
requirement focuses on the communication of important matters rather than
on the person communicating the matters. Since the engagement partner has
the overall responsibility for the audit engagement, the engagement partner is
likely to be the most appropriate person to make the communications. However,
Auditing Standard No. 12 allows the communications to be made by another
engagement team member, when appropriate.

2. Communication Among Engagement Team Members
Auditing Standard No. 12 states that communication among the engagement
team members about significant matters affecting the risks of material misstatement should continue throughout the audit, including when conditions
change. This requirement carries forward and builds upon a requirement in
AU sec. 316.115

I. Inquiring of the Audit Committee, Management, and Others
within the Company about the Risks of Material Misstatement
Like the reproposed standard, Auditing Standard No. 12 requires the auditor
to make inquiries of the audit committee, or equivalent (or its chair), management, the internal audit function, and others within the company who might
reasonably be expected to have information that is important to the identification and assessment of risks of material misstatement.116 The requirement
to inquire of others who "might reasonably be expected to have information" is
similar to a requirement in AU sec. 316 for making inquiries of others about
the existence or suspicion of fraud, and it establishes a principle to guide the
auditor in determining those other persons to whom the inquiries should be
addressed.117

1. Inquiries Regarding Fraud Risks
The reproposed standard also required the auditor to make inquiries of the
audit committee (or its chair), management, the internal audit function, and
others within the company about the risks of fraud. Commenters suggested
that the requirements for identifying other individuals within the company to
whom inquiries should be directed should include determining the extent of
such inquiries. Auditing Standard No. 12 reflects the suggested revision to that
requirement because inquiries of other individuals should be designed to obtain
information relevant to identifying and assessing fraud risks.118
The reproposed standard included a requirement to take into account the fact
that management is often in the best position to commit fraud when evaluating
115
116
117
118

AU sec. 316.18.
Paragraph 54 of Auditing Standard No. 12.
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management's responses to inquiries about fraud risks and determining when
it is necessary to corroborate management's responses. One commenter stated
that the requirement was unclear and the use of the term "take into account" did
not seem consistent with the Board's explanation in the release accompanying
the reproposed standards. This requirement has been revised to clarify the
requirement and to use "take into account" in a manner that is consistent with
the other PCAOB standards.119
Auditing Standard No. 12 requires that the auditor use his or her knowledge
of the company and its environment, as well as information from other risk
assessment procedures, to determine the nature of the inquiries about risks of
material misstatement. This requirement carries forward and builds upon a
requirement in AU sec. 316.120
Auditing Standard No. 12 includes an additional required inquiry of the internal auditor about whether he or she is aware of instances of management
override of controls and the nature and circumstances of such overrides. Also,
Auditing Standard No. 12 requires the auditor to make inquiries of management and the audit committee, or equivalent regarding tips or complaints about
the company's financial reporting.121 These required inquiries were added in
light of research indicating that many incidents of fraud are uncovered through
tips.122 These inquiries can provide important evidence about fraud risks.
Auditing Standard No. 12 requires the auditor, when evaluating management's
responses to inquiries about fraud risks and determining when it is necessary
to corroborate management's responses, to take into account the fact that management is often in the best position to commit fraud. The standard also requires the auditor to obtain evidence to address inconsistencies in responses to
inquiries. This requirement carries forward and builds upon a requirement in
AU sec. 316.123

J. Identifying and Assessing the Risks of Material Misstatement
Auditing Standard No. 12 sets forth a process for identifying and assessing
the risks of material misstatement using the information obtained from the
risk assessment procedures and other relevant knowledge possessed by the
auditor.124 This process involves:
a.

Identifying risks of misstatement using information obtained
from risk assessment procedures and considering the characteristics of the accounts and disclosures in the financial statements.

b.

Evaluating whether the identified risks relate pervasively to the
financial statements as a whole and potentially affect many assertions.
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Paragraph 58 of Auditing Standard No. 12.
AU sec. 316.24.
121
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c.

Evaluating the types of potential misstatements that could result
from the identified risks and the accounts, disclosures, and assertions that could be affected. This includes evaluating how risks
at the financial statement level could affect risks at the assertion
level.
d. Assessing the likelihood of misstatement, including the possibility of multiple misstatements, and the magnitude of potential
misstatement to assess the possibility that the risk could result
in material misstatement of the financial statements. In making
this assessment, the auditor may take into account the planned
degree of reliance on controls that the auditor plans to test, if
the auditor performs tests of controls in accordance with PCAOB
standards.
e. Identifying significant accounts and disclosures and their relevant assertions.
f. Determining whether any of the identified and assessed risks of
material misstatement are significant risks.125
One commenter suggested that the word "material" should be inserted before
the word "misstatement" in paragraph 56.a. of the reproposed standard. No
change was made to Auditing Standard No. 12 because inserting the word
"material" would inappropriately narrow the auditor's focus on only material
risks too early in the process of identifying and assessing risks of misstatement,
i.e., before assessing the likelihood and magnitude of potential misstatements
related to the risks.
Commenters suggested that the standard should clarify that the likelihood
and magnitude of potential misstatements should be considered in determining which risks are significant risks. Auditing Standard No. 12 includes an
additional requirement that states, "To determine whether an identified and
assessed risk is a significant risk, the auditor should evaluate whether the
risk requires special audit consideration because of the nature of the risk or
the likelihood and potential magnitude of misstatement related to the risk."126
Also, the list of factors that should be evaluated in determining which risks
are significant risks was expanded to include "the effect of the quantitative and
qualitative risk factors discussed in paragraph 60 of the standard [on identifying significant accounts and disclosures and their relevant assertions] on the
likelihood and potential magnitude of misstatements."127 Including this new
factor highlights the relationship between the identification of significant accounts and disclosures and their relevant assertions and the identification of
significant risks. Specifically, risk factors that form the basis for identifying
significant accounts and disclosures and their relevant assertions also inform
the identification of significant risks, and significant risks affect one or more
relevant assertions of significant accounts or disclosures.
Another commenter on the reproposed standard suggested that the term "likelihood" be defined more in terms of reasonable possibility as that term is used
in Auditing Standard No. 5. However, that change would be inconsistent with
the requirement to assess the likelihood of misstatements, i.e., the possibility
that the risk would result in misstatement of the financial statements.
One commenter indicated that the requirement in the note to paragraph 59.c.
of the reproposed standard "inappropriately infers that the auditor should,
125
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and can, associate the risks at the financial statement level with particular
assertions in order to assess risks at the assertion level." Auditing Standard
No. 8 states that risks of material misstatement at the financial statement level
have a pervasive effect on the financial statements as a whole and potentially
affect many assertions, and the standard provides examples of how risks at
the financial statement level can result in misstatements.128 It is important for
the auditor to take into account risks of material misstatement at the financial
statement level in order to evaluate types of misstatements that could occur.
Under PCAOB standards, significant accounts and disclosures and their relevant assertions are identified based upon their risk characteristics. Thus, the
auditor needs to identify and assess the risks in order to identify the relevant
assertions of significant accounts and disclosures in accordance with PCAOB
standards. For example, Auditing Standard No. 5 requires the auditor to identify significant accounts and disclosures and their relevant assertions in integrated audits.129 Also, AU sec. 319 required the auditor to perform substantive
procedures for the relevant assertions of significant accounts and disclosures
for all audits of financial statements, which implicitly required the auditor to
identify those accounts, disclosures, and assertions.130 Auditing Standard No.
12 imposes a more explicit requirement on the auditor to identify significant
accounts and disclosures and their relevant assertions in all audits.

1. Factors Relevant to Identifying Fraud Risks
Auditing Standard No. 12 requires that the auditor evaluate whether the information gathered from the risk assessment procedures indicates that one or
more fraud risk factors are present and should be taken into account in identifying and assessing fraud risks.131 The reproposed standard included a paragraph
that stated that the auditor should not assume that all of the fraud risk factors
discussed in must be observed to conclude that a fraud risk exists. Commenters
suggested that the language was not clear as to the action that auditors would
need to take to "not assume." The paragraph has been revised to clarify that all
of the conditions are not required to be observed or evident to conclude that a
fraud risk exists.132

2. Consideration of the Risk of Omitted or Incomplete Disclosures
The reproposed standard stated that the auditor's evaluation of fraud risk factors should include an evaluation of how fraud could be perpetrated or concealed
by omitting required disclosures or by presenting incomplete disclosures. One
commenter stated that the requirement should also include consideration of
the possibility of presenting inaccurate disclosures. Other commenters stated
that the requirement should be revised to refer to disclosures required by the
applicable financial reporting framework. The requirement has been revised to
encompass inaccurate disclosures and to refer to disclosures required for the
fair presentation of the financial statements in conformity with the applicable
financial reporting framework.133
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3. Presumption of Fraud Risk Involving Improper Revenue Recognition
Like the reproposed standard, Auditing Standard No. 12 contains a requirement that the auditor should presume that there is a fraud risk involving
improper revenue recognition and evaluate which types of revenue, revenue
transactions, or assertions may give rise to such risks.134 One commenter recommended rewording this paragraph to state that while revenue recognition
should be presumed to be a higher level of risk, there are exceptions. The requirement was retained as stated in the reproposed standard because a significant number of financial reporting frauds relate to revenue recognition.135

K. Definition of Significant Risk
The reproposed standard defined significant risk as a risk of material misstatement that requires special audit consideration. Some commenters stated
that the definition of "significant risk" in the reproposed standard should be
revised to indicate that significant risks are "identified risks" and that they
are determined using the "auditor's judgment" or risks that the auditor "determines." Adding a reference to the auditor's determination or auditor's judgment
is unnecessary because those points are inherent in the requirements for identifying significant risks, e.g., in the required evaluation of the likelihood and
potential magnitude of misstatements related to the risk. Similarly, the reference to "identified risks" is unnecessary because it is already mentioned in
the requirement for determining significant risks. Accordingly, the definition of
significant risk included in the reproposed standard is retained.
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Paragraph 68 of Auditing Standard No. 12.
See, e.g., Committee of Sponsoring Organizations of the Treadway Commission, Fraudulent
Financial Reporting: 1998-2007 (May 2010).
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VII. Auditing Standard No. 13—The Auditor’s
Responses to the Risks of Material Misstatement
A. Background
Auditing Standard No. 13 establishes requirements for responding to the risks
of material misstatement, including responses regarding the general conduct
of the audit and responses involving audit procedures. Auditing Standard No.
13 applies to integrated audits and audits of financial statements only.

B. Linking Assessed Risks and Auditor’s Responses
The reproposed standard included a requirement for the auditor to design and
implement appropriate responses to the "assessed risks of material misstatement" to address comments received on the original proposed standard for improving the linkage between the auditor's responses and the identification and
assessment of risks of material misstatement. Acknowledging the improvements in the reproposed standard, some commenters continued to suggest that
the objective also should state that the auditor is to address the assessed risks
of material misstatement.
In the Board's view, obtaining sufficient appropriate evidence to support the
auditor's opinion requires the auditor to adequately respond to the risks of
material misstatement. Accordingly, the title and objective of the standard continue to refer to responding to the risks of material misstatement. However,
the Board recognizes that the appropriate identification and assessment of the
risks of material misstatement in accordance with Auditing Standard No. 12
enable the auditor to effectively respond to the risks of material misstatement.
Auditing Standard No. 13 continues to impose on auditors an unconditional
responsibility to design and implement responses that address the risks of
material misstatement identified and assessed in accordance with Auditing
Standard No. 12.136 As with the reproposed standard, noncompliance with the
requirements in Auditing Standard No. 12 that leads to a failure to identify or
appropriately assess a risk of material misstatement also could result in a failure to appropriately respond to the risk of material misstatement in accordance
with this standard.137

C. Overall Responses to Risks
The reproposed standard included a requirement for the auditor to respond to
the risks of material misstatement through overall responses and responses
involving the nature, timing, and extent of audit procedures. Overall responses
relate to the general conduct of the audit, e.g., appropriately assigning and
properly supervising engagement team members, incorporating an element of
unpredictability into the audit, evaluating the company's selection and application of significant accounting principles, and making pervasive changes to the
audit. Such responses are required by AU sec. 316 in response to fraud risks,
but the reproposed standard extended the requirement to apply to risks of material misstatement due to error or fraud. These responses, by their nature,
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Paragraph 3 of Auditing Standard No. 13.
Failure to address a risk of material misstatement also might indicate a failure to comply with
Auditing Standard No. 12.
137
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are appropriate for addressing risks of material misstatement due to error or
fraud.
Some commenters expressed concerns regarding the expansion of the requirement for incorporating an element of unpredictability to apply to risks of material misstatement other than fraud risks.
In the Board's view, although incorporating an element of unpredictability is
intended primarily to address fraud risks, it also can enable the auditor to
detect errors or control deficiencies that could otherwise remain undetected. In
addition, the requirement to incorporate an element of unpredictability when
testing controls already exists in Auditing Standard No. 5. Auditing Standard
No. 13 continues to indicate that the auditor should incorporate an element of
unpredictability as part of the response to the risks of material misstatement,
including fraud risks.138
One commenter requested clarification regarding the differences between the
first and third examples used to illustrate ways to incorporate an element of
unpredictability in paragraph 5.c. of the reproposed standard. The first example in Auditing Standard No. 13 is intended to illustrate that the auditor may
decide to perform audit procedures for a particular account, disclosure, or assertion even though the auditor's risk assessment did not identify specific risks
associated with those accounts.139 The third example is intended to illustrate
that when sampling a particular financial statement amount, the auditor may
consider selecting items with amounts lower than the threshold that the auditor had used in the past, or expanding the selection to other sections of the
population that the auditor had not tested in the past.140
The reproposed standard required the auditor to evaluate whether it is necessary to make pervasive changes to the audit to adequately address the assessed
risks of material misstatement. The reproposed standard did not require that
pervasive changes be made in every audit. Instead, it required the auditor to
evaluate whether pervasive changes that affect many aspects of the audit are
needed to address the assessed risks of material misstatement. Commenters
questioned the use of the term "pervasive" in the requirement. Auditing Standard No. 13 provides additional explanation of the types of circumstances in
which pervasive changes might be necessary.141
Existing PCAOB standards require the auditor to apply professional skepticism
as part of due care,142 and Auditing Standard No. 13 states that the auditor's
response to fraud risks involves the application of professional skepticism in
gathering and evaluating audit evidence.143 The requirement is intended to
emphasize the importance of professional skepticism in responding to risks
of material misstatement without limiting its application to the auditor's responses.
One commenter expressed concern that the reproposed standard did not explicitly require the auditor to implement overall responses to risks at the financial
statement level. Such an explicit requirement would inappropriately limit the
auditor's overall responses to risks at the financial statement level. Many of the
overall responses also apply to risks at the assertion level, e.g., assigning more
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Paragraph 5.c. of Auditing Standard No. 13.
Paragraph 5.c. (1) of Auditing Standard No. 13.
Paragraph 5.c. (3) of Auditing Standard No. 13.
Paragraph 6 of Auditing Standard No. 13.
AU secs. 230.07–.09.
Paragraph 7 of Auditing Standard No. 13.
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experienced personnel or applying a greater extent of supervision to accounts
or disclosures with higher risk.

D. Responses Involving the Nature, Timing, and Extent
of Audit Procedures
The reproposed standard required the auditor to design and perform audit
procedures in a manner that addresses the assessed risks of material misstatement for each relevant assertion of each significant account and disclosure.
Auditing Standard No. 13 retained this requirement as reproposed. The requirement emphasizes that the auditor should focus on each relevant assertion
of each significant account and disclosure and the risks of material misstatement associated with the relevant assertion when designing and performing
audit procedures.
The reproposed standard also included requirements for the auditor to design
the testing of controls to accomplish the objectives of both the audit of financial
statements and the audit of internal control in an integrated audit. This requirement is aligned with Auditing Standard No. 5. One commenter suggested
that that the requirement be removed because it relates only to integrated audits. The requirement was retained as reproposed because Auditing Standard
No. 13 applies to integrated audits as well as audits of financial statements only,
and tests of controls are a necessary response in the audit of internal control.144

E. Tests of Controls in an Audit of Internal Control
Auditing Standard No. 13 includes requirements for performing tests of controls
in the audit of financial statements.145
In an integrated audit, the tests of controls performed in the audit of internal
control are part of the auditor's responses to the risks of material misstatement,
as indicated in paragraph 9–10 of Auditing Standard No. 13.146 To help facilitate
the integration of tests of controls in an integrated audit, the standard continues
to use language similar to that of Auditing Standard No. 5 when describing
analogous terms and concepts relating to the testing of controls.

F. Tests of Controls and Control Risk Assessment in the
Audit of Financial Statements
1. Requirements on When to Test Controls
AU sec. 319 required auditors to obtain evidence about the design effectiveness
and operating effectiveness of controls (a) when the auditor plans to rely on
selected controls to reduce his or her substantive procedures and (b) in those
limited circumstances in which the auditor cannot obtain sufficient appropriate
evidence through substantive procedures alone.147 Thus, except in those limited
circumstances, AU sec. 319 provided auditors with flexibility to decide when or
whether to test controls.
144

Paragraph 9.c. of Auditing Standard No. 13.
Paragraphs 16–35 of Auditing Standard No. 13.
146
Paragraph 39 of Auditing Standard No. 5 states, "The auditor should test those controls that
are important to the auditor's conclusion about whether the company's controls sufficiently address
the assessed risk of misstatement to each relevant assertion."
147
AU sec. 319.66.
145
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Auditing Standard No. 13 does not change the requirements in AU sec. 319
regarding when testing controls is necessary in audits of financial statements
only.148 In those audits, auditors continue to have the same flexibility in deciding
when or whether to test controls to reduce their substantive procedures.149
Auditing Standard No. 13 includes additional statements that emphasize the
flexibility that auditors have in making these decisions and provides additional
examples, adapted from AU sec. 319.68, of situations in which auditors cannot
obtain sufficient appropriate audit evidence through substantive procedures
alone.150

2. Period of Reliance
Auditing Standard No. 13 states that when the auditor relies on controls to assess control risk at less than the maximum, the auditor must obtain evidence
that the controls selected for testing are designed effectively and operated effectively during the entire period of reliance.151 The concept of the period of reliance was introduced in Auditing Standard No. 5 and discussed further in the
PCAOB staff guidance, Staff Views: An Audit of Internal Control Over Financial
Reporting That Is Integrated with an Audit of Financial Statements—Guidance
for Auditors of Smaller Public Companies. Auditing Standard No. 13 provides
a definition of "period of reliance" that parallels the language in paragraph B4
of Auditing Standard No. 5.152

3. Evidence about the Effectiveness of Controls
Auditing Standard No. 13 describes the principle, adapted from AU sec. 319,153
that the evidence necessary to support the auditor's control risk assessment
depends on the degree of reliance the auditor plans to place on the effectiveness of a control. In applying that principle, Auditing Standard No. 13 requires
the auditor to obtain more persuasive audit evidence from tests of controls the
greater the reliance the auditor places on the effectiveness of a control. In addition, Auditing Standard No. 13 requires the auditor to obtain more persuasive
evidence about the effectiveness of controls for each relevant assertion for which
the audit approach consists primarily of tests of controls, including situations
in which substantive procedures alone cannot provide sufficient appropriate
audit evidence.154

4. Testing Operating Effectiveness
Auditing Standard No. 13 requires the auditor to determine, among other
things, whether the person performing the control possesses the necessary authority and competence to perform the control effectively.155 This requirement
is intended to call to the auditor's attention that whether he or she possesses
the appropriate level of authority and the knowledge and skills necessary to
perform the control function is essential to whether a person can effectively
perform the control. Thus, the auditor is required to make such determination
before he or she can conclude about the effectiveness of the control.
148
Certain clarifying revisions were made to the discussion of relying on controls to modify the
auditor's substantive procedures, in response to comments on the reproposed standard. See footnote
12 to paragraph 16 of Auditing Standard No. 13.
149
Paragraph 16 of Auditing Standard No. 13.
150
Paragraph 17 of Auditing Standard No. 13.
151
Paragraph 16 of Auditing Standard No. 13.
152
Paragraph A.3 of Auditing Standard No. 13.
153
AU sec. 319.90.
154
Paragraph 18 of Auditing Standard No. 13.
155
Paragraph 21 of Auditing Standard No. 13.
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5. Timing of Tests of Controls—Evidence Obtained during an Interim Period
The reproposed standard stated that the auditor must obtain evidence about
the effectiveness of controls selected for testing for the entire period of reliance.
When the auditor tests controls during an interim period, additional evidence
that is necessary concerning the operation of those controls for the remaining
period of reliance depends on a series of factors listed in the reproposed standard, including, among other factors, the possibility of significant changes in
internal control over financial reporting occurring subsequent to the interim
date.
One commenter suggested adding "control environment" to the list of factors
that could affect the auditor's determination of what additional evidence is necessary. The control environment has an important, but indirect, effect on the
likelihood that a misstatement will be prevented or detected on a timely basis.
Also, unlike monitoring controls, the control environment is not designed to
identify possible breakdowns in other controls. Accordingly, the control environment, by itself, does not reduce the amount of evidence needed concerning
controls over specific relevant assertions for the remaining period. The control
environment is not included in the list of factors in Auditing Standard No. 13.
Another commenter suggested adding a requirement for the auditor to obtain, when applicable, audit evidence about subsequent changes to the controls
tested during the interim period. A note has been added to Auditing Standard
No. 13 requiring the auditor to obtain evidence about such subsequent changes,
if significant.156

6. Timing of Tests of Controls—Evidence from Past Audits
Auditing Standard No. 13 states that the auditor should obtain evidence during
the current year audit about the design and operating effectiveness of controls
upon which the auditor relies.157 This requirement is based on the principle
that auditors should support their control risk assessments each year with
current evidence. However, when the auditor has tested the controls in the
past and plans to rely on the same controls for the current year audit, the
amount of evidence needed will vary based on the relevant factors listed in
the standard.158 These additional factors generally relate to the degree of reliance on the control, the risk that the control will fail to operate as designed,
and the nature and amount of evidence that the auditor has already obtained
regarding the effectiveness of the controls. These requirements are consistent
with Auditing Standard No. 5. Also, the standard allows the auditor to use a
benchmarking strategy, when appropriate, for automated application controls
for subsequent years' audits, as do the provisions of Auditing Standard No. 5.
However, the standard does not permit testing controls once every third year
because the standard requires evidence regarding the effectiveness of controls
to be obtained each year.
Some commenters expressed concern that the requirements in the reproposed
standard for determining the amount of evidence needed in the current year
could be interpreted as requiring the auditor to consider each factor listed for
each of the controls that the auditor tested in the past, regardless of whether
or not the auditor plans to rely on those controls for purposes of the current
year audit. The requirement was intended to apply when the auditor tested the
controls in the past audits and plans to rely on those controls and use evidence
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Paragraph 30 of Auditing Standard No. 13.
Paragraph 31 of Auditing Standard No. 13.
Ibid.
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about the effectiveness of those controls obtained in prior years for purposes
of the current year audit. That requirement is clarified in Auditing Standard
No. 13.159

7. Assessing Control Risk
Auditing Standard No. 13 requires the auditor to assess control risk for relevant assertions.160 This requirement is not new. AU sec. 319 established requirements for the auditor to assess control risk, and Auditing Standard No.
5 discusses control risk assessment in the financial statement audit portion of
the integrated audit.161
Auditing Standard No. 13 requires the auditor to assess the control risk at the
maximum level for relevant assertions when the controls necessary to sufficiently address the assessed risk of material misstatement in those assertions
are missing or ineffective or when the auditor has not obtained sufficient appropriate evidence to support a control risk assessment below the maximum
level.162
One commenter expressed a concern that the reproposed standard seemed to
indicate that no reduction of the control risk assessment should occur based on
understanding the design effectiveness of controls. The commenter suggested
that a control that does not exist or is not designed effectively should have a different impact on the auditor's testing than a control that is designed effectively
but not tested by the auditor.
The risk assessment standards already address the points raised by the commenter regarding the effect of control deficiencies on the auditor's testing. Auditing Standard No. 12 requires the auditor to obtain an understanding of the
design of the company's controls as part of his or her risk assessment procedures.163 If the auditor identifies design deficiencies in the company's controls,
the auditor would take that into account in identifying and assessing the risks
of material misstatement, and Auditing Standard No. 13 requires the auditor
to implement responses to address those risks of material misstatement. When
deficiencies are detected during the auditor's testing of controls that the auditor
plans to rely on, Auditing Standard No. 13 requires the auditor to (1) perform
tests of other controls related to the same assertion as the ineffective controls,
or (2) revise the control risk assessment and modify the planned substantive
procedures as necessary in light of the increased assessment of risk.164
Another commenter suggested that the reproposed standard provide more direction about evaluating control deviations by adding a paragraph from Auditing Standard No. 5 regarding evaluating control deficiencies. The referenced
paragraph does not apply specifically to assessing control risk in a financial
statement audit, and Auditing Standard No. 13 requires the auditor to evaluate the evidence from all sources, including the results of test of controls, when
assessing control risk for relevant assertions.165
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Ibid.
Paragraphs 32–34 of Auditing Standard No. 13.
AU secs. 319.70, .83–.90 and paragraphs B4–B5 of Auditing Standards No. 5.
Paragraph 33 of Auditing Standard No. 13.
Paragraph 20 of Auditing Standard No. 12.
Paragraph 34 of Auditing Standard No. 13.
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G. Substantive Procedures
Auditing Standard No. 13 requires the auditor to perform substantive procedures for each relevant assertion of each significant account and disclosure,
regardless of the assessed level of control risk.166 By definition, a relevant assertion of a significant account and disclosure has a reasonable possibility of
containing a misstatement or misstatements that would cause the financial
statements to be materially misstated.167 The requirement to obtain evidence
from substantive procedures for each relevant assertion of each significant account and disclosure reflects the principle that the auditors need to implement
appropriate responses to address the assessed risks of material misstatement.
Existing PCAOB standards indicate that some risks of material misstatement
might require more evidence from substantive procedures because of certain
inherent limitations of internal control.168 For example, more evidence from
substantive procedures ordinarily is needed for relevant assertions that have a
higher susceptibility to management override or to lapses in judgment or breakdowns resulting from human failures. Observations from the Board's oversight
activities have underscored the importance of this principle. Auditing Standard
No. 13 includes this principle because it is particularly relevant to the determination of the nature, timing, and extent of substantive procedures. It is also
consistent with the principles regarding detection risk discussed in Auditing
Standard No. 8

H. Timing of Substantive Procedures
The reproposed standard included a requirement for the auditor to take into
account certain factors in determining whether it is appropriate to perform substantive procedures at an interim date. One commenter suggested that another
point be added to the standard to require the auditor to review "the internal
control changes that have been made to date and the nature and extent of monitoring such changes by the client staff." Auditing Standard No. 13 requires the
auditor to consider the effect of known or expected changes in the company, its
environment, and its internal control over financial reporting during the remaining period on its risk assessments when determining whether to perform
substantive procedures at an interim date.169 This additional requirement recognizes that both changes in controls and other changes to the company and its
environment can affect the risks of material misstatement and, thus, the effectiveness of interim substantive procedures. For example, significant changes in
industry or market conditions near year end could increase the risk of material
misstatement regarding the valuation of assets at year end, which, in turn,
would require significant audit attention during the remaining period.
The reproposed standard stated that when an auditor performs substantive
procedures as of an interim date, the auditor should perform substantive procedures, or substantive procedures combined with tests of controls, that provide
a reasonable basis for extending the audit conclusions from the interim date to
the period end. The reproposed standard also required that the auditor perform
certain procedures that were adapted from AU sec. 313.
Some commenters suggested that the Board remove the mandatory procedures
in the reproposed standard, arguing that the procedures should be determined
166
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Paragraph 36 of Auditing Standard No. 13.
Paragraph A9 of Auditing Standard No. 5.
See, e.g., paragraph .14 of AU sec. 328, Auditing Fair Value Measurements and Disclosures.
Paragraph 44.a.(3) of Auditing Standard No. 13.
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by the auditor based on professional judgment. Removing those requirements
as suggested by the commenters would weaken PCAOB standards. Observations from the Board's oversight activities have included instances in which
inadequate audit work was performed when extending the conclusion reached
at the interim date to the end of the period covered by the financial statements.
Therefore, retaining the mandatory procedures in this standard continues to
be appropriate.170

I. Substantive Procedures Responsive to Significant Risks
Like the original proposed standard, the reproposed standard stated that the
auditor should perform substantive procedures, including tests of details, that
are specifically responsive to the significant risks. AU sec. 329 indicates that
tests of details should be performed in response to significant risks.171
One commenter continued to express concern about imposing a presumptively
mandatory responsibility for auditors to perform tests of details in response to
significant risks. Auditing Standard No. 13 retains the requirement as reproposed.172 The nature and importance of significant risks warrant a high level
of assurance from substantive procedures to adequately address the risk. Also,
analytical procedures alone are not well suited to detecting certain types of misstatements related to significant risks, including, in particular, fraud risks. For
example, when fraud risks are present, management might be able to override
controls to allow adjustments that result in artificial changes to the financial
statement relationships being analyzed, causing the auditor to draw erroneous
conclusions.

J. Dual-purpose Test
Auditing Standard No. 13 recognized that, in certain situations, the auditor
might perform a substantive test of a transaction concurrently with a test of
a control relevant to that transaction, i.e., a dual-purpose test. The auditor
is required to design the dual-purpose test to achieve the objectives of both
the test of the control and the substantive test. In addition, the auditor is
required to evaluate the results of the test in forming conclusions about both
the assertion and the effectiveness of the control being tested.173 The standard
refers the auditors to the relevant requirements in AU sec. 350, Audit Sampling,
for determining the proper sample size in a dual-purpose test.
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Paragraph 45 of Auditing Standard No. 13.
AU sec. 329.09.
Paragraph 11 of Auditing Standard No. 13.
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VIII. Auditing Standard No. 14—Evaluating
Audit Results
A. Background
Auditing Standard No. 14 describes the auditor's responsibilities regarding the
process of evaluating the results of the audit and determining whether sufficient appropriate audit evidence has been obtained in order to form the opinion
to be expressed in the auditor's report. This standard consolidates into one auditing standard the requirements that were previously included in five separate
auditing standards.174 The standard highlights matters that are important to
the auditor's conclusions about the financial statements and the effectiveness
of internal control.

B. Definition of Misstatement
The reproposed standard defined the term "misstatement" as follows:
A misstatement, if material individually or in combination with other misstatements, causes the financial statements not to be presented fairly in conformity
with the applicable financial reporting framework.175 A misstatement may relate to a difference between the amount, classification, presentation, or disclosure of a reported financial statement item and the amount, classification,
presentation, or disclosure that should be reported in conformity with the applicable financial reporting framework. Misstatements can arise from error (i.e.,
unintentional misstatement) or fraud.

Some commenters indicated that the definition applied to "material misstatement" rather than "misstatement" and suggested revisions to the definition,
e.g., moving the second sentence to the beginning of the definition.
Auditing Standard No. 14 carries forward the definition of "misstatement" as
reproposed.176 This definition is not a definition of the term "material misstatement." Rather, the definition emphasizes that misstatements prevent financial
statements from being fairly presented in conformity with the applicable financial reporting framework, as discussed in AU sec. 411, The Meaning of
Present Fairly in Conformity With Generally Accepted Accounting Principles.
The phrase used in the definition, "if material individually or in combination
with other misstatements," is equivalent to the phrase "In the absence of materiality considerations," which was used in the description of the term "misstatement" in an auditing interpretation of AU sec. 312.177 The second sentence
of the definition in Auditing Standard No. 14 describes the most common types
of misstatements.178
174
AU sec. 312, regarding evaluating audit results, including uncorrected misstatements; AU
sec. 316, regarding fraud considerations that are relevant to evaluating audit results; AU sec. 329,
regarding performing the overall review; AU sec. 326, regarding determining whether sufficient
appropriate audit evidence has been obtained; and AU sec. 431, regarding the evaluation of disclosures.
175
The auditor should look to the requirements of the Securities and Exchange Commission for
the company under audit with respect to accounting principles applicable to that company.
176
Paragraph A2 of Appendix A to Auditing Standard No. 14.
177
Paragraph .02 of AU sec. 9312, Audit Risk and Materiality in Conducting an Audit: Auditing
Interpretations of Section 312, which is superseded by the risk assessment standards, stated "In the
absence of materiality considerations, a misstatement causes the financial statements not to be in
conformity with generally accepted accounting principles."
178
See also paragraph A2 of Auditing Standard No. 14.
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C. Performing Analytical Procedures in the Overall Review
Auditing Standard No. 14 adapted the requirements that were previously included in AU secs. 316 and 329 to read the financial statements and disclosures
and perform analytical procedures in the overall review. The standard imposes
on auditors a responsibility to read the financial statements and disclosures and
perform analytical procedures to (a) evaluate the auditor's conclusions formed
regarding significant accounts and disclosures and (b) assist in forming an opinion on whether the financial statements as a whole are free of material misstatement.179 In particular, Auditing Standard No. 14 requires the auditor to
evaluate whether (a) evidence gathered in response to unusual or unexpected
transactions, events, amounts, or relationships previously identified during the
audit is sufficient and (b) unusual or unexpected transactions, events, amounts,
or relationships indicate risks of material misstatement that were not identified previously.180 Performing analytical procedures in the overall review assists
the auditor in assessing the conclusions reached and in evaluating the overall
financial statement presentation.
Auditing Standard No. 14 adapted a requirement, which previously existed
in AU sec. 316, for the auditor to perform analytical procedures relating to
revenue through the end of the period.181 These procedures are intended to
identify unusual or unexpected relationships involving revenue accounts that
might indicate a material misstatement, including a material misstatement due
to fraud. Performing analytical procedures relating to revenue is important in
light of the generally higher risk of financial statement fraud involving revenue
accounts.
Auditing Standard No. 14 requires the auditor to corroborate management's explanations regarding significant unusual or unexpected transactions, events,
amounts, or relationships. The standard also states that if management's responses to the auditor's inquiries appear to be implausible, inconsistent with
other audit evidence, imprecise, or not at a sufficient level of detail to be useful, the auditor should perform procedures to address the matter.182 Auditing
Standard No. 15, Audit Evidence, states that inquiry of company personnel,
by itself, does not provide sufficient audit evidence to reduce audit risk to an
appropriately low level.183 Therefore, obtaining corroboration of management's
responses is important in obtaining sufficient appropriate audit evidence.

D. Clearly Trivial
Auditing Standard No. 14 requires the auditor to accumulate misstatements
identified during the audit, other than those that are clearly trivial.184 Like
AU sec. 312, the standard allows the auditor to set a threshold for accumulating misstatements, provided that the threshold is set at a de minimis level
that could not result in material misstatement of the financial statements, individually or in combination with other misstatements, after considering the
possibility of further undetected misstatement.185 The specific limitation on
setting a threshold for accumulating misstatements is important to assure a
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Paragraph 5 of Auditing Standard No. 14.
Paragraph 6 of Auditing Standard No. 14.
Paragraph 7 of Auditing Standard No. 14.
Paragraph 8 of Auditing Standard No. 14.
Paragraph 17 of Auditing Standard No. 15.
Paragraph 10 of Auditing Standard No. 14.
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proper evaluation of the effect of uncorrected misstatements on the financial
statements.

E. Accumulating Misstatements
The reproposed standard required the auditor to accumulate identified misstatements other than those that are clearly trivial. The reproposed standard
also required the auditor to use his or her best estimate of the total misstatement in the accounts and disclosures that the auditor has tested, not just the
amount of misstatements specifically identified. This includes misstatements
related to accounting estimates and projected misstatements from substantive
procedures that involve audit sampling.186
Commenters suggested that the standard should use terms such as "known and
likely misstatement" or other terms to categorize the misstatements. Auditing
Standard No. 14 uses the term "identified misstatement" to refer to misstatements that are identified during the audit and the term "accumulated misstatements" to refer to misstatements that are more than clearly trivial and, thus,
should be accumulated by the auditor. Because Auditing Standard No. 14 requires the auditor to use his or her best estimate of the misstatements (which
is how AU sec. 312 described "likely misstatements"), it is not necessary to use
the term "known and likely misstatements."

F. Correction of Misstatements
Auditing Standard No. 14 requires that if management made corrections to
accounts or disclosures in response to misstatements detected by the auditor,
the auditor should evaluate management's work to determine whether the corrections have been recorded properly and to determine whether uncorrected
misstatements remain.187 The standard imposes on auditors a responsibility to
determine whether misstatements identified by the auditor and communicated
to management are correctly recorded in the accounting records.

G. Considerations When Accumulated Misstatements Approach
the Materiality Level or Levels Used in Planning and Performing
Audit Procedures
Auditing Standard No. 14 requires the auditor to determine whether the overall
strategy needs to be revised when the aggregate of misstatements accumulated
during the audit approaches the materiality level or levels used in planning and
performing the audit. When the aggregate of misstatements approaches the materiality level or levels used in planning and performing an audit, there likely
will be greater than an appropriately low level of risk that possible undetected
misstatements, combined with uncorrected misstatements accumulated during
the audit, could be material to the financial statements. If the auditor assesses
this risk to be unacceptably high, he or she should perform additional audit
procedures or determine that management has adjusted the financial statements so that the risk that the financial statements are materially misstated
has been reduced to an appropriately low level.188
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Paragraphs 10–12 of Auditing Standard No. 14.
Paragraph 16 of Auditing Standard No. 14.
Paragraph 14 of Auditing Standard No. 14.
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The reproposed standard stated that when the aggregate of accumulated misstatements approaches the materiality used in planning and performing the
audit, the auditor should perform additional procedures or determine that management has adjusted the financial statements so that the risk of material
misstatement has been reduced to an appropriately low level. One commenter
suggested that it is not clear what the additional procedures are and that more
work is not always the answer. The additional procedures that are necessary
depend upon, among other things, the procedures performed by the auditor to
date and the nature of the misstatements that were detected.

H. Requirement to Reevaluate the Materiality Level
Auditing Standard No. 11 includes a requirement to reevaluate the established
materiality level or levels in certain circumstances. Auditing Standard No. 14
states that if the reevaluation of the materiality level or levels established
in accordance with Auditing Standard No. 11 results in a lower amount for
the materiality level or levels, the auditor should take into account that lower
materiality level in the evaluation of uncorrected misstatements.189 The requirements are intended to prevent the auditor from incorrectly concluding
that uncorrected misstatements are immaterial because he or she used outdated financial statement information. However, the standard does not allow
the auditor to establish a higher level or levels of materiality when uncorrected
misstatements exceed the initially established level or levels of materiality.
Reevaluating the established materiality level or levels prior to evaluating the
effect of uncorrected misstatements will cause audit results to be evaluated
based on the latest financial information.

I. Evaluating Uncorrected Misstatements
The reproposed standard stated that the auditor should evaluate the uncorrected misstatements in relation to accounts and disclosures and to the financial
statements as a whole, taking into account relevant quantitative and qualitative factors. The reproposed standard retained the provisions regarding qualitative factors that were included in an auditing interpretation to AU sec. 312,190
with some minor revisions to align the factors more closely to the terminology in
the reproposed standard and to omit qualitative factors that apply only to nonissuers. A commenter indicated that the term "profitability," which is included
in the qualitative factors in Appendix B, is not defined, and the commenter
suggested including examples of profitability in the reproposed standard. Although this term is not explicitly defined in Auditing Standard No. 14, it should
be familiar to auditors because the related auditing interpretation was issued
in 2000. Auditing Standard No. 14 carries forward the requirements and the
related list of qualitative factors that are substantially the same as those in the
auditing interpretation.191
Auditing Standard No. 14 requires an evaluation of the effects of both uncorrected misstatements detected in prior years and misstatements detected in
the current year that relate to prior years.192 The standard does not address
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Paragraph 17 of Auditing Standard No. 14.
AU secs. 9312.15–.17.
AU sec. 9312 and paragraph 17 and Appendix B of Auditing Standard No. 14.
Paragraph 18 of Auditing Standard No. 14.
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how to evaluate the effects of prior period misstatements because that is an
accounting and financial reporting matter. For example, the SEC staff has provided guidance in SEC Staff Accounting Bulletin ("SAB") Topic 1.N, Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in
Current Year Financial Statements, on the effects of prior year misstatements
when quantifying misstatements in the current year financial statements. This
SAB provides the SEC staff's views regarding evaluating the quantitative and
qualitative factors regarding the materiality of uncorrected misstatements and
evaluating the effects of prior year misstatements.
Auditing Standard No. 14 states that the auditor cannot assume that an instance of error or fraud is an isolated occurrence and that the auditor should
evaluate the nature and effects of the individual misstatements accumulated
during the audit on the assessed risks of material misstatement.193 This procedure is important to inform the auditor's conclusions about whether the auditor's risk assessments remain appropriate and whether he or she has obtained
sufficient appropriate evidence to support his or her opinion.
The reproposed standard included a requirement to evaluate the nature and
effects of the individual misstatements accumulated during the audit on the assessed risks of material misstatement. A commenter suggested that this evaluation should be performed at the time the misstatement is identified. In the
Board's view, it is not necessary to prescribe the timing for the evaluation of
the nature and effects of misstatements on the risk assessments. However, performing this evaluation during the course of the audit could allow the auditor
to make the necessary modifications to his or her planned audit procedures on
a more timely basis.
The reproposed standard required the auditor to evaluate whether identified
misstatements might be indicative of fraud and, in turn, how they affect the auditor's evaluation of materiality and the related audit responses. This requirement is adapted from AU sec. 316.194 One commenter suggested that when there
is an indicator of fraud, the requirement should make clear that clearly trivial
misstatements may need to be evaluated to determine if they should be included
in the accumulated misstatements. Like AU sec. 316, the requirement in the
reproposed standard was phrased in terms of identified misstatements rather
than accumulated misstatements because fraud of relatively small amounts
can be material to the financial statements.
Auditing Standard No. 14 retains the requirement as reproposed.195 If an auditor detects a misstatement, he or she should evaluate whether the misstatement
is indicative of fraud when deciding whether a misstatement is clearly trivial
and thus does not warrant being included with accumulated misstatements.
Additionally, in situations in which the auditor believes that a misstatement is
or might be intentional and the effect on the financial statements could be material or cannot be readily determined, Auditing Standard No. 14 requires that
the auditor perform procedures to obtain additional audit evidence to determine whether the fraud has occurred or is likely to have occurred. If the fraud
has occurred or is likely to have occurred, the auditor is required to determine
its effect on the financial statements and the auditor's report thereon.

193
194
195

Paragraph 19 of Auditing Standard No. 14.
AU sec. 316.75.
Paragraph 20 of Auditing Standard No. 14.
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J. Communication of Accumulated Misstatements
to Management
The reproposed standard required the auditor to communicate accumulated
misstatements to management on a timely basis to provide management with
an opportunity to correct them. The reproposed standard also required the
auditor to obtain an understanding of the reasons that management decided
not to correct misstatements communicated by the auditor.
Some commenters suggested that the standard should specifically require the
auditor to request management to correct the misstatements.
Auditing Standard No. 14 retains the requirement as reproposed.196 It is not
necessary to specifically require the auditor to request that management correct
the misstatements because management has its own legal responsibilities in
relation to the preparation and maintenance of the company's books, records,
and financial statements. Section 13(i) of the Securities and Exchange Act of
1934, 15 U.S.C. §78m(i), requires the financial statements filed with the SEC
to reflect all material correcting adjustments identified by the auditor.

K. Communication of Illegal Acts
Auditing Standard No. 14 requires the auditor to determine his or her responsibility under AU secs. 316.79–.82A, AU sec. 317, and Section 10A of the Securities and Exchange Act of 1934, 15 U.S.C. §78j-1, if the auditor becomes aware
of information indicating that fraud or another illegal act has occurred or might
have occurred.197

L. Evaluating the Qualitative Aspects of the Company’s
Accounting Practices
Auditing Standard No. 14 requires the auditor to evaluate the qualitative aspects of the company's accounting practices, including potential bias in management's judgments regarding the amounts and disclosures in the financial
statements.198
Auditing Standard No. 14 also states that if the auditor identifies bias in management's judgments about the amounts and disclosures in the financial statements, the auditor should evaluate whether the effect of that bias, together
with the effect of uncorrected misstatements, results in material misstatement
of the financial statements. Also, the standard states that the auditor should
evaluate whether the auditor's risk assessments, including, in particular, the
assessment of fraud risks, and the related audit responses remain appropriate.199
The reproposed standard included an example of management bias, which was
based on observations from the Board's oversight activities. This example indicated that when management identifies adjusting entries that offset misstatements identified by the auditor, the auditor should perform procedures
to determine why the underlying misstatement was not identified previously.
The auditor also should evaluate the implications on the integrity of management, and the auditor's risk assessments, including fraud risk assessments, and
196
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Paragraphs 15 and 25 of Auditing Standard No. 14.
Paragraph 23 of Auditing Standard No. 14.
Paragraph 24 of Auditing Standard No. 14.
Paragraph 26 of Auditing Standard No. 14.

REL 2010-004

Risk and Related Amendments to PCAOB Standards

3433

perform additional procedures as necessary to address the risk of further undetected misstatements. A commenter suggested using the phrase "identified
misstatements other than those that are ... clearly trivial" instead of "identified
misstatements." The requirement has been revised to refer to misstatements
accumulated by the auditor as required by paragraph 10 of Auditing Standard
No. 14.200

M. Assessment of Fraud Risks
The reproposed standard required the auditor to evaluate whether the accumulated results of auditing procedures and other observations affect the auditor's
assessment of fraud risks made throughout the audit and whether the audit
procedures need to be modified to respond to those risks.201 The reproposed
standard included a reference to Appendix C, which listed matters that might
affect the assessment of fraud risks. Appendix C stated that if the matters
listed in the appendix are identified during the audit, the auditor should determine whether the assessment of fraud risks remains appropriate or needs
to be revised. This requirement was included because the evaluation provides
additional insight regarding the fraud risks and the potential need to perform
additional procedures to support the opinion to be expressed in the auditor's
report.
Some commenters indicated that the requirement in Appendix C seems to indicate that the auditor is required to determine if each item identified during
the audit individually affects the assessment of fraud risks, which appears to
be inconsistent with paragraph 28. Those commenters suggested revisions to
the first sentence of Appendix C. After considering these comments, the first
sentence of Appendix C has been revised to state that if the matters listed in the
appendix are identified during the audit, the auditor should take into account
these matters in the evaluation of the assessment of fraud risks, as discussed
in paragraph 28.202
One commenter suggested including in Appendix C specific procedures that the
auditor could perform to evaluate fraud risk, such as evaluating journal entries
with round numbers or amounts slightly below a specified threshold. This type
of procedure could be appropriate for selecting journal entries for testing, but
it is different in nature from the matters listed in Appendix C.
Auditing Standard No. 14 includes a requirement for the engagement partner to determine whether there has been appropriate communication with the
other engagement team members throughout the audit regarding information
or conditions that are indicative of fraud risks.203 This requirement is adapted
from the existing PCAOB standards.204

N. Evaluating Financial Statement Disclosures
The reproposed standard included a requirement, adapted from AU sec. 431, for
the auditor to evaluate whether the financial statements contain the required
disclosures and, if the required disclosures are not included in the financial
statements, to express a qualified or adverse opinion in accordance with AU
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Paragraph 25 of Auditing Standard No. 14.
Paragraph 28 of Auditing Standard No. 14.
Paragraph C1 of Appendix C to Auditing Standard No. 14.
Paragraph 29 of Auditing Standard No. 14.
AU sec. 316.18.
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sec. 508, Reports on Audited Financial Statements. The reproposed standard
also stated that evaluation of disclosures includes consideration of the form,
arrangement, and content of the financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount
of detail given, the classification of items in the statements, and the bases of
amounts set forth. These requirements were included in the reproposed standard because of the importance of disclosures to the fair presentation of financial
statements.
Some commenters stated that the requirements regarding evaluation of disclosures should be qualified based on materiality considerations. Auditing Standard No. 14 states that the auditor should evaluate whether the financial statements contain the information essential for a fair presentation of the financial
statements in conformity with the applicable financial reporting framework,
which is aligned with an analogous requirement in AU sec. 508.41.205 AU sec.
411 discusses the concept of materiality regarding the auditor's opinion that
financial statements are presented fairly.206
Another commenter questioned whether the statement that "Evaluation of disclosures includes consideration of the form, arrangement, and content of the
financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount of detail given, the classification
of items in the statements, and the bases of amounts set forth" is a requirement. The statement in the reproposed standard, which is retained in Auditing
Standard No. 14, explains that the scope of the auditor's required evaluation of
the information disclosed in the financial statements includes matters such as
the form, arrangement, and content of the financial statements.207

O. Evaluating the Sufficiency and Appropriateness
of Audit Evidence
The reproposed standard required the auditor to conclude on whether sufficient
appropriate audit evidence has been obtained to support his or her opinion on
the financial statements. The reproposed standard also presented a list of factors that are relevant to the auditor's conclusion on whether sufficient appropriate audit evidence has been obtained. Consideration of the listed factors is
essential to reaching an informed conclusion about whether sufficient appropriate audit evidence has been obtained. Accordingly, both the requirement and
the list of factors contained in the reproposed standard have been retained.208
A commenter suggested that corrected adjustments also should be considered
in concluding whether sufficient appropriate audit evidence has been obtained.
Auditing Standard No. 14 already requires the auditor to evaluate the results
of audit procedures in evaluating whether sufficient appropriate evidence has
been obtained, and this would include misstatements identified by the auditor,
regardless of whether they were corrected by management.209
The reproposed standard expanded the requirements regarding situations in
which the auditor has not obtained sufficient appropriate audit evidence to include situations in which the auditor has substantial doubt about a relevant
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Paragraph 31 of Auditing Standard No. 14.
AU sec. 411.04.
Paragraph 31 of Auditing Standard No. 14.
Paragraphs 33–34 of Auditing Standard No. 14.
Paragraph 34 of Auditing Standard No. 14.
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assertion. This additional provision was adapted from AU sec. 326. A commenter suggested that the requirement be revised to state that the auditor
should attempt to obtain additional evidence if the auditor has not obtained
sufficient appropriate evidence about a relevant assertion. The requirement
has been retained as stated in the reproposed standard because it covers situations in which the evidence is inadequate and situations in which the auditor
has concerns about whether an assertion is misstated.210

P. Evaluating the Results of the Audit of Internal Control
The reproposed standard included a section relating to evaluating audit results
in the audit of internal control, which references Auditing Standard No. 5 for
the requirements on evaluating the results of the audit of internal control.211
A commenter suggested removing this paragraph from the reproposed standard. Auditing Standard No. 14 retains this paragraph, although it does not
impose additional requirements. Including this paragraph emphasizes that, in
integrated audits, the evaluation of audit results is an integrated process that
affects both audits.
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Paragraph 35 of Auditing Standard No. 14.
Paragraph 37 of Auditing Standard No. 14.
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IX. Auditing Standard No. 15—Audit Evidence
A. Background
Auditing Standard No. 15 explains what constitutes audit evidence, establishes
requirements regarding designing and performing audit procedures to obtain
sufficient appropriate audit evidence to support the opinion in the auditor's
report, and discusses methods for selecting items for testing.

B. Nature of Audit Evidence
The reproposed standard stated that audit evidence is all the information,
whether obtained from audit procedures or other sources, that is used by the auditor in arriving at the conclusions on which the auditor's opinion is based. Audit
evidence consists of both information that supports and corroborates management's assertions regarding the financial statements or internal control over
financial reporting and any information that contradicts such assertions.
One commenter indicated that the meaning of the phrase "and any information
that contradicts such assertions" was unclear. The commenter suggested that
the Board clarify whether the requirement meant the auditor should look for
such contradictory information, or if the requirement should apply only when
such information comes to the auditor's attention.
PCAOB standards require the auditor to plan and perform the audit to obtain
sufficient appropriate evidence to support an opinion about whether the financial statements are free of material misstatement and, in the audit of internal
control, whether material weaknesses exist.212 Thus, the auditor is required
to perform the audit procedures necessary to test the accounts and controls,
regardless of whether the results of those procedures support or contradict the
assertions. The requirement in Auditing Standard No. 15 means that when contradictory evidence is obtained, the auditor should evaluate it when forming
a conclusion on the financial statements and, in integrated audits, on internal
control over financial reporting. To clarify the requirement, Auditing Standard
No. 15 omits the word "any."213

C. Objective
The objective in the reproposed standard acknowledged the auditor's responsibility to plan and perform the audit to obtain sufficient appropriate audit
evidence to support the opinion expressed in the auditor's report. Commenters
suggested revising the wording in paragraph 4 of the reproposed standard to
be consistent with the objective in paragraph 3 of the reproposed standard. The
requirement in paragraph 4 of Auditing Standard No. 15 has been revised to
be consistent with the objective of the standard.

D. Sufficient Appropriate Audit Evidence
The reproposed standard explained the meaning of the words "sufficient" and
"appropriate" as used in the phrase "sufficient appropriate audit evidence."
Commenters suggested that the Board provide formal definitions for terms like
212

Paragraph 3 of Auditing Standard No. 8 and paragraph 3 of Auditing Standard No. 5, respec-

tively.
213

Paragraph 2 of Auditing Standard No. 15.
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"sufficiency" and "appropriate" so the terms can be easily located within the
standards. Adding definitions is unnecessary because Auditing Standard No.
15 already describes the terms "sufficiency" and "appropriateness" and explains
the relevant characteristics of each.214
Commenters stated that the term "persuasive" was used in the reproposed
standard, The Auditor's Responses to the Risks of Material Misstatement, and
recommended that the Board clarify in the reproposed audit evidence standard
the manner in which the persuasiveness of evidence affects the evaluation of
audit evidence. The concept of "persuasiveness of evidence" is discussed in Auditing Standard No. 13.215

E. Relevance and Reliability
The reproposed standard contained a discussion about the relevance and reliability of audit evidence. The reproposed standard stated that the audit evidence
must be both relevant and reliable to support the auditor's conclusions about the
subject of the audit procedure. The reproposed standard stated that "[e]vidence
provided by original documents is more reliable than evidence provided by
photocopies or facsimiles, or documents that have been filmed, digitized, or
otherwise converted into electronic form, the reliability of which depends on
the controls over the conversion and maintenance of those documents."
One commenter suggested that the standard be revised to indicate that electronic information, subject to proper controls, is in many ways more reliable
than physical documentation. The language from the reproposed standard was
retained in Auditing Standard No. 15.216 Although evidence sometimes is available only in electronic form and the reliability of electronic evidence depends on
the controls over that information, an authentic original document generally is
more reliable than an electronic form of that document.
The reproposed standard stated that the relevance of audit evidence refers to its
relationship to the assertion or to the objective of the control being tested. The
relevance of audit evidence depends on (a) the design of the audit procedure used
to test the assertion or control, and (b) the timing of the audit procedure used to
test the assertion or control. One commenter recommended the description of
the term "relevance" should be expanded to include the following statements:
Relevance deals with the logical connection with, or bearing upon, the purpose
of the audit procedure and, when appropriate, the assertion under consideration. The relevance of information to be used as audit evidence may be affected
by the direction of testing.

Auditing Standard No. 15 retains the description included in the reproposed
standard because it is clearer than the suggested revision.217
The reproposed standard indicated that "[t]he auditor is not expected to be
an expert in document authentication. However, if conditions indicate that a
document may not be authentic or that the terms in a document have been
modified but that the modifications have not been disclosed to the auditor, the
auditor should modify the planned audit procedures or perform additional audit
procedures to respond to those conditions and should evaluate the effect, if any,
on the other aspects of the audit."
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Paragraphs 5–6 of Auditing Standard No. 15.
Paragraph 39 of Auditing Standard No. 13.
Paragraph 8 of Auditing Standard No. 15.
Paragraph 7 of Auditing Standard No. 15.
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One commenter suggested that the requirement for the auditor to modify the
planned audit procedures or perform additional audit procedures in response to
concerns about the authenticity of documents should be linked to professional
skepticism. The commenter also stated that many modifications are routine.
The requirement was not meant to require the auditor to perform unlimited
procedures but, rather, to perform the procedures necessary to address the issue in the circumstances. Auditing Standard No. 15 retains this requirement
as reproposed.218 Although professional skepticism is important in these situations, it is not the only factor that determines the procedures necessary to
address the matter.

F. Financial Statement Assertions
In representing that the financial statements are presented fairly in conformity
with the applicable financial reporting framework, management implicitly or
explicitly makes assertions regarding the recognition, measurement, presentation, and disclosure of the various elements of financial statements and related
disclosures. Financial statement assertions are an important consideration for
audits performed in accordance with PCAOB standards. For example, AU sec.
319 required auditors to perform substantive procedures for relevant assertions
in audits of financial statements. Auditing Standard No. 5 requires auditors to
obtain evidence about the design and operating effectiveness of controls over
relevant assertions in audits of internal control.
The reproposed standard retained the five categories of financial statement
assertions in AU sec. 326 and Auditing Standard No. 5. Two commenters suggested that the Board use different descriptions for financial statement assertions. One commenter suggested using other standard-setters' descriptions of
financial statement assertions. The other commenter suggested using a different description of assertions. Auditing Standard No. 15 retains the categories
of assertions as reproposed.219 Like Auditing Standard No. 5,220 Auditing Standard No. 15 allows auditors the flexibility to use categories of assertions that
differ from the assertions listed in the standard under specified conditions.221

G. Inquiry
The reproposed standard stated that inquiry of company personnel, by itself,
does not provide sufficient audit evidence to reduce audit risk to an appropriately low level for a relevant assertion or to support a conclusion about the
effectiveness of a control. One commenter suggested that the note to paragraph
17 of the reproposed standard be revised to include "design and operating effectiveness of a control" and that the auditor should perform audit procedures
in addition to the use of inquiry to obtain sufficient appropriate audit evidence.
Auditing Standard No. 15 retains the language from the reproposed standard.
The phrase "effectiveness of a control" encompasses both design and operating
effectiveness. It is not considered necessary to add that the auditor should perform additional procedures, since Auditing Standard No. 15 states that inquiry,
by itself, does not provide sufficient audit evidence.222

218
219
220
221
222

Paragraph 9 of Auditing Standard No. 15.
Paragraph 11 of Auditing Standard No. 15.
See the note to paragraph 28 of Auditing Standard No. 5.
Paragraph 12 of Auditing Standard No. 15.
Paragraph 17 of Auditing Standard No. 15.
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H. Confirmation
The reproposed standard stated that a confirmation represents audit evidence
obtained by the auditor as a direct response to the auditor from a third party.
Some commenters suggested that the reproposed standard clarify that a confirmation be written. Auditing Standard No. 15 has been revised to state that a
confirmation response represents a particular form of audit evidence obtained
by the auditor from a third party in accordance with PCAOB standards.223 The
Board has a separate standards-setting project on confirmations that, among
other things, will address the use of written confirmation or other alternative
forms of confirmation.224

I. Analytical Procedures
The reproposed standard described analytical procedures as an audit procedure
for obtaining evidence. One commenter suggested adding "scanning" as part of
analytical procedures. Scanning is a means for selecting items for testing, not a
separate audit procedure. The description of analytical procedures in Auditing
Standard No. 15 is retained as reproposed.225

J. Selecting Items for Testing to Obtain Audit Evidence
Auditing Standard No. 15 contains a section on selecting items for testing that
is adapted from an auditing interpretation of AU sec. 350.226 The standard
also states that the auditor should determine the means of selecting items for
testing to obtain evidence that, in combination with other relevant evidence, is
sufficient to meet the objective of the audit procedure.227
The reproposed standard defined audit sampling as the application of an audit
procedure to less than 100 percent of the occurrences of a control or items
comprising an account for the purpose of evaluating some characteristic of the
control or account. One commenter stated that the definition in the standard
should be conformed to AU sec. 350. Auditing Standard No. 15 reflects revisions
that align the standard with AU sec. 350.

K. Other Changes
As noted in the reproposing release, certain topics that were included in AU sec.
326 were not carried forward to the reproposed standard and Auditing Standard No. 15. AU sec. 326 discussed the use of audit objectives, and an appendix
to that standard illustrated how auditors might use assertions to develop audit
objectives and substantive tests of inventory. Such a discussion is not necessary
because the auditing standards do not require auditors to establish audit objectives to link assertions to substantive procedures. However, omission of this
discussion would not preclude auditors from using audit objectives in designing
their audit procedures.
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Paragraph 18 of Auditing Standard No. 15.
PCAOB Release No. 2010-003, Proposed Auditing Standard Related to Confirmation and Related Amendments to PCAOB Standards (July 13, 2010).
225
Paragraph 21 of Auditing Standard No. 15.
226
AU sec. 9350, Audit Sampling: Auditing Interpretations of AU sec. 350.
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Paragraph 22 of Auditing Standard No. 15.
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X. Amendments to PCAOB Standards
A. Amendments to Auditing Standard No. 3
In the release accompanying the original proposed standards, the Board sought
comment on the need for specific documentation requirements regarding the
risk assessment procedures. Responses from commenters were mixed. Some
commenters supported adding specific documentation requirements, other commenters stated that the requirements in Auditing Standard No. 3, Audit Documentation, were adequate, and one commenter was ambivalent.
After consideration of these comments and additional analysis, the amendments accompanying the reproposed standards included certain amendments
to Auditing Standard No. 3 to (a) specify certain required documentation regarding the auditor's risk assessments and related responses, (b) align certain
terms and provisions of Auditing Standard No. 3 with the risk assessment standards, and (c) incorporate the principles for documentation of disagreements
among engagement team members. For example, the amendments indicated
that the auditor's documentation should include the following:
1.

2.

A summary of the identified risks of misstatement and the auditor's assessment of risks of material misstatement at the financial
statement and assertion levels; and
The auditor's responses to the risks of material misstatement,
including linkage of the responses to those risks.

Also, the requirements regarding documentation of significant findings or issues and related matters were expanded to require documentation regarding
the significant risks identified and the results of the auditing procedures performed in response to those risks.
A commenter indicated that the additional documentation requirement will
result in "unnecessary linkage" and "a matrix-like mentality" to the audit documentation. The documentation requirements are intended to enhance the auditor's ability to link identified and assessed risks to appropriate responses and
could help reviewers understand the areas of greatest risk and the auditor's
responses to those risks. In addition to these documentation requirements, the
auditor would continue to be responsible for preparing documentation as required by other provisions of Auditing Standard No. 3, e.g., to demonstrate
that the engagement complied with the standards of the PCAOB.228
Some commenters suggested placing the documentation requirements in the
respective risk assessment standards rather than amending Auditing Standard
No. 3. The risk assessment standards are foundational standards; therefore, the
required documentation related to the risk assessment standards is included
in Auditing Standard No. 3.229 Future decisions about the placement of new
documentation requirements will be made during the course of the respective
standards-setting projects.

B. Amendments to Auditing Standard No. 4
The amendment to Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist, is limited to changing
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Paragraph 5.a. of Auditing Standard No. 3.
Paragraphs 9, 12, and 19 of Auditing Standard No. 3, as amended.
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the word "competent" to "appropriate" when that word is used in reference to
audit evidence.

C. Amendments to Auditing Standard No. 5
The amendments to Auditing Standard No. 5 that accompanied the reproposed
standards were limited to changing the phrase "any assistants" to "the members
of the engagement team," changing the word "competent" to "appropriate" when
that word is used in reference to audit evidence, and updating references to
auditing standards that are being superseded or amended. These amendments
are retained as reproposed.
One commenter suggested a series of additional amendments to Auditing Standard No. 5, which primarily involved removing certain paragraphs from Auditing Standard No. 5 that relate to risk assessment procedures or other requirements that are included in the risk assessment standards. The Board is not
removing the requirements regarding risk assessment procedures from Auditing Standard No. 5 because those requirements are important to understanding
the other provisions of Auditing Standard No. 5 for performing an audit of internal control.

D. Amendments to Auditing Standard No. 6
The amendments to Auditing Standard No. 6, Evaluating Consistency of Financial Statements, are limited to removing a footnote stating that the term
"error" as used in Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections ("SFAS No. 154"), is equivalent to
"misstatement" as used in the auditing standards and updating a reference to
a standard that is being superseded. This technical change is made because the
footnote regarding misstatements in Auditing Standard No. 6 refers to SFAS
No. 154, whereas the definition of "misstatement" in Auditing Standard No. 14
on evaluating audit results is neutral regarding the financial reporting framework. However, this technical change does not alter the fact that an error under
accounting standards generally accepted in the United States is a misstatement
under Auditing Standard No. 14.

E. Amendments to Auditing Standard No. 7
The amendments to Auditing Standard No. 7, Engagement Quality Review,
update footnote 3 and the note to paragraph 10 to replace a reference to an
interim standard that is superseded and to update the definitions of the terms
"engagement partner" and "significant risk" to conform to the definitions in the
risk assessment standards.

F. Amendments to Interim Auditing Standards
1. Superseded Sections
The risk assessment standards supersede the following sections of PCAOB interim auditing standards:

•
•
•

AU sec. 311, Planning and Supervision
AU sec. 312, Audit Risk and Materiality in Conducting an Audit
AU sec. 313, Substantive Tests Prior to the Balance Sheet Date
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•

AU sec. 319, Consideration of Internal Control in a Financial
Statement Audit

•
•

AU sec. 326, Evidential Matter
AU sec. 431, Adequacy of Disclosure in Financial Statements

Similarly, the auditing interpretations of AU secs. 311, 312, and 350 have been
incorporated into the risk assessment standards and thus are superseded. The
auditing interpretations of AU sec. 326, except for Interpretation No. 2 (AU
secs. 9326.06–.23), also are superseded.230

2. AU sec. 316, Consideration of Fraud in a Financial Statement Audit
The relevant requirements regarding identifying and assessing fraud risks,
principally AU secs. 316.14–.45; responding to fraud risks, principally AU secs.
316.46–.50; and evaluating audit results, principally AU secs. 316.68–.78, have
been incorporated into Auditing Standard Nos. 12, 13, and 14, respectively. The
remaining portions of AU sec. 316 describe important principles regarding the
auditor's responsibility with respect to fraud and more detailed requirements
regarding the auditor's responses to fraud risks. Topics covered in the remaining
portions of AU sec. 316, as amended, include the following:

•
•
•
•

A description of fraud and its characteristics,

•

Requirements regarding procedures to further address the risk of
material misstatement due to fraud involving management override of controls, including examining journal entries and other
adjustments for evidence of possible material misstatement due
to fraud; reviewing accounting estimates for biases that could result in material misstatement due to fraud; and evaluating the
business rationale for significant unusual transactions.

The importance of exercising professional skepticism,
Examples of fraud risk factors,
Examples of audit procedures performed to respond to fraud risks
involving fraudulent financial reporting and misappropriation of
assets, and

3. AU sec. 329, Analytical Procedures
The discussion in AU sec. 329 regarding analytical procedures performed during audit planning, principally AU secs. 329.03 and 329.06–.08, is incorporated
into Auditing Standard No. 12. Similarly, the requirements regarding analytical procedures in the overall review, principally AU secs. 329.23–.24, are incorporated into Auditing Standard No. 14. The remaining portion of AU sec. 329
relates to analytical procedures performed as substantive procedures. Therefore, AU sec. 329 is retitled, Substantive Analytical Procedures, which more
accurately reflects the content of the amended standard.
A standard that focuses solely on substantive analytical procedures highlights
more clearly the requirements that apply to analytical procedures performed
for that purpose, including, the higher degree of precision in substantive analytical procedures needed to provide the necessary level of assurance. The Board
has observed instances in which auditors performed substantive procedures to

230
Interpretation No. 2 relates in part to AU sec. 336 and AU sec. 337, Inquiry of a Client's
Lawyer Concerning Litigation, Claims, and Assessments, and it will be evaluated in connection with
standards-setting projects related to those standards.
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test accounts without meeting the requirements in AU sec. 329 for substantive
analytical procedures.231

4. AU sec. 336, Using the Work of a Specialist
The text of footnote 1 to paragraph .01 and of paragraph .05 were amended
to clarify that AU sec. 336 does not apply to situations in which persons who
participate in the audit have specialized skills or knowledge in accounting or
auditing (e.g., IT specialists and income tax specialists) and to specialists employed by the firm. Auditing Standard No. 10 applies to those situations. Those
clarifications were previously included in the reproposed standard on audit
planning and supervision.

5. AU sec. 350, Audit Sampling
The discussion in AU sec. 350 regarding audit risk and tolerable misstatement
has been amended to align more closely with the terminology used in the risk
assessment standards.
The reproposed standards included amendments to AU secs. 350.23 and 350.38,
which explained more specifically the principles in the standard for determining
sample sizes when nonstatistical sampling approaches are used. Some commenters expressed concern that the reproposed amendments would have required auditors who use nonstatistical sampling methods to compute sample
sizes under both statistical and nonstatistical methods to demonstrate that the
sample size under the nonstatistical method equaled or exceeded the sample
size determined using a statistical method.
Commenters suggested that the standard should state that it is not necessary
to compute sample sizes using statistical methods. Including such a sentence
in the standard might be misunderstood by auditors and weaken the requirement of the amended standard. The reproposed amendments do not require
auditors to compute sample sizes using statistical methods in all instances to
demonstrate compliance with the requirements. For example, the use of a nonstatistical sampling methodology that is adapted appropriately from a statistical sampling method also could demonstrate compliance. However, calculating
a sample size that is not based on the relevant factors in AU sec. 350 is not
in compliance with the standard. Accordingly, the amendments are retained as
reproposed.

6. AU sec. 543, Part of Audit Performed by Other Independent Auditors,
and interpretations
A note was added to paragraph .01 to clarify that Auditing Standard No. 10 applies to situations not covered by AU sec. 543 in which the auditor engages other
accounting firms or other accountants to participate in the audit. Paragraph
.12 was amended to align AU sec. 543 with related amendments to Auditing
Standard No. 3. Footnote 4 to paragraph .16 of AU sec. 9543, Part of Audit Performed by Other Independent Auditors: Auditing Interpretations of Section 543,
is deleted because it refers to an interim standard that is being superseded.

7. Other Amendments to the Interim Auditing Standards
For the following interim auditing standards, the amendments are limited to
conforming terminology to the risk assessment standards and updating references to auditing standards that are being superseded or amended:

231
See, e.g., PCAOB Release 2007-010, Report on the PCAOB's 2004, 2005, and 2006 Inspections
of Domestic Triennially Inspected Firms (October 22, 2007).
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•

AU sec. 110, Responsibilities and Functions of the Independent
Auditor

•
•
•
•
•

AU sec. 150, Generally Accepted Auditing Standards

•
•

AU sec. 317, Illegal Acts by Clients

•
•
•
•

AU sec. 324, Service Organizations

•
•

AU sec. 333, Management Representations

•

AU sec. 9336, Using the Work of a Specialist: Auditing Interpretations of Section 336

•

AU sec. 341, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern

•

AU sec. 342, Auditing Accounting Estimates, and AU sec. 9342,
Auditing Accounting Estimates: Auditing Interpretations of Section 342

•
•

AU sec. 380, Communication With Audit Committees

•

AU sec. 508, Reports on Audited Financial Statements, and AU
sec. 9508, Reports on Audited Financial Statements: Auditing Interpretations of Section 508

•
•

AU sec. 530, Dating of the Independent Auditor's Report

AU sec. 210, Training and Proficiency of the Independent Auditor
AU sec. 230, Due Professional Care in the Performance of Work
AU sec. 310, Appointment of the Independent Auditor
AU sec. 315, Communications Between Predecessor and Successor
Auditors
AU sec. 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements.
AU sec. 328, Auditing Fair Value Measurements and Disclosures
AU sec. 330, The Confirmation Process
AU sec. 332, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities
AU sec. 334, Related Parties, and AU sec. 9334, Related Parties:
Auditing Interpretations of Section 334

AU sec. 411, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles

AU sec. 722, Interim Financial Information

G. Amendments to Interim Ethics Standards
In the interim ethics standards, ET sec. 102, Integrity and Objectivity, the
amendments are limited to updating references to auditing standards that are
being superseded or amended.
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XI. Other Topics Not Related to the Reproposed
Standards
The comment letters on the reproposed standards included certain comments
that relate to standards-setting matters other than the reproposed standards.
The following paragraphs discuss those comments.

A. Comparison with the Standards of the International Auditing
and Assurance Standards Board and the Auditing Standards
Board of the American Institute of Certified Public Accountants
In developing its original proposed standards, the Board took into account,
among other things, the risk assessment standards of the International Auditing and Assurance Standards Board ("IAASB") and the Auditing Standards
Board of the American Institute of Certified Public Accountants ("ASB"). The
release accompanying the reproposed standards included a comparison of the
objectives and requirements of the reproposed standards to the analogous standards of the IAASB and ASB.
Some commenters requested additional details about differences between the
reproposed standards and the IAASB or ASB standards or clarifications regarding specific requirements in the reproposed standards for which the language
was not identical to IAASB or ASB standards.
In analyzing comments on the appendix to the reproposed standards that compared the reproposed standards to the analogous standards of the IAASB and
ASB, the Board observed that a number of the explanations sought by commenters, e.g., the reasons for the differences in certain requirements were discussed elsewhere in the release accompanying the reproposed standards, e.g.,
in Appendix 9 to that release, which is analogous to this appendix (Appendix
10) to this release.
This appendix provides the principal discussion of the rationale for the objectives and requirements in the Board's standards. Appendix 11 of this release
discusses certain differences between the objectives and requirements of the
PCAOB standards and the analogous standards of the IAASB and ASB. When
a difference between the Board's standards and the analogous standards of the
IAASB and ASB is noted, Appendix 11 contains a reference to the discussion
of the Board's requirements in this appendix (Appendix 10).

B. Standards-setting Process
Some commenters suggested changes to the Board's standards-setting process.
These comments primarily relate to the extent to which the Board uses the
standards of the IAASB and ASB in its standards-setting and the use of external
task forces in drafting standards.
In previous releases on its proposed risk assessment standards, the Board has
stated that it has sought to eliminate unnecessary differences with the risk assessment standards and those of other standards-setters. However, because the
Board's standards must be consistent with the Board's statutory mandate,232
differences will continue to exist between the Board's standards and the standards of the IAASB and ASB e.g., when the Board decides to retain an existing

232

E.g., Section 101 of the Sarbanes-Oxley Act of 2002 (the "Act"), 15 U.S.C. §7211.
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requirement in PCAOB standards that is not included in IAASB or ASB standards. Also, certain differences are often necessary for the Board's standards
to be consistent with relevant provisions of the federal securities laws or other
existing standards or rules of the Board. Also, the Board's standards-setting
activities are informed by and developed to some degree, in response to observations from its oversight activities.
The Board has a number of means available to seek additional comments from
external parties regarding its standards-setting activities, including meetings
with its Standing Advisory Group ("SAG"), issuing concept releases or reproposing standards or rules, and conducting public roundtables. Although these are
not the only means available to the Board, they have been used because they offer the Board the ability to obtain comments from a diverse group of interested
parties through a public process.
The Board continually endeavors to improve its processes, including its
standards-setting process, and considers comments from the public as it does
so. For example, the Board has undertaken certain steps to enhance the transparency of its standards-setting process, including maintaining on its Web site
its standards-setting agenda and discussing the status of projects in public
meetings with the SAG. This release has also been expanded to provide additional discussion of and explanation for the Board's conclusions regarding the
risk assessment standards. Some commenters acknowledged the Board's efforts
to increase the transparency of its process.

C. Other Standards-setting Projects
Commenters on the reproposed standards also recommended a number of additional standards-setting or standards-related projects for the Board. Examples
of such projects included creating a codification of the Board's standards; creating a glossary of terms used in the Board's standards, issuing a concept release
for the review of the Board's interim standards, developing a standard describing the overall objectives of the audit, similar to ISA 200, Overall Objectives
of the Independent Auditor and the Conduct of an Audit in Accordance with
International Standards on Auditing, and developing guidance related to how
the Board would evaluate the reasonableness of judgments based on PCAOB
auditing standards.
The Board continually assesses its standards-setting and related projects based
upon the need for improvements in standards or additional guidance in response to current developments, observations from the Board's oversight activities, comments received from the public, and other factors. As mentioned
previously, the Board's standards-setting agenda is maintained on the Board's
website. The Board is considering these comments as it assesses its agenda.
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Appendix 11—Comparison of the Objectives
and Requirements of the Accompanying PCAOB
Auditing Standards with the Analogous Standards
of the IAASB and the Auditing Standards Board
of the AICPA
This appendix discusses certain differences between the objectives and requirements of the PCAOB auditing standards accompanying this release and the
analogous standards of the International Auditing and Assurance Standards
Board ("IAASB") and the analogous clarified or proposed standards of the Auditing Standards Board ("ASB") of the American Institute of Certified Public
Accountants ("AICPA"). This analysis does not cover the application and explanatory material in the IAASB standards or the ASB standards.1
This appendix is provided for informational purposes only. It is not a substitute for the PCAOB auditing standards themselves, which are presented in
Appendices 1–8 of this release and discussed further in Appendix 10.
Appendix 10 to this release provides the principal discussion of the rationale for
the objectives and requirements in the Board's standards. Thus, this appendix
includes cross-references to the relevant explanation of the PCAOB requirements.
This analysis may not represent the views of the IAASB or ASB regarding their
standards.

Auditing Standard No. 8—Audit Risk
Analogous discussions of the components of audit risk are included in the
IAASB's International Standard on Auditing ("ISA") 200, Overall Objectives of
the Independent Auditor and the Conduct of an Audit in Accordance with International Standards on Auditing and the ASB's clarified Statement on Auditing
Standards ("SAS"), Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Generally Accepted Auditing Standards,
respectively.

1. Audit Risk and Reasonable Assurance
PCAOB
Auditing Standard No. 8 states that to form an appropriate basis for expressing
an opinion on the financial statements, the auditor must plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement due to error or fraud. Reasonable assurance

1
Paragraph A59 of ISA 200 states that the Application and Other Explanatory Material section
of the ISAs "does not in itself impose a requirement," but "is relevant to the proper application of the
requirements of an ISA." Paragraph A63 of the SAS, Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance with International Standards on Auditing, states that
although application and other explanatory material "does not in itself impose a requirement, it is
relevant to the proper application of the requirements of an AU section."
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is obtained by reducing audit risk to an appropriately low level through applying due professional care, including obtaining sufficient appropriate audit
evidence.2
Auditing Standard No. 8 uses the phrase "appropriately low level" because the
term "appropriately" is aligned more closely with the concept of reasonable
assurance whereas "acceptable level" might be misunderstood as allowing auditors to vary the audit efforts based upon their personal tolerance for risk.
Appendix 10 provides additional discussion regarding the use of the phrase
"appropriately low level."3
Auditing Standard No. 8 also clarifies that obtaining sufficient appropriate
audit evidence is part of applying due professional care. Appendix 10 provides
additional discussion regarding due professional care and sufficient appropriate
audit evidence.4

IAASB and ASB
The ISA states:
To obtain reasonable assurance, the auditor shall obtain sufficient appropriate
audit evidence to reduce audit risk to an acceptably low level and thereby enable the auditor to draw reasonable conclusions on which to base the auditor's
opinion.

The SAS includes a requirement similar to the ISA's requirement.

2. Detection Risk and Substantive Procedures
PCAOB
Auditing Standard No. 8 states that as the appropriate level of detection risk
decreases, the evidence from substantive procedures that the auditor should
obtain increases. This requirement was adapted from AU sec. 319, Consideration of Internal Control in a Financial Statement Audit,5 and it parallels a
requirement in Auditing Standard No. 13, The Auditor's Responses to the Risks
of Material Misstatement.6 Appendix 10 provides additional discussion regarding detection risk.7

IAASB and ASB
The ISA and the SAS do not include an analogous requirement.

Auditing Standard No. 9—Audit Planning
In this section, the analogous IAASB and ASB standards are, unless indicated
otherwise, ISA 300, Planning an Audit of Financial Statements, and the clarified SAS, Planning an Audit, respectively.

2
AU sec. 110, Responsibilities and Functions of the Independent Auditor, and AU sec. 230, Due
Professional Care in the Performance of Work, provide further discussion of reasonable assurance.
3
Section II.B. of Appendix 10.
4
Section II.C. of Appendix 10.
5
AU sec. 319 is superseded by the risk assessment standards.
6
Paragraph 37 of Auditing Standard No. 13.
7
Section II.E. of Appendix 10.
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1. Planning an Audit
PCAOB
Auditing Standard No. 9 contains a requirement to properly plan the audit.
This requirement is consistent with the first standard of fieldwork in AU sec.
150, Generally Accepted Auditing Standards.

IAASB and ASB
The ISA and the SAS do not include an analogous requirement, although planning the audit is referenced in the objectives of the standards.

2. Audit Strategy and Audit Plan
PCAOB
Auditing Standard No. 9 requires the auditor to establish an overall audit strategy that sets the scope, timing, and direction of the audit and guides the development of the audit plan. When developing the audit strategy and audit
plan, the standard requires the auditor to evaluate whether certain matters
specified in the standard are important to the company's financial statements
and internal control over financial reporting and, if so, how they will affect the
auditor's procedures As discussed in Appendix 10, these matters are adapted
from Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, and are
important for both the audit of financial statements and an audit of internal
control over financial reporting ("audit of internal control").8
In establishing the overall audit strategy, Auditing Standard No. 9 also requires
the auditor to take into account certain matters, such as the reporting objectives
and the factors that are significant in directing the activities of the engagement
team, results of preliminary engagement activities and the auditor's evaluation
of the important matters in accordance with paragraph 7, and the nature, timing, and extent of resources necessary to perform the engagement. Appendix
10 discusses this requirement with more detail.9
Auditing Standard No. 9 requires the auditor to develop and document an audit plan that includes a description of the planned nature, timing, and extent
of risk assessment procedures; tests of controls, substantive procedures, and
other audit procedures. The audit plan required by Auditing Standard No. 9
encompasses all of the audit procedures to be performed, i.e., it is not limited to
procedures at the assertion level. Appendix 10 provides additional discussion
regarding developing the audit strategy and audit plan.10

IAASB and ASB
The ISA and the SAS require the auditor to establish an overall audit strategy
that sets the scope, timing, and direction of the audit and guides the development of the audit plan. Those standards do not have a requirement analogous
to the Auditing Standard No. 9 requirement to evaluate specific matters in
developing the audit strategy and audit plan.

8

Section III.E. of Appendix 10.
Section III.F. of Appendix 10.
10
Ibid.
9
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The ISA states:
In establishing the overall audit strategy, the auditor shall:

(a) Identify the characteristics of the engagement that define
its scope;
(b) Ascertain the reporting objectives of the engagement to
plan the timing of the audit and the nature of the communications required;
(c) Consider the factors that, in the auditor's professional
judgment, are significant in directing the engagement
team's efforts;
(d) Consider the results of preliminary engagement activities
and, where applicable, whether knowledge gained on other
engagements performed by the engagement partner for
the entity is relevant; and
(e) Ascertain the nature, timing and extent of resources necessary to perform the engagement.
The SAS includes a requirement similar to the ISA's requirement.
Both the ISA and the SAS require the auditor to develop an audit plan that
shall include a description of the nature, timing, and extent of planned further
auditor procedures at the assertion level.

3. Multi-location Engagements
PCAOB
Auditing Standard No. 9 states that the auditor should determine the extent to
which auditing procedures should be performed at selected locations or business
units to obtain sufficient appropriate evidence to obtain reasonable assurance
about whether the consolidated financial statements are free of material misstatement. This includes determining the locations or business units at which
to perform audit procedures, as well as the nature, timing, and extent of the audit procedures to be performed at those individual locations or business units.
The auditor should assess the risks of material misstatement to the consolidated financial statements associated with the location or business unit and
correlate the amount of audit attention devoted to the location or business unit
with the degree of risk of material misstatement associated with that location
or business unit. Auditing Standard No. 9 also provides a list of factors that
are relevant to the assessment of the risks of material misstatement associated with a particular location or business unit and the determination of the
necessary audit procedures.
The provisions in Auditing Standard No. 9 are applicable to all multi-location
audits. Appendix 10 discusses the basis for the requirements and explains how
the requirements should be applied in audits in which part of the work is performed by other auditors of financial statements of individual locations or business units that are included in the consolidated financial statements.11

IAASB and ASB
ISA 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors), and the proposed SAS, Audits of
11

Section III.G. of Appendix 10.
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Group Financial Statements (Including the Work of Component Auditors), apply to group audits. Under ISA 600, group audits are defined as the audit of
group financial statements, which are financial statements that include the financial information of more than one component, and the component auditor is
an auditor who, at the request of the group engagement team, performs work
on financial information related to a component for the group audit.
ISA 600 and the proposed SAS describe the scope of audit procedures to be
performed at individual components, depending upon, among other things,
whether the components are significant components as described in the respective standards.

Auditing Standard No. 10—Supervision
of the Audit Engagement
In this section, unless indicated otherwise, the analogous IAASB standards
are ISA 300, Planning an Audit of Financial Statements, and ISA 220, Quality
Control for an Audit of Financial Statements, (collectively referred to in this
section as "the ISAs"); and the analogous ASB standards are the clarified SAS,
Planning an Audit, and the proposed SAS, Quality Control for an Audit of
Financial Statements, (collectively referred to in this section as "the SASs").

1. Supervision
PCAOB
Auditing Standard No. 10 states that the engagement partner is responsible for
supervising other engagement team members and may seek assistance from
appropriate engagement team members. Auditing Standard No. 10 also requires the engagement partner, and engagement team members who assist
the engagement partner in supervision, to properly supervise the members of
the engagement team, describes the necessary elements of proper supervision,
and describes the factors that affect the necessary extent of supervision. These
requirements are adapted from AU sec. 311, Planning and Supervision.12 Appendix 10 provides additional discussion regarding these requirements.13
The requirements in the ISAs and the SASs do not describe the elements of
supervision or factors that affect supervision.

IAASB and ASB
The ISAs and the SASs require the auditor to plan the nature, timing, and
extent of direction and supervision of engagement team members and review
their work. The ISAs and SASs require the engagement partner to "take responsibility for the direction, supervision and performance of the audit engagement in compliance with professional standards and applicable legal and
regulatory requirements and for the auditor's report being appropriate in the
circumstances."

12
13

AU sec. 311 is superseded by Auditing Standard No. 9 and Auditing Standard No. 10.
Section IV.D. of Appendix 10.
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2. Supervision of Engagement Team Members
PCAOB
Auditing Standard No. 10 requires the engagement partner and other engagement team members performing supervisory activities to: (a) inform engagement team members of their responsibilities, including the objectives of the
procedures that they are to perform; the nature, timing and extent of procedures they are to perform; and matters that could affect the procedures to be
performed or the evaluation of the results of those procedures, (b) direct engagement team members to bring significant accounting and auditing issues arising
during the audit to the attention of the engagement partner or other engagement team members performing supervising activities, and (c) review the work
of engagement team members to evaluate whether the work was performed,
the objectives of the procedures were achieved, and the results of the work support the conclusions. Appendix 10 provides additional discussion regarding this
requirement.14

IAASB
The ISAs state:
The engagement partner shall take responsibility for:

(a) The direction, supervision and performance of the audit
engagement in compliance with professional standards
and applicable legal and regulatory and legal requirements; and
(b) The auditor's report being appropriate in the circumstances.
The engagement partner shall take responsibility for reviews being performed
in accordance with the firm's review policies and procedures.
On or before the date of the auditor's report, the engagement partner shall,
through a review of the audit documentation and discussion with the engagement team, be satisfied that sufficient appropriate audit evidence has been
obtained to support the conclusions reached and for the auditor's report to be
issued.
The auditor shall plan the nature, timing and extent of direction and supervision of engagement team members and the review of their work.

ASB
The SAS includes requirements similar to the ISAs' requirements.

3. Extent of Supervision
PCAOB
To determine the extent of supervision necessary for engagement team members to perform their work as directed and form appropriate conclusions, Auditing Standard No. 10 requires the engagement partner and other engagement
team members performing supervisory activities to take into account the nature of company, the nature of the assigned work for each team member, the

14

Section IV.E. of Appendix 10.
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risks of material misstatement, and the knowledge, skill, and ability of each engagement team member. Appendix 10 provides additional discussion regarding
this requirement.15

IAASB and ASB
The ISAs and SASs do not have an analogous requirement for the auditor to
determine the extent of supervision necessary for engagement team members.

Auditing Standard No. 11—Consideration of
Materiality in Planning and Performing an Audit
In this section, the analogous IAASB and ASB standards are ISA 320, Materiality in Planning and Performing an Audit, and the clarified SAS, Materiality
in Planning and Performing an Audit, and the proposed SAS, Audits of Group
Financial Statements (Including the Work of Component Auditors), respectively.

1. Definition of Materiality
PCAOB
Auditing Standard No. 11 requires the auditor to establish a materiality level
for the financial statements as a whole that is appropriate in light of the particular circumstances, including consideration of the company's earnings and
other relevant factors. The requirement in Auditing Standard No. 11 is based
on the concept of materiality that is articulated by the courts in interpreting
the federal securities laws. Appendix 10 discusses the concept of materiality
used in Auditing Standard No. 11.16

IAASB and ASB
The ISA states, "When establishing the overall audit strategy, the auditor shall
determine materiality for the financial statements as a whole."
The SAS has a requirement similar to the ISA's requirement.

2. Materiality in the Context of an Audit
PCAOB
Auditing Standard No. 11 requires the auditor to plan and perform audit procedures to detect misstatements that, individually or in combination with other
misstatements, would result in material misstatement of the financial statements in order to obtain reasonable assurance about whether the financial
statements are free of material misstatement. Appendix 10 discusses the concept of materiality in the context of an audit.17

15
16
17

Ibid.
Section V.B. of Appendix 10.
Ibid.
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IAASB
ISA 200 states:
In conducting an audit of financial statements, the overall objectives of the
auditor are:

a. To obtain reasonable assurance about whether the financial statements as a whole are free from material misstatement, whether due to fraud or error, thereby enabling
the auditor to express an opinion on whether the financial
statements are prepared, in all material respects, in accordance with an applicable financial reporting framework;
and
b. To report on the financial statements, and communicate
as required by the ISAs, in accordance with the auditor's
findings.

ASB
The SAS includes an objective similar to the ISA's objective.

3. Tolerable Misstatement and Performance Materiality
PCAOB
Auditing Standard No. 11 requires the auditor to determine tolerable misstatement for purposes of assessing risks of material misstatement and planning
and performing audit procedures at the account or disclosure level. Auditing
Standard No. 11 uses the term "tolerable misstatement," which is also used in
other PCAOB standards.18 Appendix 10 discusses the use of the term "tolerable
misstatement" in more detail.19

IAASB and ASB
The ISA and SAS require the auditor to determine "performance materiality"
for purposes of assessing the risks of material misstatement and determining
the nature, timing, and extent of further audit procedures.

4. Determining Tolerable Misstatement
PCAOB
Auditing Standard No. 11 contains a requirement to take into account the nature, cause (if known), and amount of misstatements that were accumulated
in audits of the financial statements of prior periods when determining tolerable misstatement and planning and performing audit procedures. This requirement is adapted from AU sec. 312, Audit Risk and Materiality in Conducting an
Audit. Appendix 10 provides further discussion regarding this requirement.20

IAASB and ASB
The ISA and SAS do not have an analogous requirement.

18
19
20

Paragraph .18 of AU sec. 350, Audit Sampling.
Section V.E. of Appendix 10.
Ibid.
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5. Multi-location Determination of Tolerable Misstatement
PCAOB
In multi-location engagements, Auditing Standard No. 11 requires the auditor
to determine tolerable misstatement for the individual locations or business
units at an amount that reduces to an appropriately low level the probability
that the total of uncorrected and undetected misstatements would result in
material misstatement of the consolidated financial statements. The standard
also requires the tolerable misstatement at an individual location to be less
than the established materiality level for the financial statements as a whole.
Appendix 10 provides further discussion regarding consideration of materiality
for multi-location engagements.21

IAASB
ISA 600 requires the group engagement team to determine, among other things,
component materiality. The ISA states:
Component materiality for those components where component auditors will
perform an audit or a review for purposes of the group audit. To reduce to an
appropriately low level the probability that the aggregate of uncorrected and
undetected misstatements in the group financial statements exceeds materiality for the group financial statements as a whole, component materiality shall
be lower than materiality for the group financial statements as a whole.

ASB
Proposed SAS, Audits of Group Financial Statements (Including the Work of
Component Auditors), requires the group engagement team to determine among
other things, component materiality. The proposed SAS states:
Component materiality for those components on which an audit or other specified audit procedures will be performed. To reduce the risk that the aggregate
of detected and undetected misstatements in the group financial statements
exceeds the materiality for the group financial statements as a whole, component materiality should be lower than the materiality for the group financial
statements as a whole.

6. Reevaluating Materiality and Tolerable Misstatement
PCAOB
Auditing Standard No. 11 requires the auditor to reevaluate the established
materiality level or levels and tolerable misstatement when there is a substantial likelihood that misstatements of amounts that differ significantly from the
materiality level or levels that were established initially would influence the
judgment of a reasonable investor. The requirement reflects the perspective
of a reasonable investor, whereas the analogous requirements in the ISA and
SAS reflect an auditor's perspective. Appendix 10 provides additional discussion regarding materiality from the perspective of a reasonable investor22 and
the reevaluation of materiality.23

21
22
23

Section V.F. of Appendix 10.
Section V.B. of Appendix 10.
Section V.G. of Appendix 10.
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IAASB and ASB
The ISA and the SAS require the auditor to "revise materiality for the financial
statements as a whole (and, if applicable, the materiality level or levels for
particular classes of transactions, account balances, or disclosures) in the event
of becoming aware of information during the audit that would have caused the
auditor to have determined a different amount (or amounts) initially."

Auditing Standard No. 12—Identifying and Assessing
Risks of Material Misstatement
In this section, the analogous IAASB standards are ISA 315, Identifying and
Assessing the Risks of Material Misstatement Through Understanding the Entity and Its Environment, and ISA 240, The Auditor's Responsibilities Relating
to Fraud In An Audit of Financial Statements (collectively referred to in this
section as "the ISAs"). The analogous ASB standards are the clarified SAS,
Understanding the Entity and its Environment and Assessing the Risks of Material Misstatements (Redrafted) and proposed SAS, Consideration of Fraud in
a Financial Statement Audit (Redrafted) (collectively referred to in this section
as "the SASs").24

1. Objective
PCAOB
The objective of Auditing Standard No. 12 is to identify and appropriately assess the risks of material misstatement, thereby providing a basis for designing
and implementing responses to the risks of material misstatement. Auditing
Standard No. 12 requires the auditor to perform other risk assessment procedures in addition to obtaining an understanding of the company and its environment. Appendix 10 provides additional discussion regarding the objective
of the standard.25

IAASB and ASB
The ISAs state:
The objective of the auditor is to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial statement and assertion levels, through understanding the entity and its environment, including
the entity's internal control, thereby providing a basis for designing and implementing responses to the assessed risks of material misstatement.

The SASs include an objective similar to the ISAs' objective.

2. Performing Risk Assessment Procedures
PCAOB
Auditing Standard No. 12 states that the auditor should perform risk assessment procedures that are sufficient to provide a reasonable basis for identifying and assessing the risks of material misstatement, whether due to error or
24
In June 2010, the ASB adopted as a final standard the SAS, Consideration of Fraud in a
Financial Statement Audit (Redrafted) However, the ASB has not yet published this standard.
25
Section VI.B. of Appendix 10.
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fraud, and designing further audit procedures. The requirement establishes a
principle for determining the sufficiency of the necessary risk assessment procedures, and it also links the risk assessment procedures to the design of the
tests of controls and substantive procedures to be performed to respond to the
risks. Appendix 10 provides additional discussion regarding performing risk
assessment procedures.26

IAASB and ASB
The ISAs state:
The auditor shall perform risk assessment procedures to provide a basis for the
identification and assessment of risks of material misstatement at the financial
statement and assertion levels.

The SASs include a requirement similar to the ISAs' requirement.

3. Obtaining an Understanding of the Company
and Its Environment
PCAOB
Auditing Standard No. 12 includes a requirement to evaluate, while obtaining
an understanding of the company, whether significant changes in the company
from prior periods, including changes in its internal control over financial reporting, affect the risks of material misstatement. Appendix 10 provides additional discussion regarding obtaining an understanding of the company and its
environment.27

IAASB and ASB
The ISAs and SASs do not include an analogous requirement.

4. Additional Procedures to Understand the Company
PCAOB
Auditing Standard No. 12 requires the auditor to consider performing certain
procedures as part of obtaining an understanding of the company as required
by paragraph 7 of the standard. These procedures include reading public information about the company, observing or reading transcripts of earnings calls,
obtaining an understanding of compensation arrangements with senior management, and obtaining information about trading activity in the company's
securities and holdings in the company's securities by significant holders. Appendix 10 provides additional discussion regarding this requirement.28

IAASB and ASB
The ISAs and SASs do not include an analogous requirement.

26
27
28

Section VI.C. of Appendix 10.
Section VI.D. of Appendix 10.
Ibid.

REL 2010-004

3458

Select PCAOB Releases

5. Selection and Application of Accounting Principles, Including
Related Disclosures
PCAOB
Auditing Standard No. 12 requires the auditor to develop expectations about the
disclosures that are necessary for the company's financial statements to be presented fairly in conformity with the applicable financial reporting framework
to identify and assess the risks of material misstatement related to omitted, incomplete, or inaccurate disclosures.29 The standard also requires engagement
team members to discuss how fraud might be perpetrated or concealed by omitting or presenting incomplete or inaccurate disclosures.30 Additionally Auditing
Standard No. 12 requires the auditor's evaluation of fraud risk factors to include how fraud could be perpetrated or concealed by presenting incomplete
or inaccurate disclosures or by omitting disclosures that are necessary for the
financial statements to be presented fairly in conformity with the applicable
financial reporting framework.31 Appendix 10 provides additional discussion
regarding these requirements.32

IAASB and ASB
The ISAs and SASs do include analogous requirements regarding the disclosures that are necessary for the company's financial statements to be presented
fairly in conformity with the applicable financial reporting framework.

6. Obtaining an Understanding of Internal Control
Over Financial Reporting
PCAOB
Auditing Standard No. 12 requires the auditor to obtain a sufficient understanding of each component of internal control over financial reporting to (a)
identify the types of potential misstatements; (b) assess the factors that affect
the risks of material misstatement; and (c) design further auditor procedures.
This requirement relates to the sufficiency of the required understanding of
internal control over financial reporting. Appendix 10 provides additional discussion of this requirement.33

IAASB and ASB
The ISAs state:
The auditor shall obtain an understanding of internal control relevant to the
audit. Although most controls relevant to the audit are likely to relate to financial reporting, not all controls that relate to financial reporting are relevant
to the audit. It is a matter of the auditor's professional judgment whether a
control, individually or in combination with others, is relevant to the audit.

The SASs include requirements similar to the ISAs' requirements.

29
30
31
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7. Control Environment
PCAOB
Auditing Standard No. 12 requires the auditor to assess the following matters
as part of obtaining an understanding of the control environment:

•

Whether management's philosophy and operating style promote
effective internal control over financial reporting;

•

Whether sound integrity and ethical values, particularly of top
management, are developed and understood; and

•

Whether the board or audit committee understands and exercises
oversight responsibility over financial reporting and internal control.

This requirement is aligned with a similar requirement in Auditing Standard
No. 5. Appendix 10 provides additional discussion regarding this requirement.34
Paragraph 25 of Auditing Standard No. 12 states that "[i]f the auditor identifies
a control deficiency in the company's control environment, the auditor should
evaluate the extent to which this control deficiency is indicative of a fraud
risk factor." Appendix 10 provides additional discussion regarding the auditor's
evaluation of an identified control deficiency in the control environment.35

IAASB and ASB
The ISAs state:
The auditor shall obtain an understanding of the control environment. As part
of obtaining this understanding, the auditor shall evaluate whether:

(a) Management, with the oversight of those charged with
governance, has created and maintained a culture of honesty and ethical behavior; and
(b) The strengths in the control environment elements collectively provide an appropriate foundation for the other
components of internal control, and whether those other
components are not undermined by deficiencies in the control environment.
The SASs include requirements similar to the ISAs' requirements.
The ISAs and SASs do not have a requirement analogous to paragraph 25 of
Auditing Standard No. 12.

8. The Company’s Risk Assessment Process
PCAOB
Auditing Standard No. 12 states that:
The auditor should obtain an understanding of management's process for:

(a) Identifying risks relevant to financial reporting objectives,
including risks of material misstatement due to fraud
("fraud risks"),
34
35
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(b) Assessing the likelihood and significance of misstatements
resulting from those risks, and
(c) Deciding about actions to address those risks.
The standard also states that obtaining an understanding of the company's risk
assessment process includes obtaining an understanding of the risks of material
misstatement identified and assessed by management and the actions taken to
address those risks.

Those requirements focus on the matters that are important to the auditor's understanding of the company's internal control and on the auditor's risk assessments. Although the auditor can be informed by the company's risk assessment
process, the auditor is still required to perform risk assessment procedures that
are sufficient for identifying and assessing the risks of material misstatement
rather than relying on the company's process.
Appendix 10 provides additional discussion regarding the company's risk assessment process.36

IAASB and ASB
The ISAs state:
The auditor shall obtain an understanding of whether the entity has a process
for (a) Identifying business risks relevant to financial reporting objectives; (b)
Estimating the significance of the risks; (c) Assessing the likelihood of their
occurrence; and (d) Deciding about actions to address those risks.
If the entity has established such a process (referred to hereafter as the "entity's
risk assessment process"), the auditor shall obtain an understanding of it, and
the results thereof. If the auditor identifies risks of material misstatement that
management failed to identify, the auditor shall evaluate whether there was an
underlying risk of a kind that the auditor expects would have been identified
by the entity's risk assessment process. If there is such a risk, the auditor shall
obtain an understanding of why that process failed to identify it, and evaluate
whether the process is appropriate to its circumstances or determine if there
is a significant deficiency in internal control with regard to the entity's risk
assessment process.
If the entity has not established such a process or has an ad hoc process, the
auditor shall discuss with management whether business risks relevant to financial reporting objectives have been identified and how they have been addressed. The auditor shall evaluate whether the absence of a documented risk
assessment process is appropriate in the circumstances, or determine whether
it represents a significant deficiency in internal control.

The SASs include requirements similar to the ISAs' requirements.

9. Information and Communication
PCAOB
Auditing Standard No. 12 requires the auditor to obtain an understanding of
how IT affects the company's flow of transactions. The standard also states that
the identification of risks and controls within IT is not a separate evaluation.
Instead, it is an integral part of the approach used to identify significant accounts and disclosures and their relevant assertions and, when applicable, to
36
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select the controls to test, as well as to assess risk and allocate audit effort.
Appendix 10 provides additional discussion of this requirement.37

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

10. Control Activities
PCAOB
Auditing Standard No. 12 requires the auditor to obtain an understanding of
control activities that is sufficient to assess the factors that affect the risks of
material misstatement and to design further audit procedures. Auditing Standard No. 12 requires the auditor to use his or her knowledge about the presence
or absence of control activities obtained from the understanding of the other
components of internal control over financial reporting in determining the extent to which it is necessary to devote additional attention to obtaining an
understanding of control activities to assess the factors that affect the risks of
material misstatement and to design further audit procedures. Appendix 10
provides additional discussion of this requirement.38

IAASB
The ISAs state:
The auditor shall obtain an understanding of control activities relevant to the
audit, being those the auditor judges it necessary to understand in order to
assess the risks of material misstatement at the assertion level and design
further audit procedures responsive to assessed risks. An audit does not require
an understanding of all the control activities related to each significant class of
transactions, account balance, and disclosure in the financial statements or to
every assertion relevant to them.

ASB
The SASs state:
The auditor should obtain an understanding of control activities relevant to
the audit, which are those control activities the auditor judges it necessary
to understand in order to assess the risks of material misstatement at the
assertion level and design further audit procedures responsive to assessed risks.
An audit does not require an understanding of all the control activities related
to each significant class of transactions, account balance, and disclosure in
the financial statements or to every assertion relevant to them. However, the
auditor should obtain an understanding of the process of reconciling detailed
records to the general ledger for material account balances.

11. Relationship of Understanding of Internal Control
to Tests of Controls
PCAOB
Auditing Standard No. 12 requires the auditor to take into account the evidence obtained from understanding internal control when assessing control
37
38
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risk and, in the audit of internal control, forming conclusions about the effectiveness of controls. Auditing Standard No. 12 also requires the auditor to take
into account the evidence obtained from understanding internal control when
determining the nature, timing, and extent of procedures necessary to support
the auditor's conclusions about the effectiveness of entity-level controls in the
audit of internal control. Appendix 10 provides additional discussion of these
requirements.39

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

12. Considering Information from the Client Acceptance and
Retention Evaluation, Audit Planning Activities, Past Audits, and
Other Engagements
PCAOB
Auditing Standard No. 12 requires the auditor to evaluate whether information
obtained during a review of interim financial information in accordance with
AU sec. 722, Interim Financial Information, is relevant to identifying risks of
material misstatement in the year-end audit. The ISAs and SASs do not include
an analogous requirement.
Auditing Standard No. 12 also states that the auditor should obtain an understanding of the nature of the services that have been performed for the company
by the auditor or affiliates of the firm40 and should take into account relevant
information obtained from those engagements in identifying risks of material
misstatement. The requirement in Auditing Standard No. 12 applies to services
performed by the firm and affiliates of the firm and is not limited to services performed by the engagement partner. Appendix 10 provides additional discussion
regarding these requirements.41

IAASB and ASB
The ISAs state, "[i]f the engagement partner has performed other engagements
for the entity, the engagement partner shall consider whether information obtained is relevant to identifying risks of material misstatement."
The SASs include a requirement similar to the ISAs' requirement.

13. Performing Analytical Procedures
PCAOB
Auditing Standard No. 12 contains a series of requirements regarding performing analytical procedures as risk assessment procedures. These requirements
were adapted from AU sec. 329, Analytical Procedures. Auditing Standard No.
12 requires the auditor to:

•
39
40
41

Perform analytical procedures that are designed to (a) enhance
the auditor's understanding of the client's business and the significant transactions and events that have occurred since the prior
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year end; and (b) identify areas that might represent specific risks
relevant to the audit, including the existence of unusual transactions and events, and amounts, ratios, and trends that warrant
investigation.

•

Perform analytical procedures regarding revenue as risk assessment procedures with the objective of identifying unusual or unexpected relationships involving revenue accounts that might indicate a material misstatement, including material misstatement
due to fraud.

•

Take into account analytical procedures performed in accordance
with AU sec. 722 when designing and applying analytical procedures as risk assessment procedures. This requirement is unique
to PCAOB standards.

•

Use his or her understanding of the company to develop expectations about plausible relationships among the data to be used in
the procedure.42

•

Take into account unusual or unexpected differences from the auditor's expectations that are identified while performing analytical
procedures as risk assessment procedures.

Appendix 10 provides additional discussion of these requirements.43

IAASB
The ISAs state:
The risk assessment procedures shall include...[a]nalytical procedures...
The auditor shall evaluate whether unusual or unexpected relationships that
have been identified in performing analytical procedures, including those related to revenue accounts, may indicate risks of material misstatement due to
fraud.

ASB
The SASs state:
The risk assessment procedures should include...[a]nalytical procedures...
Based on analytical procedures performed as part of risk assessment procedures
and as part of substantive procedures, the auditor should evaluate whether
unusual or unexpected relationships that have been identified indicate risks
of material misstatements due to fraud. To the extent not already included,
the analytical procedures and evaluation thereof should include procedures
relating to revenue accounts.

14. Communication among Engagement Team Members
PCAOB
Auditing Standard No. 12 requires that the communication among the engagement team members about significant matters affecting the risks of material

42
Analytical procedures consist of evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data.
43
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misstatement should continue throughout the audit, including when conditions
change. Appendix 10 provides additional discussion of this requirement.44

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

15. Discussion of the Potential for Material Misstatement
Due to Fraud
PCAOB
Auditing Standard No. 12 requires a discussion among the key engagement
team members of specified matters regarding fraud, including how and where
the company's financial statements might be susceptible to material misstatement due to fraud, known fraud risk factors, the risk of management override
of controls, and possible responses to fraud risks.
Auditing Standard No. 12 requires all key engagement team members to participate in the discussion. Auditing Standard No. 12 also states that key engagement team members include the engagement partner and other engagement
team members with significant engagement responsibilities.
Auditing Standard No. 12 also includes a requirement to emphasize certain
matters to all engagement team members, including the need to maintain a
questioning mind throughout the audit and to exercise professional skepticism
in gathering and evaluating evidence, to be alert for information or other conditions that might affect the assessment of fraud risks, and actions to be taken
if information or other conditions indicate that a material misstatement due to
fraud might have occurred.
Appendix 10 provides additional discussion of these requirements.45

IAASB
The ISAs state:
The engagement partner and other key engagement team members shall discuss the susceptibility of the entity's financial statements to material misstatement, and the application of the applicable financial reporting framework to
the entity's facts and circumstances. The engagement partner shall determine
which matters are to be communicated to engagement team members not involved in the discussion.
...This discussion shall place particular emphasis on how and where the entity's
financial statements may be susceptible to material misstatement due to fraud,
including how fraud might occur.

ASB
The SASs have requirements similar to the ISAs' requirements. However, the
SASs also include a requirement that the discussion regarding fraud include
an exchange among engagement team members about how and where the entity's financial statements might be susceptible to material misstatement due
to fraud, how management could perpetrate and conceal fraudulent financial
reporting, and how assets of the entity could be misappropriated. The SASs also
include a requirement to emphasize certain matters to all engagement team
44
45
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members, but those matters identified are less extensive than those required
by PCAOB standards.

16. Inquiring of the Audit Committee, Management, and Others
within the Company about the Risks of Material Misstatement
PCAOB
Auditing Standard No. 12 requires the auditor to make specified inquiries of
management and the audit committee regarding tips or complaints about the
company's financial reporting. Appendix 10 provides additional discussion of
this requirement.46

IAASB and ASB
The ISAs and the SASs do not specify the nature of the required inquiries,
except for certain inquiries regarding fraud, which are less extensive than those
required by PCAOB standards.

17. Nature of Inquiries
PCAOB
Auditing Standard No. 12 requires the auditor to use his or her knowledge
of the company and its environment, as well as information from other risk
assessment procedures, to determine the nature of inquiries about risks of material misstatement. Appendix 10 provides additional discussion of this requirement.47

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

18. Evaluating Management Responses to Inquiries
PCAOB
Auditing Standard No. 12 requires the auditor to take into account the fact
that management is often in the best position to commit fraud when evaluating
management's responses to inquiries about fraud risks. Auditing Standard No.
12 also requires the auditor to obtain evidence to address inconsistencies in
response to the inquiries. Appendix 10 provides additional discussion of these
requirements.48

IAASB and ASB
The ISAs and SASs do not include analogous requirements.
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19. Identifying and Assessing the Risks of Material Misstatement
PCAOB
Auditing Standard No. 12 requires the auditor to evaluate how risks at the
financial statement level could affect risks of material misstatement at the assertion level. Appendix 10 provides additional discussion of this requirement.49

IAASB and ASB
The ISAs and the proposed SAS do not include an analogous requirement.

20. Identifying Significant Accounts and Disclosures and Their
Relevant Assertions
PCAOB
Auditing Standard No. 12 requires the auditor to identify significant accounts
and disclosures and their relevant assertions in identifying and assessing risks
of material misstatement. PCAOB standards require auditors to perform substantive procedures for relevant assertions of significant accounts and disclosures in the audit of financial statements and tests of controls over relevant assertions of significant accounts and disclosures in the audit of internal control.
Appendix 10 provides additional discussion regarding identifying significant
accounts and disclosures and relevant assertions.50

IAASB and ASB
The ISAs and SASs do not have an analogous requirement.

21. Significant Risks
PCAOB
Auditing Standard No. 12 defines significant risk as a "risk of material misstatement that requires special audit consideration." This definition is different
from the ISAs' definition because it omits two qualifying phrases, "an identified
and assessed" and "in the auditor's judgment." Appendix 10 provides additional
discussion regarding the definition of significant risks.51

IAASB and ASB
The ISAs and SASs define significant risk as "an identified and assessed risk of
material misstatement that, in the auditor's judgment, requires special audit
consideration."

Auditing Standard No. 13—The Auditor’s Responses
to the Risks of Material Misstatement
In this section, the analogous IAASB standards are ISA 330, The Auditor's Responses to Assessed Risks, and ISA 240, The Auditor's Responsibilities Relating
49
50
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to Fraud in an Audit of Financial Statements (collectively referred to in this
section as "the ISAs"). The analogous ASB standards are the clarified SAS, Performing Audit Procedures in Response to Assessed Risks and Evaluating the
Audit Evidence Obtained (Redrafted), and the proposed SAS, Consideration of
Fraud in a Financial Statement Audit (Redrafted) (collectively referred to in
this section as "the SASs").

1. Objective
PCAOB
The objective of the auditor in Auditing Standard No. 13 is "to address the
risks of material misstatement through appropriate overall audit responses
and audit procedures." The objective in the proposed standard emphasizes the
auditor's responsibility for responding to the risks of material misstatements.
Appendix 10 provides additional discussion regarding the objective of the standard.52

IAASB and ASB
The objective in the ISAs and the SASs is to obtain sufficient appropriate audit evidence regarding the assessed risks of material misstatement, through
designing and implementing appropriate responses to those risks.

2. Overall Responses to Risks
PCAOB
Auditing Standard No. 13 requires the auditor to design and implement certain
overall responses (e.g., making appropriate assignments of specific engagement
responsibilities, providing an appropriate extent of supervision, incorporating
elements of unpredictability in selecting auditing procedures, and evaluating
the company's selection and application of significant accounting principles)
to address risks of material misstatement. These responses are not limited to
addressing risks at the financial statement level. They are also intended to
address risks at the significant account or disclosure level due to the nature of
these specific overall responses. Appendix 10 provides additional discussion of
this requirement.53

IAASB and ASB
The ISAs and the SASs include requirements to design and implement overall
responses to address the assessed risks of material misstatement at the financial statement level and requirements for particular types of responses to the
risks of material misstatement due to fraud at the financial statement level.

3. Determination of the Need for Pervasive Changes
PCAOB
Auditing Standard No. 13 requires the auditor to determine whether it is necessary to make pervasive changes to the nature, timing, or extent of audit
52
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procedures to adequately address the assessed risk of material misstatement.
Examples of such pervasive changes include modifying the audit strategy to
increase the substantive testing of the valuation of numerous significant accounts at year end because of significantly deteriorating market conditions and
to obtain more pervasive audit evidence from substantive procedures due to
the identification of pervasive weaknesses in the company's control environment. Appendix 10 provides detailed discussions regarding making pervasive
changes as an overall response to risks of material misstatement.54

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

4. Application of Professional Skepticism
PCAOB
Auditing Standard No. 13 states that due professional care requires the auditor
to exercise professional skepticism, requires that the auditor apply professional
skepticism in gathering and evaluating audit evidence in response to risks of
material misstatement, and provides examples of the appropriate application of
professional skepticism. Appendix 10 provides additional discussion regarding
application of professional skepticism.55

IAASB and ASB
The ISAs state
...the auditor shall maintain an attitude of professional skepticism throughout
the audit, recognizing the possibility that a material misstatement due to fraud
could exist, notwithstanding the auditor's past experience of the honesty and
integrity of the entity's management and those charged with governance.

The SASs include a requirement similar to the ISAs' requirement.

5. Evidence about the Effectiveness of Controls
PCAOB
In discussing testing controls in an audit of financial statements, Auditing
Standard No. 13 establishes the principle that the evidence necessary to support
the auditor's control risk assessment depends on the degree of reliance the
auditor plans to place on the effectiveness of a control. The greater the reliance
on a control, the more persuasive evidence the auditor is required to obtain
from the tests of controls.
In addition, the standard requires the auditor to obtain more persuasive evidence about the effectiveness of controls for each relevant assertion for which
the audit approach consists primarily of tests of controls. Appendix 10 provides
additional discussions of these requirements.56

54
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IAASB and ASB
The ISAs and the SASs include a requirement for the auditor to obtain more
persuasive audit evidence the greater the reliance he or she plans to place on
the effectiveness of a control, but they do not have an analogous requirement
regarding situations in which the audit approach consists primarily of tests of
controls.

6. Testing the Operating Effectiveness of a Control
PCAOB
Auditing Standard No. 13 requires the auditor to determine whether the control
selected for testing is operating as designed and whether the person performing the control possesses the necessary authority and competence to perform
the control effectively. The standard also discusses the procedures the auditor
performs in testing operating effectiveness. To help facilitate the tests of controls in an integrated audit, the standard continues to use language similar to
that of Auditing Standard No. 5 when describing analogous terms and concepts
relating to the testing of controls. Appendix 10 provides additional discussion
regarding this requirement.57

IAASB
The ISAs do not include an analogous requirement to determine whether the
person performing the control possesses the necessary authority and competence to perform the control effectively.

ASB
The SASs state:
In designing and performing tests of controls, the auditor should:
a. perform other audit procedures in combination with inquiry to obtain audit
evidence about the operating effectiveness of the controls, including ...by whom
or by what means they were applied, including, when applicable, whether the
person performing the control possesses the necessary authority and competence to perform the control effectively.

7. Tests of Controls in an Integrated Audit
PCAOB
Auditing Standard No. 13 requires the auditor to perform tests of controls in
integrated audits to meet the objectives of both the audit of financial statements
and the audit of internal control. Appendix 10 provides additional discussion
of this requirement.58

IAASB and ASB
The ISAs and the SASs do not include an analogous requirement.
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8. Rotational Testing of Controls
PCAOB
Auditing Standard No. 13 requires the auditor to obtain evidence during the
current year audit about the design and operating effectiveness of controls
upon which the auditor relies. Appendix 10 provides additional discussion of
this requirement.59

IAASB and ASB
The ISAs and the SASs include requirements that apply to the use of evidence
about controls obtained in prior audits and allow rotational testing of controls
under certain conditions set forth in those standards.

9. Assessing Control Risk
PCAOB
Auditing Standard No. 13 requires the auditor to assess control risk for relevant
assertions by evaluating the evidence from all sources, including the auditor's
testing of controls for the audit of internal control and the audit of financial
statements, misstatements detected during the financial statement audit, and
any identified control deficiencies. The standard also requires that control risk
be assessed at the maximum level for relevant assertions (1) for which controls
necessary to sufficiently address the assessed risk of material misstatement
in those assertions are missing or ineffective or (2) when the auditor has not
obtained sufficient appropriate audit evidence to support a control risk assessment below the maximum level. Appendix 10 provides additional discussion of
these requirements.60

IAASB and ASB
The ISAs and the SASs include requirements regarding evaluating the operating effectiveness of controls and identified control deviations, but those
standards do not require a specific assessment of control risk.

10. Substantive Procedures
PCAOB
Auditing Standard No. 13 requires the auditor to perform substantive procedures for each relevant assertion of each significant account and disclosure,
regardless of the assessed level of control risk. This requirement reflects the
principle that the auditor needs to implement appropriate responses to address
assessed risks of material misstatement. Appendix 10 provides additional discussion of this requirement.61

IAASB
The ISAs state, "Irrespective of the assessed risks of material misstatement,
the auditor shall design and perform substantive procedures for each material
class of transactions, account balance, and disclosure."
59
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ASB
The SASs state, "Irrespective of the assessed risks of material misstatement,
the auditor should design and perform substantive procedures for all relevant
assertions related to each material class of transactions, account balance, and
disclosure."
The requirements in the ISAs and the SASs focus on the accounts and disclosures that are material, regardless of whether they are associated with identified risks of material misstatement.

11. Consideration of Confirmations
PCAOB
Auditing Standard No. 13 requires the auditor to perform substantive procedures for each relevant assertion of each significant account and disclosure.
The standard also discusses how to determine the types and combination of
substantive audit procedures necessary to detect material misstatements in
relevant assertions.
AU sec. 330, The Confirmation Process, establishes requirements regarding the
use of confirmation procedures.62 The risk assessment standards discuss the auditor's responsibilities for designing and performing the substantive procedures
necessary to address the risks of material misstatement.

IAASB and ASB
ISA 330 specifically requires the auditor to consider whether external confirmation procedures are to be performed as substantive audit procedures. The ASB
has proposed to amend the SASs to require the auditor to consider whether
external confirmation procedures are to be performed as substantive audit procedures and to require the use of external confirmation procedures for material
accounts receivable.

12. Determining Whether to Perform Interim Substantive
Procedures
PCAOB
Auditing Standard No. 13 requires the auditor to take into account a series
of factors when determining whether it is appropriate to perform substantive
procedures at an interim date. Appendix 10 provides additional discussion regarding timing of substantive procedures.63

IAASB and ASB
The ISAs and the SASs do not include an analogous requirement for the auditor to take into account the factors listed in Auditing Standard No. 13 when
determining whether it is appropriate to perform substantive procedures at an
interim date.
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13. Substantive Procedures Covering the Remaining Period
PCAOB
Auditing Standard No. 13 states, "When substantive procedures are performed
at an interim date, the auditor should cover the remaining period by performing substantive procedures, or substantive procedures combined with tests of
controls, that provide a reasonable basis for extending the audit conclusions
from the interim date to the period end." The standard contains a specific requirement to compare relevant information about the account balance at the
interim date with comparable information at the end of the period to identify
amounts that appear unusual. Appendix 10 provides additional discussion of
this requirement.64

IAASB and ASB
The ISAs and the SASs include requirements to cover the period between the
interim testing date and year end by performing substantive procedures, combined with tests of controls for the intervening period, or by performing further
substantive procedures only if the auditor determines that doing so would be
sufficient. The ISAs and SASs do not include an analogous requirement regarding the specific procedures to be performed.

14. Response to Significant Risks
PCAOB
Auditing Standard No. 13 requires the auditor to perform substantive procedures, including tests of details, that are specifically responsive to significant
risks. Appendix 10 provides additional discussion of this requirement.65

IAASB and ASB
The ISAs state:
If the auditor has determined that an assessed risk of material misstatement
at the assertion level is a significant risk, the auditor shall perform substantive
procedures that are specifically responsive to that risk. When the approach to a
significant risk consists only of substantive procedures, those procedures shall
include tests of details.

The SASs include requirements similar the ISAs' requirements.

15. Dual-purpose Tests
PCAOB
Auditing Standard No. 13 states that, when dual-purpose tests are performed,
the auditor should design the dual-purpose test to achieve the objectives of
both the test of the control and the substantive test. Also, when performing a
dual-purpose test, the auditor should evaluate the results of the test in forming
conclusions about both the assertion and the effectiveness of the control being
tested. Appendix 10 provides additional discussion of this requirement.66
64
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IAASB and ASB
The ISAs and the SASs do not include analogous requirements.

Auditing Standard No. 14—Evaluating Audit Results
In this section, the analogous IAASB standards are ISA 450, Evaluation of
Misstatements Identified During the Audit, ISA 330, The Auditor's Responses to
Assessed Risks, ISA 520, Analytical Procedures, ISA 240, The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements, ISA 540, Auditing Accounting Estimates Including Fair Value Accounting Estimates, and
Related Disclosures, and ISA 700, Forming an Opinion and Reporting on Financial Statements (collectively referred to in this section as "the ISAs"). The
analogous ASB standards are clarified SAS Evaluation of Misstatements Identified During the Audit, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (Redrafted), Understanding
the Entity and its Environment and Assessing the Risks of Material Misstatement (Redrafted), and proposed SAS Consideration of Fraud in a Financial
Statement Audit (Redrafted), Analytical Procedures (Redrafted), and Forming
an Opinion and Reporting on Financial Statements (collectively referred to in
this section as "the SASs").

1. Performing Analytical Procedures in the Overall Review
PCAOB
In the overall review, Auditing Standard No. 14 contains specific requirements
for the auditor to read the financial statements and disclosures and perform
analytical procedures to (a) evaluate the auditor's conclusions formed regarding significant accounts and disclosures and (b) assist in forming an opinion on
whether the financial statements as a whole are free of material misstatement.
These requirements were adapted from existing requirements in PCAOB standards.67 The conclusions formed from the results of the overall review of the
audit are intended to inform the auditor's conclusions regarding significant accounts and disclosures and the opinion on the financial statements. Appendix
10 provides additional discussion of these requirements.68

IAASB
The ISAs state:
The auditor shall design and perform analytical procedures near the end of the
audit that assist the auditor when forming an overall conclusion as to whether
the financial statements are consistent with the auditor's understanding of the
entity.

ASB
The SASs state:
The auditor should design and perform analytical procedures near the end of the
audit that are intended to corroborate audit evidence obtained during the audit
of financial statements to assist the auditor in drawing reasonable conclusions
on which to base the auditor's opinion.

67
68

AU sec. 329.23.
Section VIII.C. of Appendix 10.
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2. Evaluating Evidence from Analytical Procedures
PCAOB
Auditing Standard No. 14 contains a requirement, which was adapted from an
existing requirement in PCAOB standards,69 for the auditor, as part of the overall review to evaluate whether (a) the evidence gathered in response to unusual
or unexpected transactions, events, amounts or relationships previously identified during the audit is sufficient and (b) unusual or unexpected transactions,
events, amounts, or relationships indicate risks of material misstatement that
were not identified previously, including, in particular, fraud risks. Auditing
Standard No. 14 also specifically requires the auditor to evaluate whether the
evidence gathered during the audit is sufficient as part of the overall review.
Also, the requirements in Auditing Standard No. 14 relate to risks of material
misstatement due to error or fraud, whereas the requirements in the ISAs and
SASs are limited to fraud risks. Appendix 10 provides additional discussion of
these requirements in Auditing Standard No. 14.70

IAASB
The ISAs state:
The auditor shall evaluate whether analytical procedures that are performed
near the end of the audit, when forming an overall conclusion as to whether the
financial statements as a whole are consistent with the auditor's understanding
of the entity and its environment, indicate a previously unrecognized risk of
material misstatement due to fraud.

ASB
The SASs state:
The auditor should evaluate whether the accumulated results of auditing procedures, including analytical procedures, that are performed during the audit,
in the overall review stage, or in both stages, when forming an overall conclusion concerning whether the financial statements as a whole are consistent
with the auditor's understanding of the entity and its environment, indicate a
previously unrecognized risk of material misstatement due to fraud.

3. Analytical Procedures Regarding Revenue
PCAOB
Auditing Standard No. 14 includes a requirement, adapted from an existing requirement in AU sec. 316, for the auditor to perform analytical procedures relating to revenue through the end of the period. These procedures are intended to
identify unusual or unexpected relationships involving revenue accounts that
might indicate a material misstatement, including material misstatement due
to fraud. Appendix 10 provides additional discussion of this requirement.71

IAASB
The ISAs state:
69
70
71

AU sec. 329.23.
Section VIII.C. of Appendix 10.
Ibid.

REL 2010-004

Risk and Related Amendments to PCAOB Standards

3475

The auditor shall evaluate whether unusual or unexpected relationships that
have been identified in performing analytical procedures, including those related to revenue accounts, may indicate risks of material misstatement due to
fraud.

The ISAs do not specifically require the auditor to perform analytical procedures
related to revenue through the end of the period.

ASB
The SASs require the auditor to perform analytical procedures related to revenue.

4. Corroborating Management Explanations
PCAOB
Auditing Standard No. 14 requires the auditor to corroborate management's explanations regarding significant unusual or unexpected transactions, events,
amounts, or relationships. Auditing Standard No. 14 also states that if management's responses to the auditor's inquiries appear to be implausible, inconsistent with other audit evidence, imprecise, or not at a sufficient level of detail to
be useful, the auditor should perform procedures to address the matter. Unlike
the ISAs, Auditing Standard No. 14 specifically requires the auditor to corroborate management's explanations regarding significant matters. Appendix 10
provides additional discussion regarding corroborating management's explanations.72

IAASB and ASB
The ISAs and the SASs require the auditor to investigate the identified fluctuations or relationships that are inconsistent with other relevant information
or that differ from expected values by a significant amount by (a) inquiring
of management and obtaining appropriate audit evidence relevant to management's responses and (b) performing other audit procedures as necessary in the
circumstances. The ISAs and the SASs also include a requirement to investigate inconsistent responses to inquiries from management and those charged
with governance.

5. Communication of Accumulated Misstatements
PCAOB
Auditing Standard No. 14 requires the auditor to communicate accumulated
misstatements to management on a timely basis to provide management with
an opportunity to correct them. Unlike the ISAs and the SASs, Auditing Standard No. 14 does not require the auditor to request management to correct the
misstatements. Instead, PCAOB standards focus on communicating the misstatements to management, performing procedures to determine whether management corrected them, understanding the reasons why management might
not have corrected the misstatements, and evaluating the effect of uncorrected
misstatements on the financial statements and the audit. Appendix 10 provides
additional discussion of this requirement.73
72
73

Ibid.
Section VIII.J. of Appendix 10.
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IAASB and ASB
The ISAs and the SASs include requirements to communicate on a timely basis all misstatements accumulated during the audit to an appropriate level of
management and to request that management correct those misstatements.

6. Correction of Misstatements
PCAOB
Auditing Standard No. 14 requires that if management has made corrections
to accounts or disclosures in response to misstatements detected by the auditor, the auditor should evaluate management's work to determine whether the
corrections have been appropriately recorded and determine whether uncorrected misstatements remain. Appendix 10 provides additional discussion of
this requirement.74

IAASB and ASB
The ISAs and the SASs contain a requirement to perform additional audit
procedures to determine whether misstatements remain, if at the auditor's
request management has examined a class of transactions, account balance or
disclosure and corrected misstatements that were detected.
The ISAs do not require the auditor to evaluate whether the misstatements that
were communicated by the auditor to management have been appropriately
corrected by management.

7. Evaluating Misstatements—Effect on Risk Assessments
PCAOB
Auditing Standard No. 14 contains a requirement to evaluate the nature and
the effects of individual misstatements accumulated during the audit on the
assessed risks of material misstatement in determining whether the risk assessments remain appropriate. Appendix 10 provides additional discussion of
this requirement.75

IAASB and ASB
The ISAs and the SASs do not include an analogous requirement.

8. Evaluating Whether Misstatements Might Be Indicative
of Fraud
PCAOB
Auditing Standard No. 14 requires the auditor to perform procedures to obtain
additional audit evidence to determine whether fraud has occurred or is likely to
have occurred, and, if so, its effect on the financial statements and the auditor's
report if the auditor believes that a misstatement is or might be intentional, and

74
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Section VIII.F. of Appendix 10.
Section VIII.I. of Appendix 10.
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if the effect on the financial statement cannot be readily determined. Appendix
10 provides additional discussions of this requirement.76

IAASB and ASB
The ISAs require the auditor to evaluate the implications for the audit if the
auditor confirms that or is unable to conclude whether financial statements are
materially misstated as a result of fraud. The ISA does not explicitly require
the auditor to perform audit procedures to obtain additional audit evidence to
determine the effect of the misstatement on the financial statements.
The SASs include a requirement similar to the ISAs' requirement.

9. Communications Regarding Fraud
PCAOB
Auditing Standard No. 14 requires the auditor to determine his or her responsibility under AU secs. 316.79–.82A, AU sec. 317, Illegal Acts by Clients, and
Section 10A of the Securities and Exchange Act of 1934, 15 U.S.C. §78j-1, if the
auditor becomes aware of information indicating that fraud or another illegal
act has occurred or might have occurred. AU sec. 316 requires that whenever the
auditor has determined that there is evidence that fraud may exist, the auditor
should bring that matter to the attention of an appropriate level of management.77 Appendix 10 provides additional discussion of this requirement.78

IAASB and ASB
The ISAs state that if the auditor has identified a fraud or has obtained information that indicates that a fraud may exist, the auditor shall communicate
these matters on a timely basis to the appropriate level of management.
The SASs include a requirement similar to the ISAs' requirement.

10. Evaluating the Qualitative Aspects of the Company’s
Accounting Practices
PCAOB
Auditing Standard No. 14 states that if the auditor identifies bias in management's judgments about the amounts and disclosures in the financial statements, the auditor should evaluate whether the effect of that bias, together with
the effect of uncorrected misstatements, results in material misstatement of the
financial statements. The standard also contains a requirement for the auditor
to evaluate whether the auditor's risk assessments, including the assessment
of fraud risks, and the related responses remain appropriate. Appendix 10 provides additional discussion of these requirements.79

IAASB and ASB
The ISAs and the SASs contain a requirement for the auditor to evaluate
whether the financial statements are prepared, in all material respects, in
76
77
78
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accordance with the requirements of the applicable financial reporting framework. This evaluation shall include consideration of the qualitative aspects of
the entity's accounting practices, including indicators of possible bias in management's judgments.

11. Management’s Identification of Offsetting Adjusting Entries
PCAOB
If mana{\BB g}ement identifies adjusting entries that offset misstatements
accumulated by the auditor, Auditing Standard No. 14 requires the auditor to
perform procedures to determine why the misstatements were not identified
previously and to evaluate the implications on the integrity of management
and the auditor's risk assessments, including fraud risk assessments. Auditing
Standard No. 14 also requires the auditor to perform additional procedures as
necessary to address the risk of further undetected misstatements. Appendix
10 provides additional discussion of these requirements.80

IAASB and ASB
The ISAs and SASs do not include analogous requirements.

12. Evaluating Conditions Relating to Assessment of Fraud Risks
PCAOB
Auditing Standard No. 14 requires the engagement partner to determine
whether there has been appropriate communication with other engagement
team members throughout the audit regarding information or conditions that
are indicative of fraud risks. Appendix 10 provides additional discussion of this
requirement.81

IAASB
The ISAs require a discussion among the engagement team members and a
determination by the engagement partner of matters to be communicated to
those team members not involved in the discussion.

ASB
The SASs contain a requirement for the engagement partner to ascertain that
appropriate communication exists about the need for the discussion of fraud
risks among team members throughout the audit.

Auditing Standard No. 15—Audit Evidence
In this section, the analogous IAASB and ASB standards are ISA 500, Audit
Evidence, and the clarified SAS, Audit Evidence (Redrafted), respectively.

80
81

Ibid.
Section VIII.M. of Appendix 10.
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1. Objective and Overarching Requirement
PCAOB
The objective of the auditor in Auditing Standard No. 15 is to plan and perform the audit to obtain appropriate audit evidence that is sufficient to support
the opinion expressed in the auditor's report. The objective of the standard, together with the related requirement regarding audit evidence, articulates the
linkage between the auditor's responsibility to obtain sufficient appropriate audit evidence and to support his or her opinion. Appendix 10 provides additional
discussion regarding the objective of the standard.82

IAASB and ASB
The ISA states:
The objective of the auditor is to design and perform audit procedures in such a
way as to enable the auditor to obtain sufficient appropriate audit evidence to
be able to draw reasonable conclusions on which to base the auditor's opinion.

The ISA also states:
The auditor shall design and perform audit procedures that are appropriate
in the circumstances for the purpose of obtaining sufficient appropriate audit
evidence.

The SAS includes an objective and a requirement similar to the ISA's objective
and requirement.

2. Document Authentication
PCAOB
Auditing Standard No. 15 states that the auditor is not expected to be an expert
in document authentication. However, if conditions indicate that a document
may not be authentic or that the terms in a document have been modified but
that the modifications have not been disclosed to the auditor, the auditor is required to modify the planned audit procedures or perform additional audit procedures to respond to those conditions and to evaluate the effect, if any, on the
other aspects of the audit. Auditing Standard No. 15 omits protective language,
such as "[u]nless the auditor has reason to believe the contrary, the auditor may
accept records and document as genuine" that would weaken the requirement.
Appendix 10 provides additional discussion regarding this requirement.83

IAASB and ASB
The ISA states:
Unless the auditor has reason to believe the contrary, the auditor may accept
records and documents as genuine. If conditions identified during the audit
cause the auditor to believe that a document may not be authentic or that
terms in a document have been modified but not disclosed to the auditor, the
auditor shall investigate further.

The SAS includes a requirement similar to the ISA's requirement.

82
83

Section IX.C. of Appendix 10.
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3. Selecting Items for Testing to Obtain Audit Evidence
PCAOB
Auditing Standard No. 15 states that the auditor should determine the means
of selecting items for testing to obtain evidence that, in combination with other
relevant evidence, is sufficient to meet the objective of the audit procedure. This
requirement links the selection of items for testing to the sufficiency of the audit
evidence. Appendix 10 provides additional discussion of this requirement.84

IAASB and ASB
The ISA states:
When designing tests of controls and tests of details, the auditor shall determine
means of selecting items for testing that are effective in meeting the purpose
of the audit procedure.

The SAS includes a requirement similar to the ISA's requirement.

84

Section IX.J. of Appendix 10.
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PCAOB Release No. 2011-001

Temporary Rule for an Interim Program
of Inspection Related to Audits of Brokers
and Dealers
PCAOB Release No. 2011-001
June 14, 2011
PCAOB Rulemaking
Docket Matter No. 32

Summary
After public comment, the Public Company Accounting Oversight Board, pursuant to its authority under recent amendments to the Sarbanes-Oxley Act of
2002, is adopting a temporary rule to establish an interim inspection program
related to audits of brokers and dealers. The temporary rule will serve two
principal purposes. It will allow the Board to assess registered public accounting firms' current compliance with laws, rules, and standards in performing
audits with respect to brokers and dealers. It will also inform the Board's decisions about significant elements of a permanent inspection program, including
whether to differentiate among classes of brokers and dealers, whether to exempt any categories of public accounting firms, and what minimum inspection
frequency schedules to establish. The amendments will take effect upon approval by the Securities and Exchange Commission pursuant to Section 107 of
the Sarbanes-Oxley Act of 2002.

Board Contacts
Michael Stevenson, Deputy General Counsel (202/207-9054, stevensonm@
pcaobus.org); Jennifer G. Williams, Assistant General Counsel (202/591-4173,
williamsjg@pcaobus.org).
*****

I. Introduction
The Sarbanes-Oxley Act of 2002 ("the Act"), as originally enacted, made it unlawful for public accounting firms that were not registered with the Public
Company Accounting Oversight Board ("PCAOB" or "the Board") to prepare or
issue, or to participate in the preparation or issuance of, any audit report with
respect to any issuer (generally defined to encompass most public companies
the securities of which trade in U.S. capital markets1 ). The Act also authorized
1
As defined in Section 2(a)(7) of the Act, "issuer" means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934 ("Exchange Act")) the securities of which are registered under Section
12 of the Exchange Act, or that is required to file reports under Section 15(d) of the Exchange Act, or
that files or has filed a registration statement that has not yet become effective under the Securities
Act of 1933 and that it has not withdrawn.
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and charged the Board to carry out a range of oversight responsibilities related
to issuer audits. Those responsibilities include conducting a program of inspections of registered public accounting firms in connection with their performance
of audits, issuance of audit reports, and related matters involving issuers.2 The
Board has been conducting such a program for several years.3
On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection
Act4 amended various provisions of the Act ("the Dodd-Frank amendments").
Among other things, the Dodd-Frank amendments gave the Board oversight
authority with respect to audits of brokers and dealers that are registered
with the Securities and Exchange Commission ("Commission"). Specifically,
the Dodd-Frank amendments provide the Board with authority to carry out
the same oversight responsibilities it has carried out with respect to issuer
audits—standards-setting, inspections, and investigations and disciplinary
proceedings—in connection with registered public accounting firms' audits of
brokers and dealers.5 The legislative history notes that this new authority "enables the PCAOB to use its inspection and disciplinary processes to identify
auditors that lack expertise or fail to exercise care in broker and dealer audits,
identify and address deficiencies in their practices, and, where appropriate,
suspend or bar them from conducting such audits."6
The Dodd-Frank amendments do not prescribe a specific program of inspection
of registered public accounting firms that provide audit reports for a broker or
dealer. Rather, the Dodd-Frank amendments authorize the Board to establish
such a program by rule,7 and leave to the Board important questions concerning the elements of the program. Among other things, Section 104(a)(2) of the
Act (1) provides that, in establishing the program, the Board may allow for differentiation among classes of brokers and dealers; (2) requires that the Board
consider whether differing inspection schedules would be appropriate with respect to auditors that issue audit reports only for brokers or dealers that do not
receive, handle, or hold customer securities or cash or are not members of the
Securities Investor Protection Corporation ("SIPC"); and (3) provides that if the
Board exempts any public accounting firm from such an inspection program,
the firm would not be required to register with the Board.
In a release issued on December 14, 2010, the Board explained that it intended
to take a careful and informed approach to those questions in establishing a
permanent program that appropriately protects the public interest and the interests of investors, including consideration of potential costs and regulatory

2

See Section 104(a)(1) of the Act (originally Section 104(a) of the Act).
Information about the Board's inspection program related to audits of issuers, including rules,
general reports, and the public portions of reports on inspections of individual firms, is available at
http://pcaobus.org/Inspections/Pages/default.aspx.
4
Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).
5
For purposes of the Board's authority, "audit" includes an examination of financial statements,
reports, documents, procedures, controls, or notices of any issuer, broker, or dealer, and an "audit
report" is a document, report, notice, or other record, prepared following an audit, in which an auditor
sets forth an opinion regarding the financial statement, report, notice, or other document, procedures
or controls, or asserts that no opinion can be expressed. For the precise definitions of "audit" and
"audit report," see Sections 110(1)-(2) of the Act, as amended.
6
S. Rep. No. 176, 111th Cong., 2d Sess. (April 30, 2010) at 154. The Dodd-Frank amendments
to Section 102(a) of the Act also expanded the Act's registration requirement by making it unlawful
for any person that is not a registered public accounting firm to prepare or issue, or to participate
in the preparation or issuance of, any audit report with respect to any broker or dealer. Even before
the Dodd-Frank amendments, however, Section 17(e)(1)(A) of the Exchange Act, as amended in 2002,
required that the balance sheets and income statements filed with the Commission by registered
brokers or dealers be certified by a public accounting firm registered with the PCAOB.
7
Section 104(a)(2)(A) of the Act, as amended.
3
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burdens that would be imposed on different categories of registered public accounting firms and classes of brokers and dealers. The Board also explained
that it did not intend to make the necessary judgments without first gathering and assessing relevant information, but that it did not intend to postpone
all use of its new inspection authority until after those judgments were made.
Accordingly, the Board proposed for public comment a temporary rule for an interim program of inspection that would allow the Board to begin inspections of
relevant audits and auditors and provide a source of information to help guide
decisions about the scope and elements of a permanent program.8
The Board received twelve written comment letters on the proposed rule,9 including two from members of Congress,10 three from registered public accounting firms,11 three from professional associations of public accountants (or affiliates of such associations),12 and three from other professional associations
or advocacy organizations for the financial services industry.13 After considering all comments submitted, the Board is today adopting temporary rule
4020T (and adding related notes to certain definitions in Rule 1001) largely as
proposed.14

II. The Interim Inspection Program
The interim program will have two purposes. First, it will enable the Board
to begin the work of assessing the degree of compliance of registered public
accounting firms and their associated persons with the Act, the Board's rules,
the Commission's rules, and professional standards in connection with the performance of audits, issuance of audit reports, and related matters involving

8
PCAOB Release No. 2010-008, Proposed Temporary Rule for an Interim Program of Inspection
Related to Audits of Brokers and Dealers (December 14, 2010) (the "proposing release") (available on
the PCAOB web site at http://pcaobus.org/Rules/Rulemaking/Pages/Docket032.aspx).
9
The comment letters are available on the PCAOB web site at http://pcaobus.org/Rules/
Rulemaking/Pages/Docket032.aspx.
10
Letter from the Hon. Spencer Bachus, Chairman, Committee on Financial Services, and the
Hon. Scott Garrett, Chairman, Subcommittee on Capital Markets and Government Sponsored Enterprises (May 27, 2011) ("the Bachus-Garrett letter"); letter from the Hon. John Campbell, the
Hon. Michael K. Conaway, the Hon. Bill Flores, the Hon. Lynn Jenkins, the Hon. Steven Palazzo,
the Hon. Collin C. Peterson, the Hon. Jim Renacci, and the Hon. Brad Sherman, Members of the
United States House of Representatives (February 14, 2011) ("the letter from Certain Members of
Congress").
11
Letters from McGladrey & Pullen, LLP (February 9, 2011), KPMG LLP (February 10, 2011),
and Grant Thornton LLP (February 14, 2011).
12
Letters from the Accounting Principles and Auditing Standards Committee of the California
Society of Certified Public Accountants (February 8, 2011), the American Institute of Certified Public
Accountants (February 15, 2011), and the Center for Audit Quality (February 15, 2011).
13
Letters from the National Association of Independent Broker Dealers (February 9, 2011), the
Third Party Marketers Association (February 10, 2011), and the Financial Services Institute (February
15, 2011).
14
The version of Rule 4020T adopted today differs from the proposed version in three respects.
First, the proposed version included definitions of "broker" and "dealer" that are omitted from the
final version of Rule 4020T because they are being added to the generally applicable definitions in
PCAOB Rule 1001 as part of rule amendments separately adopted today in connection with allocating
the Board's accounting support fee among issuers, brokers, and dealers. Second, for reasons described
below, the version of Rule 4020T adopted today includes a provision incorporating PCAOB Rule 4007,
on procedures concerning draft inspection reports, PCAOB Rule 4008, on procedures concerning final
inspection reports, and PCAOB Rule 4009, on firms' responses to quality control criticisms, which
were not included in the proposed version of the rule. Third, to conform paragraph (c) of the rule to
the Act and to paragraph (a)(1) of the rule, the phrase "and related matters involving brokers and
dealers" has been added to paragraph (c).

REL 2011-001

3484

Select PCAOB Releases

brokers and dealers.15 Second, it will inform the Board's eventual determinations about the elements of a permanent program, including whether and how
to differentiate among classes of brokers and dealers, whether to exempt any
category of public accounting firm, and the establishment of minimum inspection frequency schedules.16

A. Scope of the Interim Program
The temporary rule that the Board proposed did not reflect any exercise of
the Board's authority to differentiate among classes of brokers and dealers
or to exempt any category of public accounting firm. The proposing release
explained that judgments about what, if any, differentiation and exemptions
were appropriate for a permanent program would be informed by, among other
things, observations in the course of the interim program.
The Board received a number of comments addressing the inclusive scope of the
proposed interim program.17 Some commenters supported the proposed scope,
while nevertheless suggesting that the Board focus its interim inspection efforts on audits of certain categories of brokers and dealers, such as those that
have possession and control of customer cash and securities or act as clearing,
carrying, or custodial brokers.18 One of those commenters also suggested that
the Board consider, in connection with a permanent program, whether the public interest would be best served by focusing on those that carry accounts and
maintain customer cash and securities.19
Other commenters disagreed with the proposed approach. They argued, and
some submitted data intended to support the argument, that certain categories
of brokers and dealers pose little or no risk to the investing public. They suggested that the Board could identify those categories by focusing on factors such
as whether the broker or dealer has custody of, or meaningful access to, client
assets, or whether it is exclusively an introducing broker or dealer. These commenters suggested that the Board either should exempt the auditors of low-risk
categories of firms from the Board's authority without delay20 or should collect

15
This description of the scope of matters assessed in an inspection was included in the proposed
rule and is included in Rule 4020T(a)(1) adopted today. The language tracks Section 104(a)(1) of
the Act describing the scope of matters to be assessed in the Board's inspections of issuer auditors.
The inclusion of that same scope language in Rule 4020T follows from Section 104(a)(2)'s provision
that a Board program of inspections of auditors of brokers and dealers be "in accordance with" Section
104(a)(1). Two commenters suggested that the Board clarify the meaning of "related matters involving
brokers and dealers" so that registered firms can fully understand the Board's expectations relative
to the performance of audits. See letters of KPMG LLP and Center for Audit Quality. The effect of the
phrase, however, is not to authorize inspecting against arbitrary, unstated expectations but, rather,
is to authorize inspecting for compliance with the Act, rules, and standards to the extent any such
provisions apply in contexts related to audits of brokers and dealers.
16
The temporary rule for an interim inspection program will take effect once the Commission
approves the final temporary rule. Before later adopting any final rules for a permanent program of
inspection, the Board would seek public comment on proposed rules for such a program. Final rules
for a permanent program would take effect only if separately approved by the Commission, a process
that typically includes a separate round of public notice and comment.
17
See Bachus-Garrett letter, letters from Certain Members of Congress, the American Institute
of Certified Public Accountants, California Society of Certified Public Accountants, Center for Audit
Quality, Chris Barnard (January 27, 2011), Grant Thornton LLP, KPMG LLP, National Association
of Independent Broker Dealers, Third Party Marketers Association, and Financial Services Institute.
18
See letters from the Center for Audit Quality, Chris Barnard, Grant Thornton LLP, and KPMG
LLP.
19
See letter from KPMG LLP.
20
See letters from the American Institute of Certified Public Accountants, National Association
of Independent Brokers and Dealers, and Third Party Marketers Association.
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and study currently available data on the question before subjecting auditors of
all brokers and dealers to an inspection program.21 One commenter expressed
concern that PCAOB regulation would significantly increase the cost of an audit to these entities, potentially forcing some of them out of business, with no
corresponding contribution to meaningful protection of investors.22 Other commenters similarly expressed concern that the costs of compliance with PCAOB
regulation may negatively impact auditors of introducing brokers and dealers,
which are typically small businesses.23
After considering these comments, the Board has decided to adopt a temporary
rule for an interim program of the same scope as proposed. The inclusive scope
of the interim program should not be construed as either foreshadowing the
likely scope of a permanent program or suggesting that every broker or dealer
auditor will be inspected as part of the interim program. The Board expects
to be able to gather the information necessary to inform its consideration of a
permanent program without having to inspect most firms during the interim
program. The Board anticipates carefully considering whether there should be
exemptions from the permanent program based on some of the characteristics
highlighted by commenters and mentioned above and possibly other factors.
For example, the Board expects to give consideration to whether a broker's or
dealer's meaningful access to client assets is a relevant factor in determining
the investor protection and public interest benefits of PCAOB oversight of the
auditor of that broker or dealer. The Board continues to believe, however, that
information gathered during the course of the interim program will be relevant
to making appropriate judgments about that question and other significant
elements of a permanent inspection program. While data of the type submitted
by commenters who favor immediate exemptions will also be relevant to those
judgments, the Board is not at the present time prepared to conclude that such
data is the only type of information that will be relevant or that an analysis of
all such data necessarily compels the exemptions urged by these commenters.

B. Nature and Focus of Procedures
in the Interim Program
The substantive focus of inspection procedures under the temporary rule will
be on compliance with applicable Board and Commission rules and professional
standards. At this time, the standards that apply to audits of brokers and dealers have not changed from what they were before the Dodd-Frank amendments.
The Commission has provided transitional guidance on this point, stating that
"references in Commission rules and staff guidance and in the federal securities
laws to GAAS [Generally Accepted Auditing Standards] or to specific standards
under GAAS, as they relate to non-issuer brokers or dealers, should continue
to be understood to mean auditing standards generally accepted in the United
States of America, plus any applicable rules of the Commission." 24
The Board recognizes that the applicable standards refer to the role of interpretive publications, including auditing guidance in Audit and Accounting Guides
21

See letters from Certain Members of Congress and the Financial Services Institute.
See letter from the Financial Services Institute.
23
See Bachus-Garrett letter; letter from Certain Members of Congress.
24
Exchange Act Rel. No. 62991 (September 24, 2010). The release includes a footnote, immediately following the phrase "auditing standards generally accepted in the United States of America"
quoted above, that reads "Audit and attestation standards established by the AICPA." The release
also notes that "[m]any parts of Commission rules and staff guidance related to obligations of brokers
and dealers refer to GAAS and contain requirements for audits to be conducted in accordance with
GAAS." Id. at 2 n.5 (citing, e.g., Rule 17a-5(g)(1) under the Exchange Act).
22
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published by the American Institute of Certified Public Accountants ("AICPA"),
and that the AICPA publishes an Audit and Accounting Guide on Brokers and
Dealers in Securities. The standards state that such publications "are not auditing standards" but are "recommendations on the application of the [auditing standards] in specific circumstances, including engagements for entities in
specialized industries."25 The standards also provide, however, that the auditor "should be aware of and consider" applicable interpretive publications and
that an auditor who does not apply the applicable interpretive guidance "should
be prepared to explain how he or she complied with the [auditing standards]
addressed by" the guidance.26
In assessing compliance during an interim inspection program, the Board will
take appropriate account of the interpretive guidance and the fact that the
current standards encourage reliance on the guidance. The Board anticipates
that an important benefit of an interim inspection program will be to afford the
Board a broad view of what actual practice has been in light of the guidance.
In addition, the Board expects that the rules and standards governing brokerdealer audits will evolve during the interim inspection program. The requirement today for brokers and dealers to include audited financial statements in
the annual reports they make with the Commission derives from Commission
Rule 17a-5 under the Exchange Act, Reports to be Made by Certain Brokers
and Dealers ("Rule17a-5"). That rule requires, among other things, that the
audit include a review of the accounting system, a review of the internal accounting control and procedures for safeguarding securities, and all procedures
necessary to enable the auditor to express an opinion on the following:

•

the statements of financial condition, results of operations, and
cash flows;

•

the computation of net capital pursuant to Rule 15c3-1 under the
Exchange Act;

•

the computation for determination of reserve requirements pursuant to Exhibit A to Rule 15c3-3 under the Exchange Act; and

•

information relating to the possession or control requirements
under Rule 15c3-3.27

The Commission has announced its intention to propose amendments to update
Rule 17a-5.28
The Board also has authority to establish, subject to approval by the Commission, professional standards and rules applicable to audits of brokers and dealers. The Board intends to adopt such standards, and related rules,29 informed at
least in part by information gathered early in the interim inspection program.
In particular, the Board is evaluating whether to issue or amend auditing or
25

Statement on Auditing Standards No. 98, AU § 150.05.
Statement on Auditing Standards No. 95, AU § 150.06.
27
See generally Letter of November 18, 2010, from Robert W. Cook, Director, Commission's Division of Trading and Markets, and James L. Kroeker, Chief Accountant, Commission's Office of the
Chief Accountant, to AICPA Stockbrokerage and Investment Banking Expert Panel (available on the
Commission's web site at http://sec.gov/news/whatsnew/wn111810.shtml).
28
See Exchange Act Rel. No. 62991 (September 24, 2010).
29
Current Board rules applicable to the conduct of audits are typically framed in terms of audits
of issuers, either specifically or by incorporating other terms that are defined by reference to issuers.
This should not be understood generally to mean, however, that none of the Board's current rules
apply to registered public accounting firms that audit brokers or dealers. For example, firms that are
registered with the Board solely because they audit brokers or dealers have the same obligations as
issuer auditors to comply with Board rules on annual and special reporting (Rules 2200-2207).
26
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attestation standards to provide specific procedures regarding the regulatory
reports required under SEC Rule 17a-5, such as, among other things, the reports on internal accounting controls and on the procedures for safeguarding
customer funds and securities, and the computation of net capital.30 The Board
anticipates that relevant PCAOB standards and rule amendments, if approved
by the Commission to supplant the currently applicable standards, will eventually take effect for audits that will be subject to review as part of, though near
the end of, the interim inspection program.

C. Processes Relating to Inspectors’ Firm-Specific
Observations
As with any Board inspection, the inspection procedures will involve PCAOB
inspectors identifying audit deficiencies and bringing them to the firm's attention with the expectation that the firm will address the deficiencies and take
steps to avoid future such deficiencies. The Board may report to the Commission
and to certain other authorities (including the Financial Industry Regulatory
Authority ("FINRA")) information suggesting violations of law or rules, including by brokers and dealers.31 In addition, if appropriate, information obtained
through the interim program may lead the Board to commence an investigation or disciplinary proceeding concerning the conduct of a registered public
accounting firm or associated persons of such firms.32
A few commenters requested clarification on how the Board will bring deficiencies to the firm's attention and what the Board's expectations would be for the
firm to address the issues.33 Two of those commenters suggested that the Board
address that point in the text of the rule.34
The details of the process are subject to variation in light of circumstances in
any inspection, but, in general, the Board anticipates that communications with
firms will follow a course similar to that in inspections of auditors of issuers.
That process is not the subject of a rule in the context of issuer audits, nor is it
covered by Rule 4020T adopted today.
PCAOB inspectors may at any time discuss issues with the audit engagement
team or other representatives of the firm. When PCAOB inspectors identify
what appears to them to be a potentially significant issue, they typically describe their observations in a written comment provided to the firm. The firm
then has an opportunity to respond in writing and describe its perspective on

30
See Broker-Dealer Audit Considerations (PCAOB Staff Briefing Paper for the Board's Standing
Advisory Group) (July 15, 2010) at 4 (available on the Board's web site at http://pcaobus.org/News/
Events/Pages/07152010_SAGMeeting.aspx).
31
See Section 104(c) of the Act and PCAOB Rule 4004; see also Sections 104(b)(4)(B)(ii) and
105(b)(5)(B)(ii)(V) of the Act.
32
In connection with this point, Rule 4020T(b) provides that the terms "audit," "audit report," and
"professional standards," when used in the Board's rules on investigation and adjudications or in Rule
3502 on contributing to violations, have the meaning provided in the amended definitions in Section
110 of the Act, rather than the meaning provided in the original definitions in the Act and PCAOB
Rule 1001. This makes clear that the Board's enforcement rules—which encompass, among other
things, "the provisions of the securities laws relating to the preparation and issuance of audit reports
and the obligations and liabilities of accountants with respect thereto"—encompass the obligations of
auditors with respect to audit reports for brokers and dealers, such as those obligations are set out
in Rule 17a-5. The Board intends separately to propose comprehensive conforming amendments to
align all of its existing rules, including the definitions of terms, with the Dodd-Frank amendments.
33
See letters from the Center for Audit Quality, McGladrey & Pullen, LLP, and KPMG LLP.
34
See letters from the Center for Audit Quality and McGladrey & Pullen, LLP.
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any aspect of the inspection observation. Firm responses to written comments
are carefully considered and, depending upon the circumstances, may result in
further dialogue to clarify issues.
In the issuer audit inspection context, this process culminates in a draft inspection report provided to the firm, followed by a final inspection report. In the
absence of unusual circumstances, however, the interim program process will
not include firm-specific inspection reports. Instead, in cases where a firm has
provided written responses, inspection staff will provide the firm with feedback
describing the inspection staff's views after having considered the response.
The formality of that feedback may vary with the circumstances; but in any
case in which the firm has provided a written response to a comment the firm
will have an opportunity to discuss with the inspection team the inspection
team's view of the issues in light of the firm's response.35
The proposing release included references to the possibility of firm-specific inspection reports during the interim program.36 Commenters sought clarification on what they saw as a tension between references to that possibility and
the statement in the proposing release that the Board would expect results of
inspection procedures performed under the interim program to be included in
firm-specific reports, if at all, only after rules for a permanent program take
effect.
The Board intends for inspection procedures performed on a firm as part of the
interim program to constitute a foundational portion of the first inspection of the
firm's audit practice related to brokers and dealers, which would be completed
after a permanent program is established. This means that, for firms that audit
brokers or dealers but not issuers, the Board does not expect to issue a firmspecific inspection report unless and until a permanent program replaces the
interim program, the firm is included in the scope of the permanent program,
and the firm has been inspected under the permanent program.37 Unusual
circumstances, however, could give rise to exceptions. As a precaution in light
of that possibility, the Board has incorporated in the final version of Rule 4020T
the provisions of PCAOB Rule 4007, Procedures Concerning Draft Inspection

35
As in the case of inspection observations that appear in inspection reports, the Board would
expect a firm to respond to such notice of an apparent audit deficiency by assessing the firm's present
ability to support its previously expressed opinion (including performing additional procedures if
necessary) and taking appropriate action in accordance with standards and rules if the firm determines
that it cannot support its previously expressed opinion. To the extent that inspection observations
suggest potential defects in a firm's system of quality control, the Board expects that a firm would
take the initiative to improve its quality control policies and procedures, even in the absence of a
firm-specific inspection report (and the corresponding inapplicability of PCAOB Rule 4009).
36
The proposing release stated that nothing in the temporary rule "would necessarily preclude
the Board from issuing a firm-specific inspection report on, or including, inspection observations from
the interim program before a permanent program takes effect." Proposing release at 11, n.21. The
proposing release also noted that inspection procedures performed in the interim program would be
carried out in accordance with, and subject to, the provisions of Section 104 of the Act, including provisions concerning a firm's opportunities to respond to a draft inspection report and to seek Commission
review of certain matters in a final inspection. See proposing release at 6, n.10.
37
While the interim program is in place, a Board inspection of a firm that performs audit work
for issuers and for brokers or dealers would include the full, regular inspection—including the firmspecific inspection report—of the firm's issuer practice. Such an inspection could also include inspection
procedures under the interim program with respect to the firm's broker and dealer practice. As with
firms that audit brokers or dealers but not issuers, the Board, absent unusual circumstances, would
not incorporate any evaluation of the firm's broker and dealer practice into the public portion of a
firm-specific report before the report on the first inspection of the firm that occurs after a permanent
program takes effect and would not include observations from the interim program procedures in the
nonpublic portion of any such report.
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Reports, PCAOB Rule 4008, Procedures Concerning Final Inspection Reports,
and PCAOB Rule 4009, Firm Response to Quality Control Defects.38
Commenters expressed concern about including observations from the interim
inspection program in a firm-specific inspection report that may be issued years
later, after the permanent program is established and after the relevant standards and rules, as well as the firm's practices, may have changed. The commenters urged the Board to reconsider including observations from interim
program procedures in the first firm-specific report.39 These commenters also
requested clarification on whether the eventual report would present cumulative findings or deficiencies observed.
During the interim program, the Board will be obtaining a broad view of practice
related to audits of brokers and dealers under current standards and interpretive guidance, and at the same time the standards and rules applicable to the
audits will be evolving. Having both that broad view and the new standards as
a foundation will be helpful to making consistent and meaningful evaluations
of the types of quality control issues that, going forward, firms need to address
in their practices related to audits of brokers and dealers. It is possible that
observations from interim program procedures will be relevant to the Board's
inspection-related dialogue with a particular firm—though not necessarily with
every firm—even after standards and rules have changed, and it may be appropriate for aspects of those observations to be included in the first inspection
report that addresses the firm's audit practice related to audits of brokers and
dealers. The Board does not contemplate that firms' first reports will routinely
serve as historical records of all observations from interim program procedures.
Depending on the circumstances, however, aspects of some observations may
retain their relevance to an assessment of audit quality issues at a particular
firm even at the time of the first report, and those aspects may be discussed in
a report. If that occurs, the Board intends that the report will make clear the
timing of the original inspection observation at issue.

D. General Reports During the Inspection Period
The temporary rule provides that the Board will publish a report on the interim program no less frequently than every twelve months, beginning twelve
months after the date the rule takes effect and continuing until rules for a
permanent program take effect. Each report will describe the progress of the
interim program and any significant observations that either may bear on the
Board's consideration of a permanent program or the publication of which may
otherwise be appropriate to protect the interests of investors or to further the
public interest. As is typical of Board inspection reports, consistent with restrictions imposed by the Act,40 the reports will not identify brokers or dealers
the audits of which are the subject of observations described in the report. As
is also typical of general Board reports collecting observations from numerous
inspections, the reports will not identify the registered public accounting firm
or firms to which the observations relate.
38
Rule 4007 was not incorporated in the version of Rule 4020T that the Board proposed, and
commenters noted the discrepancy between the omission of a provision incorporating Rule 4007 and
the proposing release's references to the possibility of firm-specific inspection reports. To fully address
that discrepancy, the Board has also incorporated Rules 4008 and 4009 in the final version of Rule
4020T.
39
See letters from the Center for Audit Quality, McGladrey & Pullen, LLP, and KPMG LLP.
40
See Section 105(b)(5)(A) of the Act; See Statement Concerning the Issuance of Inspection
Reports, PCAOB Release No. 104-2004-001 (August 26, 2004) ("Statement Concerning Inspection
Reports") at 4-6.
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Commenters supported the Board's proposal to publish a report at least annually on the progress of the interim inspection program.41 Some commenters
suggested that the Board include in the report sufficient details on the nature
and types of brokers and dealers inspected and group the inspection observations based on these classifications to help public accounting firms understand
the specific issues identified in the report.42 The Board will take those suggestions into consideration when preparing the progress reports.

E. Voluntary Cooperation
When Rule 4020T takes effect, cooperation with Board inspection procedures
under the interim program will be mandatory for registered firms and their associated persons. The proposing release also noted, however, that even before
the rule takes effect, the Board might conduct relevant procedures with the voluntary cooperation of certain firms. Two commenters inquired about the Board's
expectations for voluntary cooperation.43 Specifically, commenters sought clarification on whether the procedures with which the Board may request voluntary
cooperation would include actual inspections of audits of brokers and dealers or
be limited in scope. These commenters also requested information on the timing of the voluntary cooperation and the identity of registered public accounting
firms expected to cooperate voluntarily.
The proposing release was not alluding to any expectation for particular firms to
cooperate voluntarily, or to a view that there is a particular scope of procedures
to which firms should voluntarily consent. The Board's ongoing inspections of
auditors of issuers include inspections of some firms that audit brokers and
dealers in addition to issuers. During regular inspections of any such firm's
issuer audit practice before Rule 4020T takes effect, inspection staff may discuss
with the firm the possibility of the firm submitting voluntarily to inspection
procedures concerning its audit practice related to brokers and dealers. The
Board does not contemplate discussing the possibility of voluntary cooperation
with any firm that the Board is not otherwise inspecting because of the firm's
issuer audit practice.

F. Duration of the Interim Program
If the Commission approves Rule 4020T, the Board anticipates carrying out
procedures under the interim program until rules for a permanent program
take effect. The Board anticipates being in a position to propose rules for a
permanent program by 2013.
On the 14th day of June, in the year 2011, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
June 14, 2011
Appendix—Amendments to Board Rules

41
42
43

See letters from Center for Audit Quality, Grant Thornton LLP, and KPMG LLP.
See letters from the Center for Audit Quality and KPMG LLP.
See the letters from the Center for Audit Quality and KPMG LLP.
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Appendix—Amendments to Board Rules
The Board amends Section 1 of its rules by adding notes following Rules
1001(a)(v), 1001(a)(vi), and 1001(p)(vi), and Section 4 of its rules by adding
Rule 4020T. The text of the notes and Rule is set out below.
RULES OF THE BOARD
SECTION 1. GENERAL PROVISIONS
***

Rule 1001. Definitions of Terms Employed in Rules
***
(a)(v) Audit
***
Note: Effective [insert effective date of Rule 4020T], pursuant to Rule 4020T,
when used in Rule 3502, Section 5 of the Rules of the Board, or the definition of
"disciplinary proceeding" in Rule 1001(d)(i), the term "audit" has the meaning
provided in Section 110 of the Act.

(a)(vi) Audit Report
***
Note: Effective [insert effective date of Rule 4020T], pursuant to Rule 4020T,
when used in Rule 3502, Section 5 of the Rules of the Board, or the definition
of "disciplinary proceeding" in Rule 1001(d)(i), the term "audit report" has the
meaning provided in Section 110 of the Act.

***
(p)(vi) Professional Standards
***
Note: Effective [insert effective date of Rule 4020T], pursuant to Rule 4020T,
when used in Rule 3502, Section 5 of the Rules of the Board, or the definition of
"disciplinary proceeding" in Rule 1001(d)(i), the term "professional standards"
has the meaning provided in Section 110 of the Act.

***
SECTION 4. INSPECTIONS
***

Rule 4020T. Interim Inspection Program Related to Audits of Brokers
and Dealers
(a) Purposes of Interim Inspection Program
This rule provides for an interim program of inspection in connection with
audits of brokers and dealers in order, among other things—
(1)

to assess the degree of compliance of registered public accounting
firms and their associated persons with the Act, the Board's rules,
the Commission's rules, and professional standards in connection
with the performance of audits, issuance of audit reports, and
related matters involving brokers and dealers;
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(2)

to inform the Board's consideration, in connection with establishing a permanent program of inspection to assess the matters described in paragraph (1), of—
(i) whether to differentiate among classes of brokers and dealers;
(ii) whether to exempt any category of public accounting firms;
and
(iii) the establishment of minimum inspection frequency
schedules.

(b) Definitions
When used in this rule, the term "interim program," means the interim program of inspection described in paragraph (c). When used in this rule, Rule
3502, Section 5 of the Rules of the Board, or the definition of "disciplinary proceeding" in Rule 1001(d)(i), the terms "audit," "audit report," and "professional
standards" have the meaning provided in Section 110 of the Act.
(c) Interim Program of Inspection
On an interim basis, the Board shall conduct a program of inspection, for the
purposes described in paragraph (a), that may include inspection procedures to
assess the policies, practices, and procedures of any registered public accounting
firm related to the performance of audits or the issuance of audit reports for
any broker or dealer after July 21, 2010 and related matters involving brokers
and dealers. The provisions of Rules 4000(b), 4000(c), 4004, 4006, 4007, 4008,
4009 and 4010 shall apply to the interim program.
(d) Reporting
No less frequently than every twelve months, beginning twelve months after the
date this rule takes effect and continuing until rules for a permanent program
of inspection in connection with audits of brokers and dealers take effect, the
Board will publish a report that describes the progress of the interim program,
including data about the number of registered public accounting firms and
the number of broker or dealer audits that have been subjected to inspection
procedures and any significant observations from those procedures.
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PCAOB Release No. 2011-002

Board Funding: Final Rules for Allocation of
the Board’s Accounting Support Fee Among
Issuers, Brokers, and Dealers, and Other
Amendments to the Board’s Funding Rule
PCAOB Release No. 2011-002
June 14, 2011
PCAOB Rulemaking
Docket Matter No. 033

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or the "Board") is adopting amendments to its funding rules to provide for the equitable allocation and assessment among brokers and dealers
of an appropriate portion of the accounting support fee established under the
Sarbanes-Oxley Act of 2002, as amended by the Dodd-Frank Wall Street Reform
and Consumer Protection Act. The amendments also make certain revisions to
the Board's existing rules for the allocation and assessment among issuers of
an appropriate portion of the accounting support fee. The funding rules are in
Section 7 of the PCAOB Rules and related definitions are in PCAOB Rule 1001.
Certain issuers, brokers, dealers, and registered accounting firms are affected
by the amendments to the Board's funding rules. The amendments will take
effect upon approval by the U.S. Securities and Exchange Commission ("SEC"
or "Commission").

Board Contacts
Robert E. Burns, Associate General Counsel (202/207-9153, burnsr@
pcaobus.org); Nina Mojiri-Azad, Assistant General Counsel (202/207-9035, mojiriazadn@pcaobus.org); or Annie Braswell, Manager of Accounting (202/2079223, braswella@pcaobus.org).
*****

I. Introduction
Section 109 of the Sarbanes-Oxley Act of 2002 (the "Sarbanes-Oxley Act"), as
originally enacted, provided that funds to cover the Board's annual budget
(less registration and annual fees paid by public accounting firms1 ) would be

1
Section 102(f) of the Sarbanes-Oxley Act, states that registered public accounting firms shall pay
fees sufficient for the Board to recover the costs of processing and reviewing registration applications
and annual reports.
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collected from issuers2 based on each issuer's relative average, monthly equity
market capitalization.3 The amount due from issuers was referred to as the
Board's "accounting support fee."
Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act4 (the "Dodd-Frank Act") granted the Board oversight of the audits of brokers and dealers registered with the Commission.5 To provide funds for the
Board's oversight of those audits, the Dodd-Frank Act amended Section 109
of the Sarbanes-Oxley Act to require that the Board allocate a portion of the
accounting support fee among brokers and dealers, or classes of brokers and
dealers, based on their relative "net capital (before or after any adjustments)."6
Accordingly, on December 14, 2010, the Board published for public comment
proposed amendments to its funding rules to provide for a portion of the accounting support fee to be allocated among brokers and dealers with average,
quarterly tentative net capital of greater than $5 million.7
In addition to the proposals related to brokers and dealers, the Board proposed
amendments to its funding rules with respect to the allocation of the accounting
support fee among issuers. The Board proposed amendments to revise the basis
for calculating an issuer's market capitalization to include the market capitalization of all classes of the issuer's voting and non-voting common equity. The
Board also proposed to increase the average, monthly market capitalization
thresholds in the funding rules for classes of equity issuers and investment
companies. Further, based on eight years' experience administering the funding process, the Board proposed technical amendments to the funding rules.
The Board sought comment on all aspects of the proposed rules. The Board
received eight comments in total, consisting of four comments from accounting
firms, two from associations of accountants or auditors, one from an organization representing independent broker-dealers, and one from a small broker
and dealer. Generally, commenters supported the amendments. Accordingly,
the rules are being adopted as proposed. Comments from auditing firms and
an organization of auditing firms, however, raised issues with one funding rule
related to procedures designed to assure collection of the accounting support
fee from issuers, brokers, and dealers. For the reasons discussed below, that
rule also is being adopted as proposed.
The appendix to this release presents the amendments as incorporated into the
Board's rules.

2
Section 2(a)(7) of the Sarbanes-Oxley Act and PCAOB rules define "issuer" to mean an issuer
(as defined in Section 3 of the Securities Exchange Act of 1934 ("Exchange Act")), the securities of
which are registered under Section 12 of the Exchange Act, or that is required to file reports under
Section 15(d) of the Exchange Act, or that files or has filed a registration statement that has not yet
become effective under the Securities Act of 1933, and that it has not withdrawn. See PCAOB Rule
1001(i)(iii).
3
Section 109(g) of the Sarbanes-Oxley Act.
4
Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).
5
For information regarding the audit of brokers' and dealers' financial statements and examination of reports regarding compliance with Commission requirements, see generally Rule 17a-5 under
the Exchange Act and related SEC rules and forms.
6
Sections 109(d)(2) and 109(h) of the Sarbanes-Oxley Act, which state, in part, that amounts
due from brokers and dealers "shall be in proportion to the net capital of the broker or dealer (before
or after any adjustments)."
7
PCAOB Release No. 2010-009, Board Funding: Proposal for Allocation of the Board's Accounting
Support Fee Among Issuers, Brokers, and Dealers, and Other Amendments to the Board's Funding Rules
(December 14, 2010); PCAOB Rulemaking Docket Matter No. 033 (the "proposing release").
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II. Brokers and Dealers
As amended by the Dodd-Frank Act, Section 109 of the Sarbanes-Oxley Act
requires that the rules of the Board provide for the equitable allocation, assessment, and collection by the Board of the accounting support fee among issuers,
brokers, and dealers, and allow "for differentiation among classes of issuers,
brokers, and dealers, as appropriate."8 This section further provides that "[t]he
amount due from a broker or dealer shall be in proportion to the net capital
of the broker or dealer (before or after any adjustments), compared to the total net capital of all brokers and dealers (before or after any adjustments), in
accordance with rules issued by the Board." 9
Accordingly, the Board is adopting amendments to its funding rules to allocate a
portion of the accounting support fee among brokers and dealers,10 to establish
classes of brokers and dealers for funding purposes, to describe the methods for
allocating the appropriate portion of the accounting support fee to each broker
and dealer within each class, and to address the collection of the assessed share
of the broker-dealer accounting support fee from brokers and dealers.
Pursuant to Section 109(d)(3) of the Sarbanes-Oxley Act, as amended by the
Dodd-Frank Act, the PCAOB is to begin the allocation, assessment, and collection of the accounting support fee from brokers and dealers to fund the first
full fiscal year beginning after the date of the enactment of the Dodd-Frank
Act, which is the Board's 2011 fiscal year. Accordingly, the amendments to its
funding rules for brokers and dealers are effective, subject to approval by the
SEC, for the allocation, assessment, and collection of the accounting support
fee for brokers and dealers in 2011.11

A. The Broker-Dealer Accounting Support Fee
The Report of the Senate Committee on Banking, Housing, and Urban Affairs
that accompanied the legislation that would become the Dodd-Frank Act stated:
The Committee expects that the PCAOB will reasonably estimate the amounts
required to fund the portions of its programs devoted to the oversight of audits
of brokers and dealers, as contrasted to the oversight of audits of issuers, in
deciding the total amounts to be allocated to, assessed, and collected from all
brokers and dealers. . . . Cost accounting for each program is not required.12

In accordance with this expectation, the Board each year will reasonably estimate amounts required to fund the portions of the Board's programs devoted to
the oversight of audits of issuers and the amounts required to fund the portions
of its programs devoted to the oversight of the audits of brokers and dealers.
At the time the Board establishes a total accounting support fee, it also will
8
Section 109(d)(2) of the Sarbanes-Oxley Act. Pursuant to Section 109(e) of the Sarbanes-Oxley
Act, the Financial Accounting Standards Board ("FASB") accounting support fee is to be allocated
among issuers. Brokers and dealers therefore will not be allocated a portion of the FASB annual
accounting support fee.
9
Section 109(h)(3) of the Sarbanes-Oxley Act.
10
The PCAOB is amending its rules to add definitions of "broker" and "dealer" consistent with the
definitions that the Dodd-Frank Act added to Section 110 of the Sarbanes-Oxley Act. These definitions
incorporate the definition of "broker" in Section 3(a)(4) of the Exchange Act and "dealer" in Section
3(a)(5) of the Exchange Act, but only include those brokers or dealers that are required to file a balance
sheet, income statement, or other financial statement certified by a registered public accounting firm.
See Sections 110(3) and (4) of the Sarbanes-Oxley Act.
11
The Board expects that the initial allocation, assessment, and collection of the accounting
support fee for brokers and dealers will take place during the fall of 2011.
12
S. Rep. No. 176, 111th Cong., 2d Sess. (April 30, 2010) at 154.
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allocate the respective portions of the total accounting support fee among issuers (the "issuer accounting support fee") and among brokers and dealers (the
"broker-dealer accounting support fee"). In accordance with Section 109(b) of
the Sarbanes-Oxley Act, the Board's budget, which includes the total accounting support fee and the portion of the total accounting support fee to be allocated
to issuers and the portion to be allocated to brokers and dealers, is subject to
the Commission's approval.

B. Classes of Brokers and Dealers
The Board is establishing classes of brokers and dealers for funding purposes
to allow for the equitable distribution of the accounting support fee. Establishing classes allows the Board to allocate the broker-dealer accounting support
fee to those brokers and dealers whose audits, due to their relative size and
complexity, may require more Board time and resources during an inspection
than other audits of brokers and dealers with relatively small and less complex
operations.
Further, because Section 109 requires that allocations be based on a broker's or
dealer's net capital "before or after any adjustments," the Board is basing the
classes of brokers and dealers on the average "tentative net capital" reported at
the end of the calendar quarters during the previous calendar year. "Tentative
net capital" is defined in the Board's rules to have the same meaning that the
term has in Rule 15c3-1(c)(15) under the Exchange Act.13 This definition generally provides that the "tentative net capital" of a broker or dealer is its net
capital before deducting certain securities haircuts and changes in inventory
used in calculating the broker's or dealer's net capital. Because the investment
decisions made by a broker or dealer can influence the amount of these deductions and thus influence the net capital calculation, "tentative net capital" may
be a more consistent basis for allocation of the broker-dealer accounting support
fee. Both net capital and tentative net capital amounts are reported by brokers
and dealers on their quarterly FOCUS reports filed on Form X-17A-5.14
In considering the effect of this measurement criterion at the proposal phase,
the Board reviewed the tentative net capital of 4,656 brokers and dealers as
of the third and fourth quarters of 2009 and the first and second quarters of
2010.15 Registered brokers and dealers had average, quarterly tentative net
capital amounts for the four quarters ranging up to approximately $15.8 billion. Thirty-three brokers and dealers, however, held approximately 80.1% of
the total average, quarterly tentative net capital maintained by all 4,656 brokers and dealers. In addition, only 120 brokers and dealers each had average,
quarterly tentative net capital in excess of $100 million, 452 brokers and dealers each had average, quarterly tentative net capital in excess of $10 million,
and 638 brokers and dealers had average, quarterly tentative net capital in
excess of $5 million. The Board has reviewed the tentative net capital of 4,750
brokers and dealers as of the four calendar quarters of 2010 and noted no significant differences with amounts reviewed during the proposal phase of this
project.
13
"Tentative net capital" is the net capital of a broker or dealer before certain adjustments. See
Rule 15c3-1(c)(15) under the Exchange Act.
14
See generally, Rule 17a-5 under the Exchange Act. The tentative net capital and net capital
amounts may be reported in Part I, II, and IIA of the FOCUS report and are unaudited.
15
The data used by the Board for these purposes represents data for brokers and dealers that
(i) are members of Financial Industry Regulatory Authority ("FINRA") and have designated FINRA
as their designated examining authority ("DEA"); or (ii) are members of FINRA and have designated
another self-regulatory organization as their DEA but file FOCUS information with FINRA on a
voluntary basis.
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Approximately 86.3% of the brokers and dealers included in the statistics reviewed by the staff have average, quarterly tentative net capital of less than
$5 million. At the same time, the total average, quarterly tentative net capital
for all brokers and dealers in that group was approximately 1.1% of the total
average, quarterly tentative net capital for all brokers and dealers. Conversely,
approximately 13.7% of all brokers and dealers have approximately 98.9% of
the total average, quarterly tentative net capital.
Based on the above analysis, which illustrates the significant number of brokers
and dealers with average, quarterly tentative net capital of less than $5 million,
the Board is establishing two classes of brokers and dealers for purposes of the
accounting support fee: (1) those with average, quarterly tentative net capital
greater than $5 million and (2) those with average, quarterly tentative net
capital less than or equal to $5 million or not filing audited financial statements
pursuant to a Commission rule or other action of the Commission or its staff
(sometimes referred to as a "$5 million threshold" in this release).16 The average
would be based on the tentative net capital as of the end of the calendar quarters
of the calendar year immediately prior to the Board's calculation of the brokerdealer accounting support fee.17

C. Allocation of the Broker-Dealer Accounting Support Fee
Consistent with Section 109 of the Sarbanes-Oxley Act, the PCAOB funding
rules being adopted today allocate to brokers and dealers in the class with
average, quarterly tentative net capital greater than $5 million a share of the
broker-dealer accounting support fee based on a ratio where the numerator
is the average, quarterly tentative net capital of the broker or dealer for the
calendar quarters of the immediately prior calendar year and the denominator
is the sum of the average, quarterly tentative net capital of all the brokers and
dealers in this class.
Under the funding rules being adopted today, brokers and dealers with average,
quarterly tentative net capital equal to or less than $5 million will be allocated
a share of the broker-dealer accounting support fee equal to zero.18 The Board
chose the $5 million tentative net capital threshold because it was concerned

16
Brokers or dealers with larger tentative net capital amounts may be "clearing" or "carrying"
brokers and dealers rather than "introducing" brokers and dealers. Because of the nature of their
businesses, audits of the compliance reports for clearing or carrying brokers and dealers may require
more testing and documentation than audits of introducing brokers and dealers. PCAOB inspections of
audits of brokers' and dealers' financial statements and examinations of reports regarding compliance
with Commission and regulatory requirements of brokers and dealers with larger amounts of tentative
net capital, consequently, may require more Board resources.
17
Brokers and dealers generally file quarterly reports within 17 business days after the end of
the calendar quarter. See, for example, Rules 17a-5(a)(2)(ii) and (iii) under the Exchange Act.
18
Assigning a broker or dealer a share of the accounting support fee equal to zero when its
average, quarterly tentative net capital is equal to or less than $5 million does not affect the Board's
oversight of the audits of that broker or dealer. The Dodd-Frank Act amendments to the SarbanesOxley Act state that if the Board establishes a program of inspection for audits of brokers and dealers,
it shall consider whether differing inspection schedules are appropriate for auditors of brokers or
dealers that do not receive, hold, or handle customer securities, and that the Board may exempt
certain auditors from its inspection program and, consequently, from registration with the Board. See
Section 104(a)(2) of the Sarbanes-Oxley Act. Any Board decisions in these matters would be made only
after additional rulemakings specific to the Board's inspection and registration programs for auditors
of brokers and dealers and would be subject to Commission approval. If the Board decides at a later
time that auditors of certain groups of brokers or dealers are exempt from the Board's inspection
program and, therefore, eligible to withdraw from registration with the PCAOB, no share or portion
of any accounting support fee paid by any broker or dealer would be refundable.
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that, due to the concentration of the industry's aggregate tentative net capital
among relatively few brokers and dealers, the allocation of the broker-dealer
accounting support fee below the $5 million threshold could impose a relatively
costly administrative burden on many smaller brokers and dealers. At the same
time, based on the Board's analysis, allocating a share of the broker-dealer accounting support fee equal to zero to such small entities should have a negligible
effect on the share of the broker-dealer accounting support fee allocated to the
larger brokers and dealers.
For example, based on the data for the third and fourth quarters of 2009 and the
first and second quarters of 2010, assuming a broker-dealer accounting support
fee of $15 million,19 if no average, quarterly tentative net capital threshold was
applied, 1,557 brokers and dealers would be allocated a share of the brokerdealer accounting support fee of $100 or more.20 The aggregate share of the
broker-dealer accounting support fee allocated to brokers and dealers with average, quarterly tentative net capital of $5 million or less, however, would be
$141,700, representing 0.9% of the assumed $15 million broker-dealer accounting support fee.
Under the $5 million threshold, assuming a broker-dealer accounting support
fee of $15 million, approximately 638 brokers and dealers would be allocated
a share of the broker-dealer accounting support fee. Under this threshold, 919
fewer brokers and dealers are allocated a share of the broker-dealer accounting support fee. In addition, under the $5 million threshold, the share of the
broker-dealer accounting support fee assessed to brokers and dealers with average, quarterly tentative net capital less than $45 million (but above the $5
million threshold) would be the same as under the no threshold scenario discussed above.21 The share of the broker-dealer accounting support fee assessed
to brokers and dealers with average, quarterly tentative net capital greater
than $45 million under the $5 million threshold would increase by less than
2.0% of the assessed share of the fee under the no threshold scenario.
Because the accounting support fee will be divided into an issuer accounting
support fee and a broker-dealer accounting support fee, it is possible that affiliated entities may be allocated separate shares of both the issuer and brokerdealer accounting support fees. For example, if an issuer has one or more broker
or dealer subsidiaries, the issuer may be allocated a share of the issuer accounting support fee and each broker or dealer subsidiary may be allocated a share of
the broker-dealer accounting support fee. The allocations are designed to support oversight programs tailored to the audits of different types of entities. The
issuer is responsible for payment of the allocated share of the issuer accounting
support fee and each broker-dealer subsidiary is responsible for payment of its
allocated share of the broker-dealer accounting support fee.

19
On November 23, 2010, the Board approved its 2011 budget, which included a total accounting
support fee of approximately $202.3 million. The allocated portion of the total accounting support
fee to brokers and dealers, which is referred to as the broker-dealer accounting support fee, was
approximately $14.4 million for 2011. There is no assurance that future broker-dealer accounting
support fees will be the same as the 2011 broker-dealer accounting support fee.
20
The allocated share for each of the remaining 3,099 brokers and dealers would be less than
$50 and, therefore, under the Board's rules rounded down to zero. See PCAOB Rule 7103(a).
21
The allocated share of the broker-dealer accounting support fee for 48 out of 441 brokers
and dealers with average, quarterly tentative net capital between $5 million and $45 million may
increase by $100 because the additional allocated amount would result in the unrounded allocated
share being $50 more than a multiple of $100 and, therefore, under the Board's rules rounded up to
the nearest $100. See PCAOB Rule 7103(a). For a more detailed discussion of the Board's analysis,
see the proposing release.
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D. Collection
The Board is adopting amendments to its rules regarding the assessment and
collection of the accounting support fee to include appropriate references to
brokers and dealers.
Currently, if a share of the accounting support fee allocated to an issuer is pastdue 22 and the issuer has not filed a petition with the Board seeking correction
of its assigned share, then, with certain exceptions, no registered public accounting firm is permitted to sign an unqualified audit opinion with respect to
that issuer's financial statements or to sign a consent to the use of prior audit
opinions for that issuer. The same concept is being extended to brokers and
dealers in that no registered public accounting firm is permitted to sign an audit report or a document, report, notice, or other record concerning procedures
or controls for a broker or dealer if its share of the broker-dealer accounting
support fee is past-due and no petition for correction has been filed. In addition, for issuers with one or more broker or dealer subsidiaries, if the share of
the accounting support fee allocated either to the issuer or any of its broker or
dealer subsidiaries is past due and no petition for correction has been filed with
respect to that share, no registered public accounting firm may sign an audit
report for that issuer.
As explained in the proposing release, to avoid unnecessarily preventing issuers
from timely access to the capital markets, the funding rules contain a limited
exception to this prohibition on the signing of audit reports and the issuance
of consents. The exception was originally adopted because an issuer may have
a past-due share of the accounting support fee at a time when, in order to
access or preserve its ability to access the capital markets in a timely manner,
the issuer needs to submit a report to, or make a filing with, the Commission
and the issuer must include an auditor's opinion or consent in that report or
filing. If circumstances cause an issuer to rely upon the exception, however,
the funding rules have required the issuer to submit an electronic notice to
the Board no later than the next business day after the filing is made with the
Commission.23 The rule limits the use of the exception to a single 15 business
day period beginning on the earlier of the date of the filing with the Commission
or the date of the notice to the Board.
The Board is extending this exception so that it will be available when brokers
and dealers, including brokers or dealers that are subsidiaries of issuers, have
an outstanding past-due share of the accounting support fee. Under the rules
being adopted today, therefore, if the conditions of the rule are met, a registered
public accounting firm may sign an unqualified audit opinion or provide a consent to the use of a previously issued audit report with respect to the financial
statements of not only an issuer but also a broker or dealer even though the
issuer, broker, dealer, or a broker or dealer subsidiary of an issuer, has outstanding a past-due share of the accounting support fee and has not filed a petition
for correction. For example, if a broker subsidiary of an issuer has an outstanding past-due share of the broker-dealer accounting support fee, and the broker
22
Pursuant to PCAOB Rule 7104(a), payment is due 30 days after the notice setting forth the
allocated share of the accounting support fee to the issuer is sent. Under the Board's current rules, the
"notice" referenced in Rule 7104(a) relates to the document sent by the Board setting forth an entity's
share of the accounting support fee under Section 109 of the Sarbanes-Oxley Act and the Board's
funding rules. The Board is adopting amendments to replace the term "notice" with "invoice" in its
funding rules so as not to cause any confusion with the definition of "audit" and "audit report," which
both now contain a reference to "notice."
23
See PCAOB Release No. 2003-02, Amended SEC Filing Form 19b-4 (June 30, 2003). As discussed elsewhere in this release, the Board is amending this rule to require that the notice be filed by
the registered public accounting firm instead of the issuer.
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subsidiary needs an audit report in order to submit a report to, or make a filing
with, the Commission, then, provided the specific conditions in Rule 7104(b)
are met, the subsidiary's registered public accounting firm is permitted to sign
an unqualified audit opinion with respect to that broker subsidiary's financial
statements or issue a consent to include an audit report issued previously.
Under the terms of the rule, however, the exception may be invoked only once
with respect to any share of the accounting support fee that a broker or dealer is
assessed in a given year.24 Accordingly, using the example above, the exception
could not be invoked again with respect to the outstanding broker-dealer accounting support fee balance if the broker's issuer parent later needs an audit
report in order to submit a report to, or make a filing with, the Commission.
The outstanding broker-dealer accounting support fee balance would have to
be paid before the issuer parent's registered public accounting firm signs an
unqualified audit opinion or issues a consent to include an audit report issued
previously with respect to that issuer's financial statements. After the brokerdealer accounting support fee is paid, however, the issuer parent could invoke
the exception with respect to an outstanding, past-due share of the issuer's
accounting support fee.
A note added to the funding rules states that for the purposes of the prohibition on signing unqualified audit reports for issuers, brokers, and dealers
with past-due shares of the accounting support fee, the term "audit" means
an examination of the financial statements, reports, documents, procedures,
controls, and notices of any issuer, broker, or dealer by a registered accounting
firm for the purpose of expressing an opinion on the financial statements or
providing an audit report. "Audit report" in these circumstances means a document, report, notice, or other record prepared following an audit performed for
purposes of compliance by an issuer, broker, or dealer with the requirements of
the securities laws and in which the auditor either (i) sets forth an opinion of
the firm regarding the financial statement, report, notice, or other document,
procedures, or controls, or (ii) asserts that no such opinion can be expressed.25
These are the same definitions found in new Section 110 of the Sarbanes-Oxley
Act. These definitions recognize that auditors today not only examine entities'
financial statements but, for larger issuers, auditors also examine internal control over financial reporting, and, for brokers and dealers, auditors further issue
mandated reports under Rule 17a-5 and other applicable regulations.
In addition, consistent with the provisions in the funding rules applicable to
issuers, the revised funding rules provide that if the Board does not receive
payment within 30 days of a broker or dealer being notified of its share of
the accounting support fee, the payment will be deemed past due and interest
will accrue at a rate of 6% per year. If payment is not received by the 90th
day after the original notice was sent, the Board may report the nonpayment
to the Commission or the broker's or dealer's designated examining authority,
which may pursue appropriate disciplinary action in accordance with its rules.26
Section 109(h)(1) of the Sarbanes-Oxley Act, as amended by the Dodd-Frank
Act, provides that "[e]ach broker or dealer shall pay to the Board the annual
accounting support fee allocated to such broker or dealer under this section."
24
See PCAOB Rule 7104(b), which states "[t]his exception to paragraph (b)(1) of this Rule . . .
may not be invoked for more than one such period with respect to any share of the accounting support
fee that the issuer, broker, or dealer is assessed under Rule 7103."
25
In connection with other rulemaking projects, the Board may consider amending its rules to
apply more broadly the definitions of "audit" and "audit report" in Section 110 of the Sarbanes-Oxley
Act. If such rulemaking occurs, the Board may revisit the need for this Note in the funding rules.
26
For issuers, nonpayment of PCAOB accounting support fee would continue to be a violation of
Section 13(b)(2)(C) of the Exchange Act.
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E. Public Comment Process and Board Responses
In response to the proposed rules, the Board received three comment letters
that addressed establishing classes of brokers and dealers and allocating the
broker-dealer accounting support fee. Commenters supported these rules and,
in particular, the proposal to have portions of the fee paid only by brokers and
dealers with at least $5 million in tentative net capital.27
Additional commenters raised issues regarding re-designated Rule 7104(b), Determination of Payment of Accounting Support Fees by Registered Accounting
Firm. This rule is designed to encourage payment of the accounting support
by issuers, brokers, and dealers by prohibiting auditors from signing certain
audit opinions and consents to the use of prior opinions unless the appropriate
fee has been paid to the PCAOB. An exception to this prohibition, however, is
available under specific circumstances. If under the circumstances described
in Rule 7104(b) a registered public accounting firm signs an unqualified audit
opinion or issues a consent to include an audit report issued previously, that
firm must submit a notice to the Board that it and the issuer, broker, or dealer
are relying on the exception.28 The commenters questioned whether the rule
is necessary, opposed shifting the requirement to submit the notice from the
issuer (or broker or dealer)29 to the auditor,30 and one commenter requested
that Note 1 to this rule include the word "solely" to indicate that an auditor
may determine that the fee has been paid solely by obtaining a representation
from management to that effect.31
The Board adopted the predecessor to new Rule 7104(b) in 2003 as part of the
original funding rules. As stated in the adopting release for the funding rules in
2003, the collection measures in the rules are intended to ensure the reliability
of the independent funding source the Sarbanes-Oxley Act provides for the
Board and to promote fairness to all entities allocated a share of the accounting
support fee.32 This rule may be part of the reason collection of the accounting
support fee has worked as intended and the Board has experienced a high
collection rate of the accounting support fee. Accordingly, subject to Commission
approval, the rule will continue to be part of the Board's funding rules.
Some commenters opposed shifting to auditors the requirement to submit a notice to the Board that the exception in Rule 7104(b) has been used and that an
auditor opinion or consent has been signed and filed with the Commission despite non-payment of the accounting support fee. These commenters indicated
that the issuer, and potentially the broker or dealer, should make this submission because (1) it is the issuer (or broker or dealer) that is delinquent with its
share of the fee, (2) it is the issuer (or broker or dealer) that is filing its documents with the Commission, and (3) a process already has been established
with issuers under the existing rule.33 One commenter noted statements in the
proposing release expressing that it is the issuer's circumstances that cause

27
Letters from the National Association of Independent Broker Dealers, Terminus Securities
LLC, and the California Society of Certified Public Accountants.
28
See note 23, supra.
29
The original PCAOB rule applied only to issuers. The amended rule applies to issuers, brokers,
and dealers.
30
See the letters from the Center for Audit Quality; Deloitte & Touche LLP; KPMG LLP;
McGladrey & Pullen, LLP; and PricewaterhouseCoopers LLP.
31
See the letter from Deloitte & Touche LLP.
32
See Board Funding: Establishment of Accounting Support Fee, PCAOB Release No. 2003-003
(April 18, 2003).
33
See the letters from the Center for Audit Quality; Deloitte & Touche LLP; KPMG LLP;
McGladrey & Pullen, LLP; and PricewaterhouseCoopers LLP.
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the use of the exception and that submission of the notice is not a condition
for reliance on the exception and does not affect the validity of the auditor's
opinion or consent. The commenter indicated that given those statements, it is
not appropriate to shift the burden for the notice to the auditor.34
Shifting the responsibility to the auditor to make the submission, however, better aligns the rule with the Board's general oversight authority over registered
public accounting firms. Furthermore, over the past eight years, the Board has
received only a few notices under this rule. A cursory review of SEC filings by
issuers with outstanding accounting support fee balances, however, provides
anecdotal evidence that more notices should have been filed. Such omissions to
file might be due to issuers being relatively unfamiliar with PCAOB rules or
unaware of the potential consequences of not complying with a PCAOB rule.
Auditors should be more familiar with the Board's rules. Also, placing the obligation on auditors to file such notices may make application of the rule more
readily subject to the Board's review. Accordingly, the rule is being adopted as
proposed.
Finally, one commenter asked that the word "solely" be added to Note 1 to
proposed Rule 7104(b) in order to make clear that to satisfy the obligation to
determine that the fee has been paid by the issuer, broker, or dealer, the auditor only has to receive a management representation to that effect.35 While
the Board has said that it is sufficient if an auditor determines an issuer's
payment of the accounting support fee by obtaining a management representation of payment,36 auditors also may determine such payments through other
means. For example, an auditor also may determine an issuer's payment of the
accounting support fee by checking the "List of Issuers with No Outstanding
Past-Due Share of the Accounting Support Fee" that is posted on the Board's
website.37 Adding the word "solely" to the Note could result in some firms mistakenly believing that the Board prefers management representations over
other equivalent means of determining such payments. The rule, therefore, is
being adopted as proposed.

III. Issuers
The Board also is adopting amendments to its existing rules for the allocation,
assessment, and collection of the issuer accounting support fee. The amendments to the issuer funding rules are effective, subject to approval by the Commission, for the allocation, assessment, and collection of the 2012 accounting
support fee for issuers.38

A. Definitions of Market Capitalization and Common Equity
The Board's rules historically have defined the terms "issuer market capitalization" and "market capitalization of an issuer" to be the aggregate market
value of all classes of an issuer's common stock that trade in the United States.
34

See the letter from McGladrey & Pullen, LLP.
See the letter from Deloitte & Touche LLP.
36
See Question 26 of the Frequently Asked Questions—The Accounting Support Fee and
the Funding Process, dated April 22, 2011. The Frequently Asked Questions are located at
http://pcaobus.org/About/Ops/Pages/SupportFeeFAQ.aspx.
37
The list is located at http://pcaobus.org/About/Ops/Documents/Support%20Fee/Issuers_Paid
.pdf.
38
The Board's allocation, assessment, and collection of the accounting support fee for issuers
typically takes place during the first half of the Board's fiscal year.
35
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Determining an issuer's market capitalization based on its outstanding common stock, however, has led to interpretive issues, such as whether an entity's
"common stock" includes limited partnership units or interests, securities convertible into common stock, rights or options to purchase common stock, and
other categories of securities.
To reduce issues regarding the meaning of "common stock" in the Board's rules,
the Board is amending the definition of "issuer market capitalization" and "market capitalization of an issuer" to replace the reference to "common stock" with
a reference to "voting and non-voting common equity." As amended, references
in the Board's rules to an issuer's "market capitalization" are to the issuer's
aggregate market value of all classes of voting and non-voting common equity
traded in the United States.39
The definition of "common equity" being adopted by the Board tracks the definition in Rule 12b-2 under the Exchange Act. As applied by the Board for funding
purposes, the amount of common equity considered in deriving an issuer's market capitalization is based on any class of common stock or equivalent interest,
any beneficial interest in a trust or a limited partnership interest, and any
other security that the Commission, by rule, deems to treat as common equity.

B. Classes of Issuers
The Board also is adopting amendments to the descriptions of the existing
classes of issuers. The funding rules adopted by the Board in 2003 identified
four classes of issuers: (1) equity issuers whose average, monthly market capitalization during the preceding calendar year is greater than $25 million, (2)
investment company issuers (and entities that have elected to be regulated as
business development companies) whose average, monthly market capitalization during the preceding calendar year is greater than $250 million, (3) issuers
that, as of the date the accounting support fee is calculated (i) do not have to
file financial statements pursuant to Commission rule or other action of the
staff of the Commission, (ii) are employee stock purchase, savings, and similar
plans, or (iii) are subject to the jurisdiction of a bankruptcy court and satisfy
the modified reporting requirements of Commission Staff Legal Bulletin No. 2
("SLB No. 2"), and (4) all other issuers.
The Board is amending the description of the classes of issuers in two significant
ways. First, the Board is raising the average, monthly market capitalization
threshold for the first two classes of issuers. Second, the Board is changing the
description of issuers that are subject to the jurisdiction of a bankruptcy court
and satisfy the modified reporting requirements of SLB No. 2.

1. Change in Average, Monthly Market Capitalization Threshold
The Board is adopting amendments that raise the average, monthly market
capitalization threshold during the preceding calendar year for the first class
of issuers from $25 million to $75 million. Equity issuers with a market capitalization between $25 million and $75 million, therefore, are moving from
the first class to the fourth class and will be allocated a share of the accounting
support fee equal to zero. The Board notes that the aggregate issuer accounting
support fee collected from equity issuers with average, monthly market capitalizations between $25 million and $75 million during the past seven years
has been a relatively small part (less than 0.4%) of the Board's total accounting

39

See PCAOB Rule 1001(i)(i)(1).
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support fee from equity issuers.40 At the same time, approximately 1,100 equity
issuers, representing approximately 22.6% of all equity issuers assessed a fee
in 2010, have average, monthly market capitalization within that range.41 In
addition, not allocating a share of the issuer accounting support fee to these
issuers appears to have a negligible effect on the amounts allocated to other
issuers.
The Board similarly is raising the average, monthly market capitalization
threshold for the second class of issuers consisting of investment company issuers (and business development companies) currently subject to allocation of
the support fee from $250 million to $500 million.42 Investment companies (including business development companies) with average, monthly market capitalizations between $250 million and $500 million, therefore, are moving from
the second class to the fourth class and will be allocated a share of the accounting
support fee equal to zero. The Board notes that the aggregate fees collected from
investment company issuers (including business development companies) with
average, monthly market capitalizations between $250 million and $500 million
during the past seven years have been a relatively small part (approximately
5.1%) of the Board's total accounting support fee from investment companies.43
At the same time, approximately 1,450 investment companies, representing approximately 33.4% of all investment companies assessed a share of the issuer
accounting support fee in 2010, have average, monthly market capitalization
within that range.44 In addition, as discussed below, not allocating a share of the
40
The Board's use and calculation of $75 million in market capitalization for funding purposes
should not be confused with the criteria to determine whether an issuer is deemed an "accelerated
filer," as defined by Rule 12b-2 under the Exchange Act. Under that rule, an issuer is an accelerated
filer if, among other things, it has an aggregate worldwide market value of the voting and non-voting
common equity held by non-affiliates (i.e., public float) of $75 million or more as of the end of the
entity's second quarter. See Release No. 33-8128 (September 5, 2002).
41
The aggregate FASB accounting support fee collected on behalf of FASB from equity issuers
with average, monthly market capitalizations between $25 million and $75 million for the 2010 accounting support fee was a relatively small part (less than 0.4%) of the FASB accounting support fee
from equity issuers despite the fact that approximately 1,100 equity issuers, representing approximately 22.6% of all equity issuers assessed a fee, have average, monthly market capitalization within
that range.
42
Under the Board's original funding rules, market capitalization for an investment company
issuer whose shares are not traded on a national exchange or quoted on NASDAQ was the investment
company's net asset value. As noted in the proposing release, since the Board's adoption of its funding
rules in 2003, NASDAQ Stock Market LLC has become a national securities exchange under Commission rules. In light of this change, the Board proposed to revise PCAOB Rule 1001(i)(i)(2) by replacing
the reference to NASDAQ with a reference to the "OTC Bulletin Board." After further consideration,
however, the Board does not believe the proposed reference in the rule to the "OTC Bulletin Board"
is necessary and believes it is preferable for its rules not to refer to any particular market that is
currently in operation. Accordingly, PCAOB Rule 1001(i)(i)(2) is being amended today to replace the
phrase "quoted on NASDAQ" with the phrase "whose share price is not otherwise publicly available."
This is consistent with the current requirement contained in Rule 7101(a)(2), which references the
public availability of the share price in describing investment company issuers eligible to be assessed
a share of the issuer accounting support fee. Therefore, starting in 2012, the market capitalization
for an issuer that is an investment company whose shares are not traded on a national exchange or
whose share price is not otherwise publically available, will be the investment company's net asset
value.
43
Approximately 7.9% of the 2010 accounting support fee was allocated to investment companies.
Under the Board's funding rules, when allocating the issuer accounting support fee to investment
companies, 10% of the investment company issuer's actual average monthly market capitalization or
net asset value is used in the calculation. Accordingly, the amount of the issuer accounting support
fee allocated to investment companies over the past seven years has represented a relatively small
portion (average of approximately 6.2%) of the total issuer accounting support fee assessed.
44
The aggregate fees collected on behalf of FASB from investment company issuers (including
business development companies) with average, monthly market capitalizations between $250 million
and $500 million for the 2010 accounting support fee was a relatively small part (approximately 5.3%)
(continued)
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issuer accounting support fee to these investment companies appears to have
a negligible effect on the amounts allocated to other investment companies.
Raising the threshold for the first class of issuers from $25 million in average,
monthly market capitalization to $75 million and raising the threshold for the
second class of issuers from $250 million in average, monthly market capitalization to $500 million should have a negligible effect on the amounts allocated
to issuers under Section 109 of the Sarbanes-Oxley Act.45
Generally, equity issuers with average, monthly market capitalization of approximately $600 million or greater are likely to see an increase in their allocated share of the issuer accounting support fee.46 Each entity's allocated share
of the fee increases, however, by approximately 1% or less. For investment company issuers, on average, the allocated share of the accounting support fee
increases for entities with average, monthly market capitalization of approximately $4 billion or greater, with the entity's allocated share of the fee increasing by approximately 2% or less.47 Accordingly, the amendments to the average,
monthly market capitalization for class one and two issuers should not result in
a significant increase in any issuer's assessed share of the accounting support
fee.48 The Board has reviewed the impact of increasing the threshold for equity
company issuers and investment company issuers using the information from
the allocation, assessment, and collection of the 2011 accounting support fee
for issuers and noted no significant differences with amounts reviewed during
the proposal phase of this project.

2. Modified Reporting Requirements of SLB No. 2
The Board also is amending the description of the class of issuers that are not
assessed a share of the accounting support fee because they are in bankruptcy.
As noted above, under the Board's funding rules adopted in 2003, issuers that
are under the jurisdiction of a bankruptcy court and "satisfy the modified reporting requirements of Commission Staff Legal Bulletin No. 2" are in the third
class and are assigned a share of the accounting support fee equal to zero.49
SLB No. 2 states that an issuer under the jurisdiction of a bankruptcy court
may request that the Commission's Division of Corporation Finance ("Division")

(footnote continued)
of the FASB accounting support fee from investment companies despite the fact that approximately
1,450 investment companies, representing approximately 33.4% of all investment companies assessed
a share of the FASB accounting support fee in 2010, have average, monthly market capitalization
within that range.
45
The changes to the thresholds for the first and second classes of issuers are also applicable to
the allocation of the FASB accounting support fee, which pursuant to Section 109(e) of the SarbanesOxley Act is allocated among issuers only.
46
The allocated share of the issuer accounting support fee for 465 out of 1,190 equity issuers
with average, monthly market capitalization between $75 million and $600 million may increase by
$100 because the additional allocated amount could result in the unrounded allocated share being
$50 more than a multiple of $100 and, therefore, under the Board's rules, rounded up to the nearest
$100. See PCAOB Rule 7103(a).
47
The allocated share of the issuer accounting support fee for 327 out of 2,367 investment companies with average, monthly market capitalization between $500 million and $4 billion may increase
by $100 because the additional allocated amount could result in the unrounded allocated share being
$50 more than a multiple of $100 and, therefore, under the Board's rules rounded up to the nearest
$100. See PCAOB Rule 7103(a).
48
For a detailed discussion of the Board's analysis, see the proposing release.
49
SEC Staff Legal Bulletin No. 2 (CF) (April 15, 1997), available at http://sec.gov/interps/
legal/slbcf2.txt, reflects the views of the Commission's Division of Corporation Finance that companies under the jurisdiction of a bankruptcy court are not relieved of their reporting obligations
under the securities laws but, upon the satisfaction of certain conditions, may file reports that "differ
in form or content" from the reports required under the Exchange Act.
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provide a "no-action" letter indicating that the Division will not recommend enforcement action if the issuer files with the Commission modified reports in
lieu of the reports required under the Exchange Act. SLB No. 2 describes the
information and assertions that should be in a request for a "no-action" letter,
including information related to the issuer's financial condition, prior compliance with Exchange Act filing requirements, the timing of the announcement
by the issuer of its bankruptcy filing, the issuer's ability to continue to file Exchange Act reports, and a description of the current market for and trading in
the issuer's securities.50
Although acceptance of modified reports is at the discretion of the Commission staff, there is no requirement in SLB No. 2 or elsewhere that an issuer
in bankruptcy ask the Division for a "no-action" letter prior to filing modified reports. Such "no-action" requests are voluntary. An issuer in bankruptcy
may choose to file modified reports without providing the Division with the information and assertions in SLB No. 2.51 Because the Board's funding rules,
however, are based on whether an issuer has "satisf[ied] the modified reporting
requirements" of SLB No. 2, when the issuer has not requested or not received a
"no-action" letter from the Division, the PCAOB staff has been placed in the position of having to evaluate available public information to determine whether
the conditions in SLB No. 2 are satisfied. To address such situations, PCAOB
staff generally has requested that issuers provide an analysis demonstrating
its compliance with the conditions set forth in SLB No. 2 and/or an opinion of
counsel that the issuer meets the conditions set forth in SLB No. 2.52
The Board is amending its rules to require that in order to be assigned a share
of the accounting support fee equal to zero, an issuer that is subject to the
jurisdiction of a bankruptcy court and asserts that it falls within the third class
of issuers provide an opinion of counsel that the issuer satisfied the modified
reporting requirements of Commission Staff Legal Bulletin No. 2 as of the
date that the issuer accounting support fee is calculated. This amendment is
consistent with the staff's past practices as noted above. The impact of this
amendment is believed to be negligible on the amounts allocated and assessed
to issuers under Section 109 of the Sarbanes-Oxley Act.53

C. Public Comment Process and Board Responses
One commenter supported the Board's proposals to amend the basis for calculating the issuer's market capitalization to include the market capitalization of
all classes of an issuer's voting and non-voting common equity and to increase
the average monthly market capitalization thresholds in the funding rules for
classes of equity issuers and investment companies.54 The Board did not receive
any comments on the proposed description of the class of issuers that are not
assessed a share of the accounting support fee because they are in bankruptcy.
As noted above, additional commenters raised issues regarding re-designated
Rule 7104(b), Determination of Payment of Accounting Support Fees by Registered Accounting Firm. This rule is designed to encourage payment of the
50

Id.
The Commission may deem such a filing to be deficient and not to satisfy the issuer's obligations
under the Exchange Act and Commission rules and forms.
52
See Question 15 of the Frequently Asked Questions—The Accounting Support Fee and
the Funding Process, dated April 22, 2011. The Frequently Asked Questions are located at
http://pcaobus.org/About/Ops/Pages/SupportFeeFAQ.aspx.
53
For the 2008-2010 accounting support fees, 26 equity issuers that were allocated a share of
the accounting support fee had filed for bankruptcy.
54
See the letter from the California Society of Certified Public Accountants.
51
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accounting support fee by issuers, brokers, and dealers by prohibiting auditors
from signing certain audit opinions and consents to the use of prior opinions
unless the appropriate fee has been paid to the PCAOB. An exception to this
prohibition, however, is available under specific circumstances and conditions,
including the submission of a notice to the Board that the auditor and the issuer,
broker or dealer are relying on the exception.55 The commenters questioned
whether the rule is necessary, opposed shifting the requirement to submit the
notice from the issuer (or broker or dealer)56 to the auditor,57 and one commenter requested that Note 1 to this rule include the word "solely" to indicate
that an auditor may determine that the fee has been paid solely by obtaining
a representation from management to that effect.58 For the reasons discussed
above in part II.E. of this release, the rule is being adopted as proposed.

IV. Other amendments to the Board’s Funding Rules
The Board also is adopting certain technical changes to its funding rules. The
most significant of these changes are listed below.

•

Rule 7100—The Board is making certain changes to Rule 7100 to
reflect that the Board establishes a total accounting support fee
each year as part of its budget process.59 In addition, the amendment to Rule 7100 reflects the Board's obligation under Section
109 of the Sarbanes-Oxley Act to equitably allocate the total accounting support fee between issuers, as a group, and brokers and
dealers, as a group.

•

Notes to Rule 7101—The Board is adopting technical changes to
the notes to Rules 7101(a)(1) and (2) to clarify how an entity's
monthly market capitalization is calculated and that such calculation includes market capitalization information for all classes of
the issuer's voting and non-voting common equity, consistent with
the amendments to the definition of "issuer market capitalization"
discussed above.

•

Rule 7103(c)—The Board is extending the time frame within which
any issuer, broker, or dealer may petition the Board for correction
of the class in which it has been placed or its allocated share of
the accounting support fee. Under the amended rules, an issuer,
broker, or dealer would have 60 days, rather than 30 days, after
an invoice is sent to submit a petition for correction. In addition,

55

See note 23, supra.
The original PCAOB rule applied only to issuers. The amended rule applies to issuers, brokers,
and dealers.
57
See the letters from the Center for Audit Quality; Deloitte & Touche LLP; KPMG LLP;
McGladrey & Pullen, LLP; and PricewaterhouseCoopers LLP.
58
See the letter from Deloitte & Touche LLP.
59
The PCAOB Budget is approved by the Board in the preceding calendar year and must be
approved by the Commission. PCAOB Rule 7101(a) refers to the date the issuer accounting supporting
fee is calculated. This date is referred to as the "calculation date." As discussed in Question 4 of
the Frequently Asked Questions—The Accounting Support Fee and the Funding Process, the issuer
calculation date represents the date as of which the allocation of the issuer accounting support fee
is determined for equity issuers and investment company issuers. The Frequently Asked Questions
are located at http://pcaobus.org/About/Ops/Pages/SupportFeeFAQ.aspx. See also Rule 7102(a), as
amended, which contains a similar reference to the date the broker-dealer accounting support fee is
calculated. Under the amendments to the funding rules, this date is referred to as the "broker-dealer
calculation date."
56
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the Board is codifying its existing practice of considering petitions
received after the deadline when there is good cause to do so.60

•

Rule 7104(b)—The Board is adopting amend ments to replace the
word "Confirmation" with "Determination" in the caption for Rule
7104(b) and to delete the reference in Note 1 to the rule to obtaining a confirmation from the Board that no past due share of the
accounting support fee is outstanding. This amendment clarifies
that registered public accounting firms are not required to confirm with the Board whether an issuer broker, or dealer has any
outstanding past due share of the accounting support fee prior
to signing an unqualified audit opinion, consenting to including
an audit report issued previously, or signing a document, report,
notice, or other record concerning procedures or controls of any
issuer, broker, or dealer required under the securities laws. Confirmation with the Board is one of a number of procedures that a
registered public accounting firm may use in determining whether
an issuer, broker, or dealer has any outstanding past-due share of
the accounting support fee.61

The Board did not receive any comments on these technical amendments,62 and
they are being adopted as proposed.

V. Effective Date
Pursuant to Section 109(d)(3) of the Sarbanes-Oxley Act, as amended by the
Dodd-Frank Act, the PCAOB is required to begin the allocation, assessment,
and collection of the accounting support fee from brokers and dealers to fund
the first full fiscal year beginning after the date of the enactment of the DoddFrank Act, which is the Board's 2011 fiscal year. Accordingly, the amendments
to the Board's funding rules are effective, subject to approval by the SEC, for
the allocation, assessment, and collection of the 2011 broker-dealer accounting
support fee for brokers and dealers and its 2012 issuer accounting support fee
for issuers.
On the 14th day of June, in the year 2011, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD
/s/ J. Gordon Seymour
J. Gordon Seymour
Secretary
June 14, 2011
Appendix—Amendments to Board Rules (PCAOB Rules 1001, 7100 through
7106)

60
See Question 6 in the Frequently Asked Questions—The Accounting Support Fee and
the Funding Process. The Frequently Asked Questions are located at http://pcaobus.org/About/
Ops/Pages/SupportFeeFAQ.aspx.
61
See Questions 22-26 in the Frequently Asked Questions—The Accounting Support Fee and
the Funding Process. The Frequently Asked Questions are located at http://pcaobus.org/About/
Ops/Pages/SupportFeeFAQ.aspx.
62
As noted above, commenters raised issues with respect to other aspects of Rule 7104(b), including the procedures an auditor may use to determine whether an issuer, broker, or dealer has an
outstanding past-due share of the accounting support fee. See parts II.E. and III.C. of this release.
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Appendix—Amendments to Board Rules
The relevant portions of Sections 1 and 7 of the Board's rules are amended
as set out below. Language deleted by these amendments is struck through.
Language that is added is underlined.
RULES OF THE BOARD
Section 1. GENERAL PROVISIONS

Rule 1001. Definitions of Terms Employed in Rules.
***
(a)(i) Accounting Support Fee [Reserved]
The term "Accounting Support Fee" means the fee described in Rule 7100
Sarbanes-Oxley Act of 2002, as amended.
(a)(iii) Act
The term "Act" means the Sarbanes-Oxley Act of 2002, as amended.
***
(b)(iii) Broker
The term "broker" means a broker (as defined in Section 3(a)(4) of the Exchange
Act), that is required to file a balance sheet, income statement, or other
financial statement under Section 17(e)(1)(A) of that Act, where such balance
sheet, income statement, or financial statement is required to be certified by a
registered public accounting firm.
(b)(iv) Broker-Dealer Accounting Support Fee
The term "broker-dealer accounting support fee" means the portion of the
accounting support fee established by the Board that is to be allocated
among brokers and dealers pursuant to the rules of the Board.
***
(c)(iii) Common Equity
The term "common equity" means any class of common stock or an
equivalent interest, including but not limited to a unit of beneficial interest in
a trust or a limited partnership interest.
***
(d)(iii) Dealer
The term "dealer" means a dealer (as defined in Section 3(a)(5) of the Exchange
Act), that is required to file a balance sheet, income statement, or other
financial statement under Section 17(e)(1)(A) of that Act, where such balance
sheet, income statement, or financial statement is required to be certified by a
registered public accounting firm.
***
(i)(i) Issuer Market Capitalization
The terms "issuer market capitalization" and "market capitalization of an
issuer" mean—
(1) Except as provided in paragraph (i)(i)(2) of this rule, the aggregate market value of all classes of an issuer's voting and non-voting common common
stockequity that trade in the United States; or
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(2) With respect to an issuer: (i) that is registered under Section 8 of the Investment Company Act or has elected to be regulated as a business development
company pursuant to Section 54 of the Investment Company Act, and (ii) whose
securities are not traded on a national securities exchange or whose quoted on
Nasdaqshare price is not otherwise publicly available, the issuer's net asset
value.

(i)(v) Issuer Accounting Support Fee
The term "issuer accounting support fee" means the portion of the
accounting support fee established by the Board that is to be allocated
among issuers pursuant to the rules of the Board.
***
(in)(vi) Notice Invoice
The term "noticeinvoice" means the document sent by the Board to an
issuer,broker, or dealer, pursuant to Rule 71032, setting forth such issuer's,
broker's, or dealer's share of the accounting support fee under Section 109 of
the Act and Rules 7101, and 7102, and 7103.
***
(s)(v) Self-Regulatory Organization
The term "self-regulatory organization" means any national securities
exchange, registered securities association, or registered clearing agency, or
(solely for purposes of Sections 19(b), 19(c), and 23(b) of the Exchange Act)
the Municipal Securities Rulemaking Board established by Section 15B of the
Exchange Act.
***
(t)(ii) Tentative Net Capital
The term "tentative net capital" has the same meaning as such term is defined
under Rule 15c3-1(c)(15) under the Exchange Act.
(t)(iii) Total Accounting Support Fee
The term "total accounting support fee" means the fee described in Rule 7100.
***
SECTION 7. FUNDING
***

Rule 7100. Accounting Support Fees.
The Board shall calculate establish a totaln accounting support fee each year
in accordance with the Act. The total accounting support fee shall be equitably
allocated between issuers (the "issuer accounting support fee") and brokers and
dealers. (the "broker-dealer accounting support fee"). The accounting support
fee shall equal the budget of the Board, as approved by the Commission, less
the sum of all registration fees and annual fees received during the preceding
calendar year from public accounting firms, pursuant to Section 102(f) of the Act
and the Rules of the Board. The accounting support fees shall then be equitably
allocated among issuers, in accordance with Rule 7101(b), and among brokers
and dealers, in accordance with Rule 7102(b).
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Rule 7101. Allocation of Issuer Accounting Support Fee.
(a) Classes of Issuers
For purposes of allocating the issuer accounting support fee, those entities that
are issuers as of the date the issuer accounting support fee is calculated under
Rule 7100 shall be divided into four classes:
(1) Equity Issuers
All issuers whose average, monthly issuer market capitalization is greater than
$75 million during the preceding calendar year preceding the date the issuer
accounting support fee is calculated is greater than $25 million, other than
those described in paragraphs (a)(2) and (a)(3) of this Rule, and whose share
price on a monthly, or more frequent, basis is publicly available.
Note: The Average, mmonthly issuer market capitalization will be based on
closing stock share prices of all classes of the issuer's voting and non-voting
common equity on the closest trading day on or before the last day of each
calendar month measured during which trading in the common equity occurred.

(2) Investment Company Issuers
All issuers (i) who, as of the date the accounting support fee is calculated
under Rule 7100, are registered under Section 8 of the Investment Company
Act or have elected to be regulated as business development companies pursuant to Section 54 of the Investment Company Act, other than those described
in paragraph (a)(3), (ii) whose average, monthly issuer market capitalization
is greater than $500 million during the preceding calendar year preceding the
date the issuer accounting support fee is calculated is greater than $250 million,
and (iii) whose share price (or net asset value) on a monthly, or more frequent,
basis is publicly -available.
Note: AverageThe, monthly issuer market capitalization will be based on closing stock share prices of all classes of the issuer's voting and non-voting
common equity on the closest trading day on or before the last day of each calendar month measured during which trading in the common equity occurred.

(3) Issuers Permitted Not to File Audited Financial Statements and
Bankrupt Issuers that File Modified Reports
All issuers that, as of the date the issuer accounting support fee is calculated
under Rule 7100, (i) have a basis, under the federal securities laws, a Commission rule, or pursuant to other action of the Commission or its staff, not to
file audited financial statements with the Commission, (ii) are employee stock
purchase, savings, and similar plans, interests in which constitute securities
registered under the Securities Act, or (iii) are subject to the jurisdiction of
a bankruptcy court and satisfy have provided an opinion of counsel that the
issuer satisfies the modified reporting requirements of Commission Staff Legal
Bulletin No. 2.
Note: As of April 16, 2003, iIssuers within paragraph (a)(3)(i) of this Rule include (A) asset-backed issuers, (B) unit investment trusts, as defined in Section 4(2) of the Investment Company Act, that have not filed or updated a
registration statement that became effective during the preceding calendar
year preceding the date the issuer accounting support fee is calculated, and (C)
Small Business Investment Companies registered on Form N-5 under the Investment Company Act, that have not filed or updated a registration statement
that became effective during the calendar year preceding the date the issuer
accounting support fee is calculated preceding year.
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(4) All Other Public Company Issuers
All issuers other than those described in paragraphs (a)(1), (a)(2), or (a)(3) of
this Rule.
(b) Allocation of Issuer Accounting Support Fee Among Issuers
The issuer accounting support fee shall be allocated among the classes in paragraph (a) of this Rule as follows:
(1) Equity and Investment Company Issuers
Each issuer described in paragraph (a)(1) and (a)(2) of this Rule shall be allocated a share of the issuer accounting support fee in an amount equal to the
issuer accounting support fee multiplied by a fraction—
(i) the numerator of which is the average, monthly market capitalization of
the issuer during the preceding calendar year preceding the date the issuer
accounting support fee is calculated, except that for issuers described in paragraph (a)(2) of this Rule, the numerator is one-tenth of the average, monthly
issuer market capitalization of the issuer; and
(ii) the denominator of which is the sum of the average, monthly market capitalizations of the issuers described in paragraph (a)(1) of this Rule and onetenth of the average, monthly market capitalizations of the issuers described
in paragraph (a)(2) of this Rule.
(2) All Other Classes
Each issuer described in paragraphs (a)(3) and (a)(4) of this Rule shall be allocated a share of the issuer accounting support fee equal to $0.
(c) Adjustments
After the issuer accounting support fee is calculated under Rule 7100 and allocated under this Rule, any adjustment to the share allocated to an issuer shall
not affect the share allocated to any other issuer.

Rule 7102. Allocation of Broker-Dealer Accounting Support Fee
(a) Classes of Brokers and Dealers
For purposes of allocating the broker-dealer accounting support fee, those
entities that are brokers or dealers as of the date the broker-dealer accounting
support fee is calculated shall be divided into two classes:
(1) Brokers and Dealers with Average, Quarterly Tentative Net Capital
Greater than $5 million
All brokers and dealers whose average, quarterly tentative net capital is greater
than $5 million during the calendar year preceding the date the broker-dealer
accounting support fee is calculated, other than those described in paragraphs
(a)(2) of this Rule.
Note: Average, quarterly tentative net capital will be based on the tentative
net capital reported by the broker or dealer in the calendar quarterly reports
filed pursuant to Commission rules during the calendar year preceding the date
the broker-dealer accounting support fee is calculated.
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(2) Brokers and Dealers Permitted Not to File Audited Financial
Statements and Brokers and Dealers Not Described in Paragraph
(a)(1) of This Rule
All brokers and dealers that, as of the date the broker-dealer accounting
support fee is calculated, (i) have a basis, under the federal securities laws,
a Commission rule, or pursuant to other action of the Commission or its staff,
not to file audited financial statements or (ii) are not described in paragraph
(a)(1) of this Rule.
(b) Allocation of Broker-Dealer Accounting Support Fee
The broker-dealer accounting support fee shall be allocated among the classes
in paragraph (a) of this Rule as follows:
(1) Brokers and Dealers with Average, Quarterly Tentative Net Capital
Greater than $5 million
Each broker and dealer described in paragraph (a)(1) of this Rule shall be
allocated a share of the broker-dealer accounting support fee in an amount
equal to the broker-dealer accounting support fee multiplied by a fraction—
(i) the numerator of which is the average, quarterly tentative net capital of
the broker or dealer during the calendar year preceding the date the
broker-dealer accounting support fee is calculated; and
(ii) the denominator of which is the sum of the average, quarterly
tentative net capital of the brokers and dealers described in paragraph
(a)(1) of this Rule.
(2) All Other Brokers and Dealers
Each broker and dealer described in paragraph (a)(2) of this Rule shall be
allocated a share of the broker-dealer accounting support fee equal to $0.
(c) Adjustments
After the broker-dealer accounting support fee is calculated and allocated under
this Rule, any adjustment to the share allocated to a broker or dealer shall not
affect the share allocated to any other broker or dealer.

Rule 71032. Assessment of Accounting Support Fees.
(a) Amount of Assessment
Each issuer and each broker and dealer is required to pay its share of the
accounting support fee, as allocated under Rules 7101 and 7102, , rounded to
the nearest hundred$100.
Note: If the allocated an issuer's share of the accounting support fee to an
issuer, broker, or dealer is less than $50, that issuer the assessed share of the
accounting support fee will not be assessedzero. If the issuer's allocated share of
the accounting support fee is exactly $50 or $50 more than a the closest multiple
of $100, then the assessed share will be rounded up to the nearest $100..

(b) Notice of Assessment
The Board will use its best efforts to send an notice invoice to each issuer, broker,
and dealer, either electronically or by first-class mail, at the address shown in
on such issuer's the the most recent periodic report filed with the Commission
by the issuer, or with the designated self-regulatory organization by the broker
or dealer, at the address submitted tocontained in the Commission's EDGAR
system or the broker's or dealer's designated self-regulatory organization, or
at such other address as the issuer, broker, or dealer provides to the Board.
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The Board's failure to send an issuer, broker, or dealer an noticeinvoice, or the
issuer's failure to receive an notice invoice sent by the Board, shall not constitute
a waiver of the Board's right to assess the issuer, broker, or dealer such issuer
for its share of the accounting support fee or of the issuer's, broker's, or dealer's
responsibility to pay its share of the accounting support fee.
(c) Petition for Correction
Any issuer, broker, or dealer who disagrees with the class in which it has been
placed, or with the calculation by which its share of the accounting support
fee was determined, may petition the Board for a correction of the share of
the accounting support fee it was allocated. Any such petition shall include an
explanation of the nature of the claimed mistake in classification or calculation
in writing and must be filed with the Board, on or before the 630th day after
the notice invoice is sent, or within such longer period as the Board allows for
good cause shown. After a review of such a petition, the Board will determine
whether the allocation is consistent with Section 109 of the Act and the Board's
rules thereunder and provide the issuer a written explanation of its decision.
The provisions of Rule 71043 shall be suspended while such a petition is pending
before the Board.

Rule 71043. Collection of Accounting Support Fees.
(a) Accounting Support Fee Payment Due Date
Unless the Board directs otherwise, payment shall be due on the 30th day after
the notice invoice is sent. Beginning on the 31st day, payment shall be deemed
past due and interest shall accrue at a rate of 6 percent per annum.
(b) Confirmation Determination of Payment of Accounting Support
Fees by Registered Accounting Firm
(1) Except as provided in paragraph (b)(2) of this Rule, no registered public
accounting firm shall:
(i) sign an unqualified audit opinion with respect to an issuer's, broker's,
or dealer's financial statements, or
(ii) issue a consent to include an audit opinion report issued previously, or
(iii) sign a document, report, notice, or other record concerning
procedures or controls of any issuer, broker, or dealer required under the
securities laws
unless the registered public accounting firm has ascertained that the issuer
(including any broker or dealer subsidiary of the issuer), broker, or dealer
has outstanding no past-due share of the issuer accounting support fee or
broker-dealer accounting support fee, whichever is applicable, or has a petition pursuant to Rule 71032(c) pending.
(2) A registered public accounting firm may:
(i) sign an unqualified audit opinion with respect to an issuer's, broker's,
or dealer's financial statements, or
(ii) issue a consent to include an audit opinion report issued previously, or
(iii) sign a document, report, notice, or other record concerning procedures
or controls of any issuer, broker, or dealer required under the securities
laws
even though the issuer (including any broker or dealer subsidiary of the issuer),
broker, or dealer has outstanding a past-due share of the accounting support
fee and has not filed a petition under Rule 71032(c), if the issuer, broker, or
dealer needs the audit report or consent in order to submit a report to, or make
a filing with, the Commission or, in the case of an issuer only, to issue securities.
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The issuerregistered public accounting firm shall submit to the Board a notice
of the signing of the opinion or issuance of the consent not later than the next
business day after the filing is made with the Commission. This exception to
paragraph (b)(1) of this Rule shall not continue longer than 15 business days
after the earlier of the date of the notice's submission or the filing of the report
with the Commission, and may not be invoked for more than one such period
with respect to any share of the accounting support fee that the issuer, broker,
or dealer is assessed under Rule 71032.
Note 1: A registered public accounting firm may ascertain that an issuer, broker,
or dealer has no outstanding past-due share of the accounting support fee by obtaining a representation from the issuer, broker, or dealeror a confirmation from
the Board that no past-due share of the accounting support fee is outstanding.
Note 2: A notice pursuant to paragraph (b)(2) of this Rule must be submitted
electronically by email to rule71043stay@pcaobus.org.
Note 3: For purposes of Rule 7104, the term "audit" means an examination of the
financial statements, reports, documents, procedures, controls, or notices of any
issuer, broker, or dealer by an independent public accounting firm in accordance
with the rules of the Board or the Commission, for the purpose of expressing an
opinion on the financial statements or providing an audit report. For purposes of
Rule 7104, the term "audit report" means a document, report, notice, or other
record (1) prepared following an audit performed for purposes of compliance
by an issuer, broker, or dealer with the requirements of the securities laws; and
(2) in which a public accounting firm either (i) sets forth the opinion of that firm
regarding a financial statement, report, notice, or other document, procedures,
or controls; or (ii) asserts no such opinion can be expressed.

(c) Reports to the Commission of Non-payment of an Accounting
Support Fee
(1) If an issuer has not paid its share of the issuer accounting support fee by
the 60th day after the noticeinvoice was sent, and the issuer does not have
a petition pursuant to Rule 71023(c) pending, the Board may send a second
notice invoice to such issuer by certified mail. If the Board has sent such a
second notice invoice and has not been paid by the 90th day after the original
notice invoice was sent, the Board may report the issuer's nonpayment to the
Commission.
Note: Section 13(b)(2) of the Exchange Act provides, in part, that: "Every issuer
which has a class of securities registered pursuant to section 12 of this title
and every issuer which is required to file reports pursuant to section 15(d) of
this title shall—* * * (C) notwithstanding any other provision of law, pay the
allocable share of such issuer of a reasonable accounting support fee or fees,
determined in accordance with Section 109 of the Sarbanes-Oxley Act of 2002."

(2) If a broker or dealer has not paid its share of the broker-dealer accounting
support fee by the 60th day after the invoice was sent, and the broker or dealer
does not have a petition pursuant to Rule 7103(c) pending, the Board may
send a second invoice to such broker or dealer by certified mail. If the Board
has sent such a second invoice and has not been paid by the 90th day after
the original invoice was sent, the Board may report the broker's or dealer's
nonpayment to the Commission and/or the broker's or dealer's designated
self-regulatory organization.
Note: Section 109(h)(1) of the Act provides that "[e]ach broker or dealer
shall pay to the Board the annual accounting support fee allocated to
such broker or dealer under this section."
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(d) Excess Fees
If in any Board fiscal year, the Board receives fees in excess of the budget for
that fiscal year, the Board shall hold those excess fees in escrow. Such escrowed
excess fees shall be released to the Board at the beginning of the next fiscal year
and shall reduce the Board's accounting support fee in that next fiscal year.

Rule 71054. Service as Designated Collection Agent.
If the Board is designated to serve as collection agent for an accounting support
fee of a standard-setting body designated by the Commission pursuant to Section 19(b) of the Securities Act, the assessment and collection of the accounting
support fee shall be governed by Rules 7103 and 2 and 71043 as if the accounting support fee of the standard-setting body were the issuer accounting support
fee of the Board.

Rule 7106. (d) Excess Fees Funds.
If in any Board fiscal year, the Board receives fees funds in excess of the budget
of the Board for that fiscal year, as approved by the Commission, the Board
shall hold those excess fees funds in escrow. Such escrowed excess fees funds
shall be released to the Board at the beginning of the next fiscal year and shall
reduce the Board's total accounting support fee in that next fiscal year.
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with Audit Committees, Related Amendments
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Summary
The Public Company Accounting Oversight Board ("PCAOB" or the "Board") is
adopting (i) Auditing Standard No. 16, Communications with Audit Committees, that would supersede the Board's interim standards AU sec. 380, Communication With Audit Committees, and AU sec. 310, Appointment of the Independent Auditor, (ii) transitional amendments to AU sec. 380, and (iii) related
amendments to PCAOB standards.

Board Contacts
Jennifer Rand, Deputy Chief Auditor (202/207-9206, randj@pcaobus.org), Jessica Watts, Associate Chief Auditor (202/207-9376, wattsj@pcaobus.org), and
Hasnat Ahmad, Assistant Chief Auditor (202/207-9349, ahmadh@pcaobus.org).
*****

I. Introduction
With the passage of the Sarbanes-Oxley Act of 2002 (the "Act") and the establishment of the PCAOB, Congress acknowledged that auditors play an important role in protecting the interests of investors by preparing and issuing
informative, accurate, and independent audit reports.1 The audit committee2
also plays an important role in protecting the interests of investors by assisting
the board of directors in fulfilling its responsibility to a company's shareholders
and others to oversee the integrity of a company's accounting and financial reporting processes and audits. The audit committee, among other things, serves
1
See Section 101(a) of the Act, 15 U.S.C. §7211(a); Senate Report No. 107-206, at 5-6 (July 3,
2002).
2
The term "audit committee," as defined in Auditing Standard No. 16, is a committee (or equivalent body) established by and among the board of directors of a company for the purpose of overseeing
the accounting and financial reporting processes of the company and audits of the financial statements
of the company; if no such committee exists with respect to a company, the entire board of directors of
the company. For audits of nonissuers, if no such committee or board of directors (or equivalent body)
exists with respect to the company, the person(s) who oversee the accounting and financial reporting
processes of the company and audits of the financial statements of the company.
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as the board of director's principal interface with the company's auditors and
facilitates communications between the company's board of directors, its management, and its independent auditors on significant accounting issues and
policies. The roles of auditors and audit committees are critical to the efficiency
and integrity of the capital markets.
Both the auditor and the audit committee benefit from a meaningful exchange
of information regarding significant risks of material misstatement in the financial statements and other matters that may affect the integrity of the company's financial reports. Communications between the auditor and the audit
committee allow the audit committee to be well-informed about accounting and
disclosure matters, including the auditor's evaluation of matters that are significant to the financial statements, and to be better able to carry out its oversight
role. Communications with the audit committee provide auditors with a forum
separate from management to discuss matters about the audit and the company's financial reporting process.
The Board is adopting Auditing Standard No. 16, Communications with Audit
Committees (the "standard"), and related amendments to improve the audit by
enhancing communications between auditors and audit committees. Auditing
Standard No. 16 will replace interim standards AU sec. 380, Communication
With Audit Committees ("AU sec. 380"), and AU sec. 310, Appointment of the
Independent Auditor ("AU sec. 310"). Adoption of the standard is in the public
interest because the standard establishes requirements that enhance the relevance, timeliness, and quality of the communications between the auditor and
the audit committee. The enhanced relevance, timeliness, and quality of communications should facilitate audit committees' financial reporting oversight,
fostering improved financial reporting, thereby benefitting investors.
Auditing Standard No. 16 is aligned with the requirements of the Act. For many
public companies, the Act served to strengthen and expand the role of the audit
committee in the financial reporting process. For example, the Act requires that
audit committee members of listed companies be independent and that audit
committees be responsible for the appointment, compensation, and oversight
of the work of the external auditor for the purpose of preparing or issuing an
audit report or related work.3 These requirements place the audit committee
at the center of the relationship between management of a public company and
its auditor.
Auditing Standard No. 16 is intended to improve the audit4 by fostering constructive dialogue between the auditor and the audit committee about significant audit and financial statement matters. The standard requires the auditor
to communicate certain matters regarding the audit and the financial statements to the audit committee, which should assist the audit committee in fulfilling its oversight responsibilities regarding the financial reporting process.
Effective two-way communication between the auditor and the audit committee
on such relevant matters also will benefit the auditor in performing an effective
audit.
Auditing Standard No. 16 encourages effective two-way communication between the auditor and the audit committee throughout the audit to assist both
parties in understanding matters relevant to the audit. Communications that
are tailored to the circumstances and informative, rather than "boiler-plate" or
3
See Section 301 of the Act and Section 10A(m)(2) of the Securities Exchange Act of 1934 ("Exchange Act"), 15 U.S.C. §78j-1(m)(2).
4
For purposes of this release and standard, an audit is either an audit of internal control over
financial reporting that is integrated with an audit of financial statements or an audit of financial
statements only.
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standardized, will enable the auditor and the audit committee to engage in a
dialogue that is more likely to benefit both the audit committee, in conducting
its oversight responsibilities, and the auditor, in conducting an effective audit.
Effective communication between the auditor and the audit committee may
involve many forms of communication, such as presentations, charts, written
reports, or robust discussions.
AU sec. 380, which became effective in January 1989, indicated that audit committee communications are incidental to the audit and are not required to occur
prior to the issuance of the auditor's report. In contrast, Auditing Standard No.
16 recognizes the importance of the auditor's communications with the audit
committee in today's business and regulatory environment; therefore, Auditing Standard No. 16 requires the auditor to communicate the audit strategy
and results of the audit to the audit committee in a timely manner and prior
to the issuance of the auditor's report to provide an opportunity for the audit
committee and the auditor to take appropriate action to address the matters
communicated.
Timely communications with the audit committee help the auditor improve
the audit by, among other things (i) informing the audit committee, which has
responsibility for the oversight of financial reporting, about significant matters related to the audit and the financial statements, (ii) enabling the auditor
to obtain the audit committee's insights and information about transactions
and events, (iii) enabling the auditor to learn about complaints regarding accounting or auditing matters, and (iv) assisting the auditor in gaining a better
understanding of the company and its control environment.
Auditing Standard No. 16 generally links the new communication requirements
to the results of related audit performance requirements in other PCAOB standards, or the conduct of the audit. The standard does not otherwise impose new
performance requirements, other than communications. Because other PCAOB
standards already require the auditor to perform procedures underlying the
communications required in Auditing Standard No. 16, and the standard primarily requires communication of the results of the auditor's procedures, the
Board does not anticipate a significant increase in cost as a result of the implementation of the standard.
Some of the matters to be communicated under Auditing Standard No. 16 relate
specifically to matters involving management's preparation of the company's
financial statements. In many companies, management might communicate
these matters or take the lead on communicating these matters to the audit
committee. The PCAOB does not have the authority to require management
to communicate to the audit committee. Additionally, certain communications
by the auditor are mandated by federal securities laws and Securities and Exchange Commission ("SEC") rules.5 Therefore, Auditing Standard No. 16 establishes required communications by the auditor to the audit committee but, at
the same time, clearly recognizes and acknowledges that management might
communicate to the audit committee certain matters related to the company's
financial statements. In such circumstances, the auditor does not need to communicate those matters at the same level of detail as management, as long as
certain conditions are met, as specified in the standard.
Auditing Standard No. 16 is scalable for audits of companies of various sizes
and complexities. A company's size and complexity might affect the risks of
misstatements, the audit strategy, and other significant matters that warrant

5
See e.g, Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k); SEC Rule 2-07 of Regulation S-X
("SEC Rule 2-07"), 17 C.F.R. §210.2-07; and Rule 10A-3 under the Exchange Act, 17 C.F.R. §240.10A-3.
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the attention of the audit committee. Based on the specific company's circumstances, the standard requires communications only to the extent that the matters are relevant to the audit of the financial statements of the company or of
internal control over financial reporting. For example, an auditor of a smaller,
less complex company with fewer difficult auditing or financial reporting issues
may have fewer matters to communicate than the auditor of a larger, more complex company.

II. Background
On March 29, 2010, the Board proposed a standard, Communications with
Audit Committees (the "original proposed standard"), to improve the audit by
enhancing the relevance and effectiveness of the communications between the
auditor and the audit committee.6 The original proposed standard was informed
by, among other things, the increased use of risk-based audit methodologies, the
emphasis on judgments and estimates in the financial reporting frameworks
and discussions with the Board's Standing Advisory Group ("SAG").7
The Board received 35 comment letters on the original proposed standard.8
Most commenters were supportive of the original proposed standard, although
several commenters suggested that additional outreach to stakeholders might
be beneficial. The comments were discussed with the SAG on July 15, 2010.9
Additionally, on September 21, 2010, the Board held a roundtable10 to obtain insight from additional stakeholders, including investors, audit committee members, auditors, and preparers.11 The roundtable discussion explored many key
issues that commenters had raised in response to the original proposed standard regarding:
i. Communications beneficial to audit committees;
ii. Accounting policies, practices, and estimates;
iii. Effective two-way communication between the auditor and the
audit committee;
iv. Balance between written and oral communications;
v.
Audit committee responsibilities in the engagement letter;
vi. Management communications; and
vii.
Uncorrected misstatements.
To provide all interested parties with an opportunity for additional comments on
the topics discussed at the roundtable, the Board reopened the public comment
period on the original proposed standard. The Board received nine additional
comment letters during this extended comment period.12
6
Proposed Auditing Standard Related to Communications with Audit Committees and Related
Amendments to Certain PCAOB Auditing Standards, PCAOB Release No. 2010-001 (March 29, 2010).
7
The SAG discussed the audit committee communications standard at a number of its meetings,
including meetings on: June 21-22, 2004, June 8, 2005, October 5-6, 2005, and October 14-15, 2009.
8
Comments on the original proposed standard are available at http://pcaobus.org/Rules/
Rulemaking/Pages/Docket030Comments.aspx.
9
A transcript of the portion of the meeting related to the original proposed standard is available
at http://pcaobus.org/Rules/Rulemaking/Docket030/Communications_with_Audit_Committees.pdf.
10
A listing of the roundtable participants is available at http://pcaobus.org/News/Releases/
Pages/09162010_RoundtableParticipants.aspx.
11
A transcript of the roundtable is available at http://pcaobus.org/Rules/Rulemaking/Docket030/
Roundtable_Transcript.pdf.
12
Comments on the original proposed standard are available at http://pcaobus.org/Rules/
Rulemaking/Pages/Docket030Comments.aspx.
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The original proposed standard was revised in response to comments received
in comment letters and at the roundtable, and discussions with the SAG. The
Board reproposed the standard for public comment on December 20, 2011 (the
"reproposed standard") to seek comment on:13

•

The revisions to the original proposed standard to align many of
the audit committee communication requirements with the auditor performance requirements included in the risk assessment
standards, which were adopted subsequent to the issuance of the
original proposed standard;

•

The applicability of the proposed standard to the audits of brokers
and dealers; and

•

The addition of the requirement to communicate significant unusual transactions to the audit committee and to communicate the
auditor's understanding of the business rationale for such transactions.

The Board received 39 comment letters in response to the reproposed standard.14 Commenters to the reproposed standard generally were supportive of
the changes made to the original proposed standard to enhance the communications between the auditor and the audit committee. Commenters indicated that
the changes made enhanced the quality of information exchanged between the
auditor and the audit committee. Commenters also indicated that fuller and
more relevant communications between the auditor and the audit committee
would enable the audit committee to effectively fulfill its oversight responsibilities regarding the financial reporting process, and allow the auditor to perform
a more informed, and thus more efficient and effective, audit.
Commenters on the reproposed standard specifically commented on, among
other things, the following matters:

•

The definition of audit committee in relation to nonissuers without
an audit committee or board of directors;

•

Management's communication of significant unusual transactions;

•

The communication of the auditor's evaluation of the company's
ability to continue as a going concern; and

•

The application of the standard to the audits of brokers and
dealers.

The Board took all comments received during this standard-setting project into
consideration in revising the standard. The definition of audit committee was
retained substantially in the form as reproposed, with additional clarification
provided in Appendix 4 of this release. Auditing Standard No. 16 was revised to
acknowledge that management might communicate certain matters related to
significant unusual transactions and that the auditor would not have to communicate such matters at the same level of detail as long as certain criteria
within the standard are met. Additionally, communication requirements related to the auditor's evaluation of the company's ability to continue as a going

13
Proposed Auditing Standard Related to Communications with Audit Committees; Related
Amendments to PCAOB Standards; and Transitional Amendments to AU sec. 380, PCAOB Release
No. 2011-008 (Dec. 20, 2011).
14
Comments on the reproposed standard are available at http://pcaobus.org/Rules/Rulemaking/
Pages/Docket030Comments.aspx.
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concern were revised to align the communications more precisely with the auditor's procedures related to such evaluation. Section IV below discusses the
application of Auditing Standard No. 16 to the audits of brokers and dealers.
Significant comments received regarding the reproposed standard are addressed in detail in Appendix 4 of this release.

III. Overview of Auditing Standard No. 16
Auditing Standard No. 16 provides a definition of audit committee, retains or
enhances existing communication requirements, incorporates certain SEC auditor communication requirements to audit committees, and adds new communication requirements that are generally linked to performance requirements
in other PCAOB standards.
For audits of issuers, Auditing Standard No. 16 incorporates the Act's definition
of audit committee as a committee (or equivalent body) established by and
among the board of directors of a company for the purpose of overseeing the
accounting and financial reporting processes of the company and audits of the
financial statements of the company; if no such committee exists with respect
to the company, then the audit committee is the entire board of directors of the
company. For audits of nonissuers, the definition of audit committee contained
in Auditing Standard No. 16 provides that if no audit committee or board of
directors (or equivalent body) exists with respect to the company, then the audit
committee is the person(s) who oversee the accounting and financial reporting
processes of the company and audits of the financial statements of the company.
AU sec. 310 requires the auditor to establish an understanding with the client
regarding the services to be performed. Auditing Standard No. 16 requires the
auditor to establish the understanding of the terms of the audit engagement
with the audit committee. This requirement aligns the auditing standard with
the provision of the Act that requires the audit committee of listed companies
to be responsible for the appointment of the external auditor.15
Additionally, Auditing Standard No. 16 requires the auditor to record the terms
of the engagement in an engagement letter and to have the engagement letter
executed by the appropriate party or parties on behalf of the company and
determine that the audit committee has acknowledged and agreed to the terms.
These requirements are an expansion of the requirement in AU sec. 310 for
the auditor to document the understanding in the working papers, preferably
through a written communication with the client.
Auditing Standard No. 16 retains many of the communication requirements in
AU sec. 380 and also incorporates the SEC communication requirements.16 The
standard improves the current communication requirements of AU sec. 380 by
requiring the communications with the audit committee to occur before the issuance of the audit report. Additionally, the standard enhances certain existing
auditor communication requirements by requiring the auditor to communicate:

15
16

•

Certain matters regarding the company's accounting policies,
practices, and estimates;

•

The auditor's evaluation of the quality of the company's financial
reporting;

•

Information related to significant unusual transactions, including
the business rationale for such transactions; and

See Section 301 of the Act, and Sections 10A(m)(2) of the Exchange Act, 15 U.S.C. §78j-1(m)(2).
See Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k) and SEC Rule 2-07(a)(1)-(3).
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The auditor's views regarding significant accounting or auditing
matters when the auditor is aware that management consulted
with other accountants about such matters and the auditor has
identified a concern regarding these matters.

Auditing Standard No. 16 expands the inquiries of the audit committee required by Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, which requires the auditor to inquire of the audit committee
regarding the matters important to the identification and assessment of risks
of material misstatement and fraud risks. The additional inquiries in Auditing
Standard No. 16 address whether the audit committee is aware of matters relevant to the audit, including, but not limited to, violations or possible violations
of laws or regulations.
Additionally, Auditing Standard No. 16 adds new communication requirements
that provide the audit committee with additional information about significant
aspects of the audit. These communications are generally linked to the results
of the audit procedures or the conduct of the audit. Under Auditing Standard
No. 16 the auditor would be required to communicate:

•

An overview of the overall audit strategy, including timing of
the audit, significant risks the auditor identified, and significant
changes to the planned audit strategy or identified risks;

•

Information about the nature and extent of specialized skill or
knowledge needed in the audit, the extent of the planned use of
internal auditors, company personnel or other third parties, and
other independent public accounting firms, or other persons not
employed by the auditor that are involved in the audit;

•

The basis for the auditor's determination that he or she can serve
as principal auditor, if significant parts of the audit will be performed by other auditors;

•

Situations in which the auditor identified a concern regarding
management's anticipated application of accounting pronouncements that have been issued but are not yet effective and might
have a significant effect on future financial reporting;

•

Difficult or contentious matters for which the auditor consulted
outside the engagement team;

•
•
•

The auditor's evaluation of going concern;
Departure from the auditor's standard report; and
Other matters arising from the audit that are significant to the
oversight of the company's financial reporting process, including
complaints or concerns regarding accounting or auditing matters
that have come to the auditor's attention during the audit.

In addition to the communication requirements included in Auditing Standard
No. 16, other PCAOB standards and rules that require the auditor to communicate specific matters to the audit committee are referenced in Appendix B to
Auditing Standard No. 16.
While the standard establishes certain requirements regarding auditor communications to the audit committee, Auditing Standard No. 16 does not preclude
the auditor from providing additional information to the audit committee. Nor
does the standard preclude the auditor from responding to audit committee
requests for additional information from the auditor.
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IV. Audits of Brokers and Dealers
Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act ("Dodd-Frank Act")17 gave the Board oversight of the audits of brokers and
dealers registered with the SEC. In September 2010, the Commission issued
interpretive guidance clarifying that the references in Commission rules and
staff guidance and in the federal securities laws to generally accepted auditing
standards ("GAAS") or to specific standards under GAAS, as they relate to
nonissuer brokers or dealers, should continue to be understood to mean the
auditing and attestation standards established by the American Institute of
Certified Public Accountants ("AICPA"), but noted that it intended to revisit
this interpretation in connection with a SEC rulemaking project to update the
audit and attestation requirements for brokers and dealers in light of the DoddFrank Act.18 On June 15, 2011, the SEC proposed to amend its rules, including
SEC Rule 17a-5 under the Exchange Act, to require, among other things, that
audits of brokers' and dealers' financial statements and examinations of reports
regarding compliance with SEC requirements be performed in accordance with
the standards of the PCAOB.19
If the SEC adopts its proposed amendments to SEC Rule 17a-5 or provides
other direction that auditors of brokers and dealers are to comply with PCAOB
professional standards, the Board's auditing, attestation, quality control, and,
where applicable, independence standards would then apply to audits of brokers and dealers as required by Section 17 of the Exchange Act and SEC
Rule 17a-5.20
Further, if the SEC adopts its proposed amendments to SEC Rule 17a-5 or provides other direction that auditors of brokers and dealers are to comply with
PCAOB standards, prior to the effective date of Auditing Standard No. 16,21
the Board's interim standard, AU sec. 380, would be in effect for audits of brokers and dealers conducted for periods prior to the effective date of Auditing
Standard No. 16. The Board's interim standard, AU sec. 380, which was last
amended in 1999, indicates that it is not applicable to the audit of a broker or
dealer if the broker or dealer does not have an audit committee22 or is registered
with the SEC only because of Section 15(a) of the Exchange Act.23 Conversely,
the auditor communication requirements under GAAS, which are contained in
Statement on Auditing Standards ("SAS") 114, The Auditor's Communication
With Those Charged With Governance, which was issued by the Auditing Standards Board ("ASB") of the AICPA in 2006, are applicable to audits of all brokers

17

Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).
SEC, Commission Guidance Regarding Auditing, Attestation, and Related Professional Practice
Standards Related to Brokers and Dealers, Exchange Act Release No. 62991 (Sept. 24, 2010).
19
SEC, Broker-Dealer Reports, Exchange Act Release No. 64676 (June 15, 2011).
20
17 C.F.R. § 240.17a-5.
21
As noted in Section VII of this release, the Board anticipates that Auditing Standard No. 16
will be effective, subject to SEC approval, for audits of fiscal years beginning on or after December 15,
2012.
22
AU sec. 380.01 states that the communications required by AU sec. 380 are applicable to
entities that either have an audit committee or that have otherwise formally designated oversight
of the financial reporting process to a group equivalent to an audit committee (such as a finance
committee or budget committee).
23
See AU sec. 380.01, which states that the communications required by the standard "are
applicable to . . . all Securities and Exchange Commission (SEC) engagements." As noted in footnote 2
to AU sec. 380.01, the audits of brokers and dealers do not fall within an SEC engagement as defined
in AU sec. 380 if the broker or dealer is registered only because of Section 15(a) of the Exchange Act.
18
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and dealers.24 Because of this difference in the applicability of the auditor communication standards to the audits of brokers and dealers, there could be a gap
in required audit committee communications if the SEC amendments to SEC
Rule 17a-5 are adopted and become effective prior to the effective date of Auditing Standard No. 16. To eliminate this gap, the Board is amending AU sec.
380 to delete the current exception for audits of brokers and dealers that do not
have an audit committee or are registered with the SEC only because of Section
15(a) of the Exchange Act. The transitional amendment, which is contained in
Appendix 2 to this release, would eliminate the above-referenced gap in audit
committee communications by making the communication requirements in AU
sec. 380 applicable to audits of issuers and brokers and dealers, as those terms
are defined in the Act, prior to the effective date of Auditing Standard No. 16.
If PCAOB standards are applicable to audits of brokers and dealers prior to the
effective date of Auditing Standard No. 16, the communication requirements
under Auditing Standard No. 16 would be applicable to the audits of brokers
and dealers upon the effective date of the standard.

V. Emerging Growth Companies
Pursuant to Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act"), any rules adopted by the Board subsequent to April 5, 2012, do not apply
to the audits of emerging growth companies ("EGCs") (as defined in Section
3(a)(80) of the Exchange Act) unless the SEC "determines that the application
of such additional requirements is necessary or appropriate in the public interest, after considering the protection of investors, and whether the action will
promote efficiency, competition, and capital formation."25 Auditing Standard
No. 16 is the first auditing standard adopted by the Board subsequent to enactment of the JOBS Act and accordingly is subject to a separate determination
by the SEC regarding its applicability to audits of EGCs.
Pursuant to Section 107(b) of the Act, the Board will file Auditing Standard No.
16 for approval by the SEC. The Board will also request that the SEC approve
the application of Auditing Standard No. 16, and the related amendments, to
the audits of EGCs.

VI. Appendices
Appendix 1 to this release contains the text of Auditing Standard No. 16, Communications with Audit Committees, which has three appendices:
(1)
(2)
(3)

Appendix A—Definitions,
Appendix B—Communications with Audit Committees Required
by Other PCAOB Rules and Standards, and
Appendix C—Matters Included in the Audit Engagement Letter.

Appendix 2 to this release contains the transitional amendments to AU sec.
380. Appendix 3 to this release contains amendments to other existing PCAOB

24
See paragraph 1 of SAS 114 which states "[t]his statement . . . establishes standards and
provides guidance on the auditor's communication with those charged with governance in relation
to an audit of financial statements," and section 5.129 of the AICPA Audit & Accounting Guide:
Brokers and Dealers in Securities (July 2010), which states, in part: "AU section 380, The Auditor's
Communication with Those Charged with Governance . . . has been updated for the issuance of SAS
No. 114 . . . . AU 380 is applicable to all broker-dealers being audited under GAAS, regardless of their
governance structure or size."
25
Pub. L. No. 112-106, 126 STAT. 306 (April 5, 2012). See Section 103(a)(3)(C) of the Act, 15 U.S.C.
§7213 (a)(3)(C), as added by Section 104 of the JOBS Act.
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standards. Appendix 4 provides additional discussion of Auditing Standard No.
16, the amendments to other PCAOB standards, and comments received on the
reproposed standard. Appendix 5 to this release discusses certain significant
differences between the objectives and requirements of Auditing Standard No.
16 and the analogous standards of the International Auditing and Assurance
Standards Board ("IAASB") and the Auditing Standards Board of the AICPA. In
developing the standard, the Board considered the requirements of the relevant
standards of the IAASB and the ASB.

VII. Effective Date
The Board anticipates that the transitional amendments to AU sec. 380 included in Appendix 2 would be effective, subject to SEC approval, for the periods that PCAOB standards become applicable to audits of brokers and dealers,
as designated by the SEC upon adoption of its amendments to SEC Rule 17a-5,
if such periods precede the effective date of Auditing Standard No. 16.
The Board anticipates that Auditing Standard No. 16 and related amendments,
included in Appendices 1 and 3, respectively, will be effective, subject to SEC
approval, for audits of fiscal years beginning on or after December 15, 2012.
On the 15th day of August, in the year 2012, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
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Appendix 1—Auditing Standard No. 16
Communications with Audit Committees

Introduction
1. This standard requires the auditor to communicate with the company's
audit committee1 regarding certain matters related to the conduct of an audit2 and to obtain certain information from the audit committee relevant to the
audit. This standard also requires the auditor to establish an understanding of
the terms of the audit engagement with the audit committee and to record that
understanding in an engagement letter.
2. Other Public Company Accounting Oversight Board ("PCAOB") rules
and standards identify additional matters to be communicated to a company's
audit committee (see Appendix B). Various laws or regulations also require the
auditor to communicate certain matters to the audit committee.3 The communication requirements of this standard do not modify or replace communications
to the audit committee required by such other PCAOB rules and standards,
and other laws or regulations. Nothing in this standard precludes the auditor
from communicating other matters to the audit committee.

Objectives
3. The objectives of the auditor are to:
a.

Communicate to the audit committee the responsibilities of the
auditor in relation to the audit and establish an understanding
of the terms of the audit engagement with the audit committee;
b. Obtain information from the audit committee relevant to the
audit;
c. Communicate to the audit committee an overview of the overall
audit strategy and timing of the audit; and
d. Provide the audit committee with timely observations arising
from the audit that are significant to the financial reporting
process.
Note: "Communicate to," as used in this standard, is meant to encourage effective two-way communication between the auditor and the audit committee
throughout the audit to assist in understanding matters relevant to the audit.

Appointment and Retention
Significant Issues Discussed with Management in Connection
with the Auditor’s Appointment or Retention
4. The auditor should discuss with the audit committee any significant
issues that the auditor discussed with management in connection with the
1

Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
For purposes of this standard, an audit is either an audit of internal control over financial
reporting that is integrated with an audit of financial statements or an audit of financial statements
only.
3
See e.g., Section 10A(k) of the Securities Exchange Act of 1934 ("Exchange Act"), 15 U.S.C. §78j1(k); Rule 2-07 of Regulation S-X, 17 C.F.R. §210.2-07; and Rule 10A-3 under the Exchange Act, 17
C.F.R. §240.10A-3.
2
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appointment or retention of the auditor, including significant discussions regarding the application of accounting principles and auditing standards.

Establish an Understanding of the Terms of the Audit
5. The auditor should establish an understanding of the terms of the audit
engagement with the audit committee. This understanding includes communicating to the audit committee the following:
a. The objective of the audit;
b. The responsibilities of the auditor; and
c. The responsibilities of management.
6. The auditor should record the understanding of the terms of the audit
engagement in an engagement letter and provide the engagement letter to
the audit committee annually. The auditor should have the engagement letter
executed by the appropriate party or parties on behalf of the company.4 If the
appropriate party or parties are other than the audit committee, or its chair
on behalf of the audit committee, the auditor should determine that the audit
committee has acknowledged and agreed to the terms of the engagement.
Note: Appendix C describes matters that the auditor should include in the
engagement letter about the terms of the audit engagement.

7. If the auditor cannot establish an understanding of the terms of the audit
engagement with the audit committee, the auditor should decline to accept,
continue, or perform the engagement.

Obtaining Information and Communicating the
Audit Strategy
Obtaining Information Relevant to the Audit
8. The auditor should inquire of the audit committee about whether it is
aware of matters relevant to the audit,5 including, but not limited to, violations
or possible violations of laws or regulations.6

Overall Audit Strategy, Timing of the Audit, and Significant Risks
9. The auditor should communicate to the audit committee an overview of
the overall audit strategy, including the timing of the audit,7 and discuss with

4
Absent evidence to the contrary, the auditor may rely on the company's identification of the
appropriate party or parties to execute the engagement letter.
5
In addition to this inquiry, paragraphs 5.f. and 54-57 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement, describe the auditor's inquiries of the audit committee, or equivalent (or its chair) regarding the audit committee's knowledge of the risks of material
misstatement, including fraud risks. These inquiries include, among other things, whether the audit
committee is aware of tips or complaints regarding the company's financial reporting.
6
See AU sec. 317, Illegal Acts by Clients, for a description of the auditor's responsibilities when
a possible illegal act is detected. For audits of issuers, see also Section 10A(b) of the Exchange Act, 15
U.S.C. §78j-1(b), and Rule 10A-1 under the Exchange Act, 17 C.F.R. §240.10A-1.
7
See paragraphs 8-9 of Auditing Standard No. 9, Audit Planning, for a description of the auditor's
responsibilities for establishing an overall audit strategy.
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the audit committee the significant risks identified during the auditor's risk
assessment procedures.8
Note: This overview is intended to provide information about the audit, but not
specific details that would compromise the effectiveness of the audit procedures.

10. As part of communicating the overall audit strategy, the auditor should
communicate the following matters to the audit committee, if applicable:
a.

The nature and extent of specialized skill or knowledge needed
to perform the planned audit procedures or evaluate the audit
results related to significant risks;9

b.

The extent to which the auditor plans to use the work of the company's internal auditors in an audit of financial statements;10

c.

The extent to which the auditor plans to use the work of internal
auditors, company personnel (in addition to internal auditors),
and third parties working under the direction of management or
the audit committee when performing an audit of internal control
over financial reporting;11

d.

The names, locations, and planned responsibilities12 of other independent public accounting firms or other persons, who are not
employed by the auditor, that perform audit procedures in the
current period audit; and
Note: The term "other independent public accounting firms" in the
context of this communication includes firms that perform audit procedures in the current period audit regardless of whether they otherwise have any relationship with the auditor.

e.

The basis for the auditor's determination that the auditor can
serve as principal auditor, if significant parts of the audit are to
be performed by other auditors.13

11. The auditor should communicate to the audit committee significant
changes to the planned audit strategy or the significant risks initially identified
and the reasons for such changes.14

8
Auditing Standard No. 12 requires the auditor to determine whether identified and assessed
risks are significant risks. A significant risk is defined as a risk of material misstatement that requires
special audit consideration.
9
See paragraph 16 of Auditing Standard No. 9 for the requirement for the auditor to determine
whether specialized skill or knowledge is needed to perform appropriate risk assessments, plan or
perform audit procedures, or evaluate audit results.
10
See AU sec. 322, The Auditor's Consideration of the Internal Audit Function in an Audit of
Financial Statements, which describes the auditor's responsibilities related to the work of internal
auditors.
11
See paragraphs 16-19 of Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, which describe the auditor's
responsibilities related to using the work of others in an audit of internal control over financial
reporting.
12
See paragraphs 8-14 of Auditing Standard No. 9, which discuss the auditor's responsibilities for
determining the audit strategy, audit plan, and extent to which audit procedures should be performed
at selected locations or business units involving multi-location engagements.
13
See AU sec. 543, Part of Audit Performed by Other Independent Auditors, which discusses the
professional judgments the auditor makes in deciding whether the auditor may serve as principal
auditor.
14
See paragraph 15 of Auditing Standard No. 9, which discusses changes in audit strategy and
the audit plan during the course of the audit.
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Results of the Audit
Accounting Policies and Practices, Estimates, and Significant
Unusual Transactions
12. The auditor should communicate to the audit committee the following
matters:
a.

Significant accounting policies and practices.15
(1) Management's initial selection of, or changes in, significant accounting policies or the application of such policies
in the current period; and
(2) The effect on financial statements or disclosures of significant accounting policies in (i) controversial areas or (ii)
areas for which there is a lack of authoritative guidance or
consensus, or diversity in practice.

b.

Critical accounting policies and practices. All critical accounting policies and practices to be used, including:16
(1) The reasons certain policies and practices are considered
critical; and
(2) How current and anticipated future events might affect
the determination of whether certain policies and practices
are considered critical.
Note: Critical accounting policies and practices, as defined in
Appendix A, are a company's accounting policies and practices that are both most important to the portrayal of the
company's financial condition and results, and require management's most difficult, subjective, or complex judgments,
often as a result of the need to make estimates about the
effects of matters that are inherently uncertain. Critical accounting policies and practices are tailored to specific events
in the current year, and the accounting policies and practices
that are considered critical might change from year to year.

c.

Critical accounting estimates.
(1) A description of the process management used to develop
critical accounting estimates;17
(2) Management's significant assumptions used in critical accounting estimates that have a high degree of subjectivity;18 and

15
See, e.g., Financial Accounting Standards Board Accounting Standards Codification, Topic
235, Notes to Financial Statements, paragraph 235-10-50-1, which requires the entity to disclose a
description of all significant accounting policies as an integral part of the financial statements, and
paragraph 235-10-50-3, which describes what should be disclosed.
16
See also Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k), and Rule 2-07(a)(1) of Regulation S-X, 17 C.F.R. §210.2-07(a)(1).
17
See AU sec. 342, Auditing Accounting Estimates, which discusses the auditor's responsibilities to obtain and evaluate sufficient appropriate audit evidence to support significant accounting
estimates in an audit of financial statements.
18
Id.
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d.

(3) Any significant changes management made to the processes used to develop critical accounting estimates or significant assumptions, a description of management's reasons for the changes, and the effects of the changes on the
financial statements.19
Significant unusual transactions.
(1) Significant transactions that are outside the normal course
of business for the company or that otherwise appear to be
unusual due to their timing, size, or nature;20 and
(2) The policies and practices management used to account for
significant unusual transactions.
Note: As part of its communications to the audit committee,
management might communicate some or all of the matters in paragraph 12. If management communicates any
of these matters, the auditor does not need to communicate
them at the same level of detail as management, as long as
the auditor (1) participated in management's discussion with
the audit committee, (2) affirmatively confirmed to the audit
committee that management has adequately communicated
these matters, and (3) with respect to critical accounting policies and practices, identified for the audit committee those
accounting policies and practices that the auditor considers
critical. The auditor should communicate any omitted or inadequately described matters to the audit committee.

Auditor’s Evaluation of the Quality of the Company’s
Financial Reporting
13. The auditor should communicate to the audit committee the following
matters:
a.

b.

Qualitative aspects of significant accounting policies and practices.
(1) The results of the auditor's evaluation of, and conclusions
about, the qualitative aspects of the company's significant
accounting policies and practices, including situations in
which the auditor identified bias in management's judgments about the amounts and disclosures in the financial
statements;21 and
(2) The results of the auditor's evaluation of the differences between (i) estimates best supported by the audit evidence
and (ii) estimates included in the financial statements,
which are individually reasonable, that indicate a possible bias on the part of the company's management.22
Assessment of critical accounting policies and practices. The auditor's assessment of management's disclosures related to the critical accounting policies and practices, along with any significant

19

Id.
See paragraph 71.g. of Auditing Standard No. 12.
21
See paragraphs 24-27 of Auditing Standard No. 14, Evaluating Audit Results, which describe
the auditor's responsibilities related to evaluating the qualitative aspects of the company's accounting
practices.
22
See paragraph 27 of Auditing Standard No. 14.
20
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c.

d.
e.

f.

g.

modifications to the disclosure of those policies and practices proposed by the auditor that management did not make.
Conclusions regarding critical accounting estimates. The basis
for the auditor's conclusions regarding the reasonableness of the
critical accounting estimates.23
Significant unusual transactions. The auditor's understanding of
the business rationale for significant unusual transactions.24
Financial statement presentation. The results of the auditor's
evaluation of whether the presentation of the financial statements
and the related disclosures are in conformity with the applicable
financial reporting framework, including the auditor's consideration of the form, arrangement, and content of the financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount of detail given, the
classification of items, and the bases of amounts set forth.25
New accounting pronouncements. Situations in which, as a result
of the auditor's procedures, the auditor identified a concern regarding management's anticipated application of accounting pronouncements that have been issued but are not yet effective and
might have a significant effect on future financial reporting.
Alternative accounting treatments. All alternative treatments
permissible under the applicable financial reporting framework
for policies and practices related to material items that have been
discussed with management, including the ramifications of the
use of such alternative disclosures and treatments and the treatment preferred by the auditor.26

Other Information in Documents Containing Audited
Financial Statements
14. When other information is presented in documents containing audited
financial statements, the auditor should communicate to the audit committee
the auditor's responsibility under PCAOB rules and standards for such information, any related procedures performed, and the results of such procedures.27

Difficult or Contentious Matters for which the Auditor Consulted
15. The auditor should communicate to the audit committee matters
that are difficult or contentious for which the auditor consulted outside the
23
See AU sec. 342, which discusses the auditor's responsibilities to obtain and evaluate sufficient appropriate audit evidence to support significant accounting estimates in an audit of financial
statements.
24
See paragraph .66 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
25
See paragraphs 30-31 of Auditing Standard No. 14, which describe the auditor's responsibilities
related to the evaluation of whether the financial statements are presented fairly, in all material
respects, in conformity with the applicable financial reporting framework. Other PCAOB standards,
such as AU sec. 334, Related Parties, and AU sec. 341, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern, describe the auditor's responsibilities related to evaluation of
specific disclosures in financial statements.
26
See also Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k), and Rule 2-07(a)(2) of Regulation S-X, 17 C.F.R. §210.2-07(a)(2).
27
See, e.g., AU sec. 550, Other Information in Documents Containing Audited Financial Statements. In addition to AU sec. 550, discussion of the auditor's consideration of other information is
included in AU sec. 558, Required Supplementary Information, and AU sec. 711, Filings Under Federal Securities Statutes.
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engagement team and that the auditor reasonably determined are relevant to
the audit committee's oversight of the financial reporting process.

Management Consultation with Other Accountants
16. When the auditor is aware that management consulted with other accountants about significant auditing or accounting matters and the auditor has
identified a concern regarding such matters, the auditor should communicate to
the audit committee his or her views about such matters that were the subject
of such consultation.

Going Concern
17. The auditor should communicate to the audit committee, when applicable, the following matters relating to the auditor's evaluation of the company's
ability to continue as a going concern:28
a.

If the auditor believes there is substantial doubt about the company's ability to continue as a going concern for a reasonable period of time, the conditions and events that the auditor identified
that, when considered in the aggregate, indicate that there is substantial doubt;29

b.

If the auditor concludes, after consideration of management's
plans, that substantial doubt about the company's ability to continue as a going concern is alleviated, the basis for the auditor's
conclusion, including elements the auditor identified within management's plans that are significant to overcoming the adverse
effects of the conditions and events;30

c.

If the auditor concludes, after consideration of management's
plans, that substantial doubt about the company's ability to continue as a going concern for a reasonable period of time remains:31
(1) The effects, if any, on the financial statements and the adequacy of the related disclosure;32 and
(2) The effects on the auditor's report.33

28
See AU sec. 341 for the requirements regarding an auditor's responsibility to evaluate whether
there is substantial doubt about a company's ability to continue as a going concern for a reasonable
period of time, not to exceed one year beyond the date of the financial statements being audited. Additionally, AU secs. 341.03a-c provide the auditor with an overview of the requirements for evaluating
whether there is substantial doubt about the company's ability to continue as a going concern for a
reasonable period of time.
29
See AU sec. 341.06, which provides examples of such conditions and events and AU sec. 341.07,
which discusses the auditor's procedures if the auditor believes there is substantial doubt about the
company's ability to continue as a going concern for a reasonable period of time.
30
See AU sec. 341.08, which discusses the auditor's responsibilities related to the auditor's evaluation of management's plans.
31
See AU sec. 341.12, which describes the effects on the auditor's report. See also AU sec. 341.03c,
which discusses the auditor's evaluation of factors that indicate there is substantial doubt about the
company's ability to continue as a going concern.
32
See AU sec. 341.10, which discusses the possible effects on the financial statements and the
adequacy of the related disclosure.
33
See AU secs. 341.12-.16, which discuss the auditor's consideration of the effects on the auditor's
report when the auditor concludes that substantial doubt exists about the company's ability to continue
as a going concern for a reasonable period of time.
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Uncorrected and Corrected Misstatements
18. The auditor should provide the audit committee with the schedule
of uncorrected misstatements related to accounts and disclosures34 that the
auditor presented to management.35 The auditor should discuss with the audit committee, or determine that management has adequately discussed with
the audit committee, the basis for the determination that the uncorrected misstatements were immaterial, including the qualitative factors36 considered. The
auditor also should communicate that uncorrected misstatements or matters
underlying those uncorrected misstatements could potentially cause futureperiod financial statements to be materially misstated, even if the auditor has
concluded that the uncorrected misstatements are immaterial to the financial
statements under audit.
19. The auditor should communicate to the audit committee those corrected misstatements, other than those that are clearly trivial,37 related to
accounts and disclosures that might not have been detected except through
the auditing procedures performed, and discuss with the audit committee the
implications that such corrected misstatements might have on the company's
financial reporting process.

Material Written Communications
20. The auditor should communicate to the audit committee other material
written communications between the auditor and management.38

Departure from the Auditor’s Standard Report
21. The auditor should communicate to the audit committee the following
matters related to the auditor's report:
a.

b.

When the auditor expects to modify the opinion in the auditor's
report, the reasons for the modification, and the wording of the
report; and
When the auditor expects to include explanatory language or an
explanatory paragraph in the auditor's report, the reasons for
the explanatory language or paragraph, and the wording of the
explanatory language or paragraph.

Disagreements with Management
22. The auditor should communicate to the audit committee any disagreements with management about matters, whether or not satisfactorily resolved,

34
Footnote 13 to paragraph 20 of Auditing Standard No. 14 indicates that misstatements include
omission and presentation of inaccurate or incomplete disclosures.
35
See Section 13(i) of the Exchange Act, 15 U.S.C.§78m(i), which states, in part, that financial
statements prepared in accordance with generally accepted accounting principles and filed with the
Securities and Exchange Commission "shall reflect all material correcting adjustments that have been
identified by a registered public accounting firm . . . ."
36
Appendix B of Auditing Standard No. 14 discusses the qualitative factors related to the evaluation of the materiality of uncorrected misstatements.
37
See paragraph 10 of Auditing Standard No. 14, which requires the auditor to accumulate
misstatements identified during the audit, other than those that are clearly trivial.
38
See also Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k) and Rule 2-07(a)(3) of Regulation S-X, 17 C.F.R. §210.2-07 (a)(3).
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that individually or in the aggregate could be significant to the company's financial statements or the auditor's report. Disagreements with management
do not include differences of opinion based on incomplete facts or preliminary
information that are later resolved by the auditor obtaining additional relevant
facts or information prior to the issuance of the auditor's report.

Difficulties Encountered in Performing the Audit
23. The auditor should communicate to the audit committee any significant
difficulties encountered during the audit. Significant difficulties encountered
during the audit include, but are not limited to:
a.

b.
c.
d.
e.

Significant delays by management, the unavailability of company
personnel, or an unwillingness by management to provide information needed for the auditor to perform his or her audit procedures;
An unreasonably brief time within which to complete the audit;
Unexpected extensive effort required by the auditor to obtain sufficient appropriate audit evidence;
Unreasonable management restrictions encountered by the auditor on the conduct of the audit; and
Management's unwillingness to make or extend its assessment
of the company's ability to continue as a going concern when requested by the auditor.
Note: Difficulties encountered by the auditor during the audit could
represent a scope limitation,39 which may result in the auditor modifying the auditor's opinion or withdrawing from the engagement.

Other Matters
24. The auditor should communicate to the audit committee other matters
arising from the audit that are significant to the oversight of the company's
financial reporting process. This communication includes, among other matters,
complaints or concerns regarding accounting or auditing matters that have
come to the auditor's attention during the audit and the results of the auditor's
procedures regarding such matters.40

Form and Documentation of Communications
25. The auditor should communicate to the audit committee the matters
in this standard, either orally or in writing,41 unless otherwise specified in this
standard. The auditor must document the communications in the work papers,
whether such communications took place orally or in writing.42
39
See paragraphs .22-.32 of AU sec. 508, Reports on Audited Financial Statements, for a discussion
of scope limitations.
40
AU secs. 316.79-.81 and AU sec. 317.17 include specific communication requirements relating
to fraud or illegal acts, respectively.
41
See paragraphs .07-.11 of AU sec. 532, Restricting the Use of an Auditor's Report, which apply
to certain written reports on matters coming to the auditor's attention during the course of the audit.
42
Consistent with the requirements of Auditing Standard No. 3, Audit Documentation, the audit
documentation should be in sufficient detail to enable an experienced auditor, having no previous connection with the engagement, to understand the communications made to comply with the provisions
of this standard.
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Note: If, as part of its communications to the audit committee, management
communicated some or all of the matters identified in paragraphs 12 or 18 and,
as a result, the auditor did not communicate these matters at the same level
of detail as management, the auditor must include a copy of or a summary of
management's communications provided to the audit committee in the audit
documentation.

Timing
26. All audit committee communications required by this standard should
be made in a timely manner and prior to the issuance of the auditor's report.43
The appropriate timing of a particular communication to the audit committee
depends on factors such as the significance of the matters to be communicated
and corrective or follow-up action needed, unless other timing requirements
are specified by PCAOB rules or standards or the securities laws.
Note: An auditor may communicate to only the audit committee chair if done in
order to communicate matters in a timely manner during the audit. The auditor,
however, should communicate such matters to the audit committee prior to the
issuance of the auditor's report.

43
Consistent with Rule 2-07 of Regulation S-X, 17 C.F.R. § 210.2- 07, in the case of a registered
investment company, audit committee communication should occur annually, and if the annual communication is not within 90 days prior to the filing of the auditor's report, the auditor should provide an
update in the 90-day period prior to the filing of the auditor's report, of any changes to the previously
reported information.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as follows:
A2. Audit committee—A committee (or equivalent body) established by and
among the board of directors of a company for the purpose of overseeing the
accounting and financial reporting processes of the company and audits of the
financial statements of the company; if no such committee exists with respect
to the company, the entire board of directors of the company.
For audits of nonissuers, if no such committee or board of directors (or equivalent body) exists with respect to the company, the person(s) who oversee the
accounting and financial reporting processes of the company and audits of the
financial statements of the company.
A3. Critical accounting estimate—An accounting estimate where (a) the nature of the estimate is material due to the levels of subjectivity and judgment
necessary to account for highly uncertain matters or the susceptibility of such
matters to change and (b) the impact of the estimate on financial condition or
operating performance is material.
A4. Critical accounting policies and practices—A company's accounting policies
and practices that are both most important to the portrayal of the company's
financial condition and results, and require management's most difficult, subjective, or complex judgments, often as a result of the need to make estimates
about the effects of matters that are inherently uncertain.
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Appendix B
Communications with Audit Committees Required
by Other PCAOB Rules and Standards
This appendix identifies other PCAOB rules and standards related to the audit
that require communication of specific matters between the auditor and the
audit committee.

•

Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist, paragraphs 60, 62,
and 64

•

Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements, paragraphs 78-81, 91, C7, and C14

•

Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, paragraphs 5.f. and 54-57

•

PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax
Services

•

PCAOB Rule 3525, Audit Committee Pre-approval of Non-audit
Services Related to Internal Control Over Financial Reporting

•

PCAOB Rule 3526, Communication with Audit Committees Concerning Independence

•

AU sec. 316, Consideration of Fraud in a Financial Statement Audit, paragraphs .79-.81

•
•

AU sec. 317, Illegal Acts by Clients, paragraphs .08, .17, and .20

•

AU sec. 328, Auditing Fair Value Measurements and Disclosures,
paragraph .50

•
•

AU sec. 333, Management Representations, paragraph .05

•

AU sec. 711, Filings Under Federal Securities Statutes, paragraph
.13

•

AU sec. 722, Interim Financial Information, paragraphs .08-.09,
.30-.31, and .33-.36
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Appendix C
Matters Included in the Audit Engagement Letter
C1. The auditor should include the following matters in the engagement letter.1
The auditor's description of these matters will vary depending on whether the
auditor is engaged in a financial statement audit or in an audit of internal
control over financial reporting that is integrated with an audit of financial
statements ("integrated audit").
a.

The objective of the audit is:
1. Integrated audit: The expression of an opinion on both the
effectiveness of internal control over financial reporting
and the financial statements.
2. Audit of financial statements: The expression of an opinion
on the financial statements.

b.

Auditor's responsibilities:
1. The auditor is responsible for conducting the audit in accordance with the standards of the Public Company Accounting Oversight Board. Those standards require that
the auditor:
a. Integrated audit: Plan and perform the audit to
obtain reasonable assurance about whether the
financial statements are free of material misstatement, whether caused by error or fraud, and
whether effective internal control over financial
reporting was maintained in all material respects.
Accordingly, there is some risk that a material
misstatement of the financial statements or a material weakness in internal control over financial
reporting would remain undetected. Although not
absolute assurance, reasonable assurance is a
high level of assurance.
Also, an integrated audit is not designed to detect
error or fraud that is immaterial to the financial
statements or deficiencies in internal control over
financial reporting that, individually or in combination, are less severe than a material weakness.
If, for any reason, the auditor is unable to complete the audit or is unable to form or has not
formed an opinion, he or she may decline to express an opinion or decline to issue a report as a
result of the engagement.
b. Audit of financial statements: Plan and perform
the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether caused by error or

1
Certain matters should not be included in an engagement letter; for example, under Securities
and Exchange Commission, Section 602.02.f.i. of the Codification of Financial Reporting Policies,
indemnification provisions are not permissible for audits of issuers.
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fraud. Accordingly, there is some risk that a material misstatement would remain undetected. Although not absolute assurance, reasonable assurance is a high level of assurance. Also, a financial
statement audit is not designed to detect error
or fraud that is immaterial to the financial statements. If, for any reason, the auditor is unable to
complete the audit or is unable to form or has not
formed an opinion, he or she may decline to express an opinion or decline to issue a report as a
result of the engagement.
2. An audit includes:
a. Integrated audit: In fulfillment of the responsibilities noted above, the auditor communicates:
1. To the audit committee and management: all material weaknesses in internal control over financial reporting identified during the audit, in writing.
2. To the audit committee: all significant
deficiencies identified during the audit,
in writing, and informs the audit committee when the auditor has informed
management of all internal control deficiencies.
3. To management: all internal control deficiencies identified during the audit and
not previously communicated in writing
by the auditor or by others, including internal auditors or others within the company.
4. To the board of directors: any conclusion
that the audit committee's oversight of
the company's external financial reporting and internal control over financial reporting is ineffective, in writing.
b. Audit of financial statements: Obtaining an understanding of internal control sufficient to plan
the audit and to determine the nature, timing,
and extent of audit procedures to be performed.2
An audit of financial statements is not designed to
provide assurance on internal control or to identify internal control deficiencies. However, the auditor is responsible for communicating:
1. To the audit committee and management: all significant deficiencies and material weaknesses identified during the
audit, in writing.
2. To the board of directors: if the auditor becomes aware that the oversight of

2
AU sec. 325, Communications About Control Deficiencies in an Audit of Financial Statements,
provides direction on control deficiencies identified in an audit of financial statements.
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the company's external financial reporting and internal control over financial reporting by the audit committee is ineffective, that conclusion, in writing.
c. Management's responsibilities:
1. Management is responsible for the company's financial statements, including
disclosures.
2. Management is responsible for establishing and maintaining effective internal control over financial reporting.
3. Management is responsible for identifying and ensuring that the company complies with the laws and regulations applicable to its activities.
4. Management is responsible for making
all financial records and relevant information available to the auditor.
5. At the conclusion of the engagement,
management will provide the auditor
with a letter that confirms certain representations made during the audit.
6. Management is responsible for adjusting
the financial statements to correct material misstatements relating to accounts
or disclosures and for affirming to the auditor in the representation letter that the
effects of any uncorrected misstatements
aggregated by the auditor are immaterial, both individually and in the aggregate, to the financial statements taken
as a whole.
C2. In connection with a review of interim financial information, to confirm
and document the understanding, the auditor should either: (a) document in
the audit engagement letter the nature and objectives of the engagement to
review interim financial information and the responsibilities of management
and the auditor or (b) issue a separate engagement letter that addresses such
matters.3

3
Paragraphs .08-.09 of AU sec. 722, Interim Financial Information, discuss the auditor's responsibilities related to establishing an understanding with the audit committee in connection with a
review of the company's interim financial information.
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Appendix 2
Transitional Amendments to AU sec. 380,
Communication With Audit Committees
Auditing Standard
AU sec. 380, ”Communication With Audit Committees”
SAS No. 61, "Communication With Audit Committees" (AU sec. 380, "Communication With Audit Committees"), as amended, is amended as follows:
a. The last sentence of paragraph .01 is replaced with:
The communications required by this section are applicable to the
audits of (i) issuers and (ii) brokers and dealers, as those terms are
defined in the Sarbanes-Oxley Act of 2002, as amended.2

b.

Footnote 2 to paragraph .01 is replaced with:
See Sections 2(a)(7), 110(3), and 110(4) of the Sarbanes-Oxley Act of
2002.
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Appendix 3
Amendments to PCAOB Standards

Auditing Standards
Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of
Financial Statements
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That is Integrated with An Audit of Financial Statements, as amended, is
amended as follows:
a.

The following sentence is added at the end of paragraph 80:
This communication should be made in a timely manner and prior to
the issuance of the auditor's report on internal control over financial
reporting.

b.

The following sentence is added after the first sentence of paragraph 81:
The auditor should communicate this information to the audit committee in a timely manner and prior to the issuance of the auditor's
report on internal control over financial reporting.

Auditing Standard No. 9, Audit Planning
Auditing Standard No. 9, Audit Planning, is amended as follows:
a.

Paragraph 6.c. is replaced with:
Establish an understanding of the terms of the audit engagement
with the audit committee in accordance with Auditing Standard No.
16, Communications with Audit Committees.

b.

Footnote 4 to paragraph 6 is deleted.

c.

In footnote 7 to paragraph 9.a., the references to AU sec. 310 and
AU sec. 380, Communication with Audit Committees, are replaced
with a reference to Auditing Standard No. 16, Communications
with Audit Committees.

Auditing Standard No. 13, The Auditor’s Responses to the
Risks of Material Misstatement
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement, is amended as follows:
The note to paragraph 5.d. is deleted.

AU sec. 310, ”Appointment of the Independent Auditor”
SAS No. 1, "Codification of Auditing Standards and Procedures" section 310,
"Appointment of the Independent Auditor" (AU sec. 310, "Appointment of the
Independent Auditor"), as amended, is superseded.
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AU sec. 316, ”Consideration of Fraud in a Financial
Statement Audit”
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a.

The third sentence of paragraph .79 is replaced with:
Fraud involving senior management and fraud (whether caused by
senior management or other employees) that causes a material misstatement of the financial statements should be reported directly to
the audit committee in a timely manner and prior to the issuance of
the auditor's report.

b.

The second sentence of paragraph .81 is replaced with:
Such a communication may be a part of an overall communication to
the audit committee of business and financial statement risks affecting the entity and/or in conjunction with the auditor communication
about the qualitative aspects of the entity's accounting policies and
practices (see paragraphs 12–13 of Auditing Standard No. 16, Communications with Audit Committees). The auditor should communicate these matters to the audit committee in a timely manner and
prior to the issuance of the auditor's report.

c.

Within footnote 10 to paragraph .88, the reference to section 380,
Communication With Audit Committees, is replaced with a reference to Auditing Standard No. 16, Communications with Audit
Committees.

AU sec. 317, ”Illegal Acts by Clients”
SAS No. 54, "Illegal Acts by Clients" (AU sec. 317, "Illegal Acts by Clients"), as
amended, is amended as follows:
a.

The fourth sentence of paragraph .08 is replaced with:
The auditor should make inquiries of management and the audit
committee1 concerning the client's compliance with laws and regulations and knowledge of violations or possible violations of laws or
regulations.

b.

Footnote 1 is added to paragraph .08 after the term "audit committee":
For this standard, audit committee is defined as a committee (or
equivalent body) established by and among the board of directors of
an entity for the purpose of overseeing the accounting and financial
reporting processes of the entity and audits of the financial statements of the entity; if no such committee exists with respect to the
entity, the entire board of directors of the entity. For audits of nonissuers, if no such committee or board of directors (or equivalent body)
exists with respect to the entity, the person(s) who oversee the accounting and financial reporting processes of the entity and audits
of the financial statements of the entity.

c.

The first sentence of paragraph .17 is replaced with:
The auditor should assure himself that the audit committee is adequately informed as soon as practicable and prior to the issuance

REL 2012-004

3545

Communications with Audit Committees
of the auditor's report with respect to illegal acts that come to the
auditor's attention.

d.

Footnote 1 to paragraph .17 is deleted.

AU sec. 328, ”Auditing Fair Value Measurements
and Disclosures”
SAS No. 101, "Auditing Fair Value Measurements and Disclosures" (AU sec.
328, "Auditing Fair Value Measurements and Disclosures"), as amended, is
amended as follows:
Paragraph .50 is replaced with:
Paragraphs 12-13 of Auditing Standard No. 16, Communications with Audit
Committees, require the auditor to communicate to the audit committee matters related to critical accounting estimates, which may include fair value measurements.

AU sec. 333, ”Management Representations”
SAS No. 85, "Management Representations" (AU sec. 333, "Management Representations"), as amended, is amended as follows:
The following sentence is added as the last sentence of paragraph .05:
The auditor should provide a copy of the representation letter to the audit
committee if management has not already provided the representation letter
to the audit committee.

AU sec. 341, ”The Auditor’s Consideration of an Entity’s Ability
to Continue as a Going Concern”
SAS No. 59, "The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern" (AU sec. 341, "The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern"), as amended, is amended as follows:
Paragraph .17A is added, along with the heading preceding this paragraph:
Communications with Audit Committees
Paragraph 17 of Auditing Standard No. 16, Communications with Audit Committees, describes matters an auditor is required to communicate to the audit
committee related to the auditor's evaluation of a company's ability to continue
as a going concern for a reasonable period of time.

AU sec. 380, ”Communication With Audit Committees”
SAS No. 61, "Communication With Audit Committees" (AU sec. 380, "Communication With Audit Committees"), as amended, is superseded.

AU sec. 9380, ”Communication With Audit Committees:
Auditing Interpretations of Section 380”
AU sec. 9380, "Communication With Audit Committees: Auditing Interpretations of Section 380," is superseded.
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AU sec. 532, ”Restricting the Use of an Auditor’s Report”
SAS No. 87, "Restricting the Use of an Auditor's Report (AU sec. 532, "Restricting the Use of an Auditor's Report"), as amended, is amended as follows:
In the second bullet point of paragraph .07, the reference to Section 380, Communication With Audit Committees, is replaced with a reference to Auditing
Standard No. 16, Communications with Audit Committees.

AU sec. 550, ”Other Information in Documents Containing
Audited Financial Statements”
SAS No. 8, "Other Information in Documents Containing Audited Financial
Statements" (AU sec. 550, "Other Information in Documents Containing Audited Financial Statements"), as amended, is amended as follows:
a. The sixth sentence of paragraph .04 is replaced with:
If the other information is not revised to eliminate the material inconsistency, he should communicate the material inconsistency to
the audit committee and consider other actions, such as revising his
report to include an explanatory paragraph describing the material
inconsistency, withholding the use of his report in the document, and
withdrawing from the engagement.

b.

The second sentence of paragraph .06 is replaced with:
He should communicate the material misstatement of fact to the
client and the audit committee, in writing, and consider consulting his legal counsel as to further appropriate action in the circumstances.

AU sec. 711, ”Filings Under Federal Securities Statutes”
SAS No. 37, "Filings Under Federal Securities Statutes" (AU sec. 711, "Filings
Under Federal Securities Statutes"), as amended, is amended as follows:
The last sentence of paragraph .13 is replaced with:
In either case, the accountant should communicate the matter to the audit
committee and also consider withholding his consent to the use of his report on
the audited financial statements in the registration statement.

AU sec. 722, ”Interim Financial Information”
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), as amended, is amended as follows:
a. The heading preceding paragraph .08, "Establishing an Understanding With the Client" is replaced with the heading, "Establishing an Understanding with the Audit Committee."
b. Paragraph .08 is replaced with:
The accountant should establish an understanding of the terms of
an engagement to review interim financial information with the audit committee or others with equivalent authority and responsibility
(hereafter referred to as the audit committee).6 This understanding includes the objective of the review of interim financial information, the responsibilities of the accountant, and the responsibilities
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of management. Such an understanding reduces the risk that either
the accountant or the audit committee may misinterpret the needs
or expectations of the other party. The accountant should record this
understanding of the terms of the engagement in an engagement letter and should provide the engagement letter to the audit committee.
The accountant should have the engagement letter executed by the
appropriate party or parties on behalf of the company. If the appropriate party or parties are other than the audit committee, or its
chair on behalf of the audit committee, the accountant should determine that the audit committee has acknowledged and agreed to the
terms of the engagement. If the accountant believes he or she cannot
establish an understanding of the terms of an engagement to review
interim financial information with the audit committee, the accountant should decline to accept, continue, or perform the engagement.

c.

Footnote 6 to paragraph .08 is replaced with:
See paragraph .16 of QC sec. 20, System of Quality Control for a CPA
Firm's Accounting and Auditing Practice.

d.
e.

In the first sentence of paragraph .09, the word "client" is replaced
with the words "audit committee."
Paragraph .30 is replaced with:
If management does not respond appropriately to the accountant's
communication within a reasonable period of time, the accountant
should communicate these matters to the audit committee as soon
as practicable and prior to the registrant filing its periodic report
with the SEC. The communications to the audit committee should be
made and documented in accordance with paragraph 25 of Auditing
Standard No. 16, Communications with Audit Committees.

f.

The following sentence is added at the end of paragraph .33:
The accountant should communicate significant deficiencies or material weaknesses of which the accountant has become aware to the
audit committee or those responsible for oversight of the company's
financial reporting in a timely manner and prior to the registrant
filing its periodic report with the SEC.

g.

Paragraph .34 is replaced with:
When conducting a review of interim financial information, the accountant also should determine whether any of the matters described
in Auditing Standard No. 16, Communications with Audit Committees, as they relate to interim financial information, have been identified. If such matters have been identified, the accountant should
communicate them to the audit committee in a timely manner and
prior to the registrant filing its periodic report with the SEC. For example, the accountant should communicate a description of the process management used to develop the critical accounting estimates;
a change in a significant accounting policy affecting the interim financial information; misstatements that, either individually or in
the aggregate, could have a significant effect on the entity's financial
reporting process; and uncorrected misstatements aggregated by the
accountant that management determined to be immaterial, both individually and in the aggregate, to the interim financial statements
taken as a whole.23 As part of its communications to the audit committee, management might communicate some or all of the matters
related to the company's accounting policies, practices, estimates,
and significant unusual transactions described in paragraph 12 of
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Auditing Standard No. 16, Communications with the Audit Committees. If management communicates any of these matters, the accountant does not need to communicate them at the same level of
detail as management, as long as the accountant (1) participated
in management's discussion with the audit committee, (2) affirmatively confirmed to the audit committee that management has adequately communicated these matters, and (3) with respect to critical
accounting policies and practices, identified for the audit committee
those accounting policies and practices that the accountant considers
critical. The accountant should communicate any omitted or inadequately described matters to the audit committee.

h.

Footnote 23 to paragraph .34 is replaced with:
The schedule of uncorrected misstatements related to accounts and
disclosures provided to the audit committee should be the same
schedule that was included in or attached to the management representation letter that is described in paragraph .24(k) of this section.

i.

The last two sentences of paragraph .35 are replaced with:
Therefore, any communication the accountant may make about the
entity's accounting policies, practices, estimates, and significant unusual transactions as applied to its interim financial reporting, generally would be limited to the effect of significant events, transactions,
and changes in accounting estimates that the accountant considered
when conducting the review of interim financial information. Further, interim review procedures do not provide assurance that the
accountant will become aware of all matters that might affect the
accountant's judgments about the qualitative aspects of the entity's
accounting policies and practices that would be identified as a result
of an audit.

j.

Paragraph .36 is replaced with:
If the accountant has identified matters to be communicated to the
audit committee, the accountant should communicate such matters
to the audit committee, or at least its chair, in a timely manner and
prior to the registrant filing its periodic report with the SEC. The
communications to the audit committee should be made and documented in accordance with paragraph 25 of Auditing Standard No.
16, Communications with Audit Committees.
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Appendix 4
Additional Discussion of Auditing Standard No. 16,
Related Amendments to PCAOB Standards, and
Comments on the Reproposed Standard
This appendix discusses Auditing Standard No. 16, Communications with Audit
Committees (the "standard"), presented in Appendix 1, and the related amendments to PCAOB standards in Appendix 3.1 In particular, this appendix provides additional background information for certain requirements in the standard and related amendments.
The standard was originally proposed on March 29, 20102 (the "original proposed standard"), a roundtable was held on September 21, 2010,3 and the standard was reproposed on December 20, 20114 (the "reproposed standard"). This
appendix also discusses the Board's responses to significant issues raised by
the comments on the reproposed standard, as well as the basis for the Board's
conclusions regarding certain requirements.

I. Definition of Audit Committee (Paragraph A-2
of Auditing Standard No. 16)
Auditing Standard No. 16 defines an audit committee as a committee (or equivalent body) established by and among the board of directors of a company for
the purpose of overseeing the accounting and financial reporting processes of
the company and audits of the financial statements of the company; if no such
committee exists with respect to the company, the entire board of directors of
the company. This definition largely incorporates the definition of "audit committee" from the Sarbanes-Oxley Act of 2002 (the "Act").5 The parenthetical
phrase "or equivalent body" after the term "committee" clarifies that entities
with bodies performing a function similar to that of an audit committee would
fit within this category.
The standard modifies the Act's version of the definition of an audit committee
as it relates to audits of nonissuers. Specifically, for audits of nonissuers, Auditing Standard No. 16 states that, if no such committee or board of directors (or
equivalent body) exists with respect to the company, the audit committee would
be considered the person(s) who oversee the accounting and financial reporting
processes of the company and audits of the financial statements of the company.
This modification was made to recognize that some nonissuers, including brokers and dealers, may have governance structures that do not include boards of
directors or audit committees. In those cases, the auditor would identify those

1
The transitional amendments to AU sec. 380, Communication With Audit Committees ("AU sec.
380"), in Appendix 2 are discussed on pages 12-14 of the release.
2
Proposed Auditing Standard Related to Communications with Audit Committees and Related
Amendments to Certain PCAOB Auditing Standards, PCAOB Release No. 2010-001 (March 29, 2010).
3
A transcript of the roundtable is available at http://pcaobus.org/Rules/Rulemaking/Docket030/
Roundtable_Transcript.pdf.
4
Proposed Auditing Standard Related to Communications with Audit Committees; Related
Amendments to PCAOB Standards; and Transitional Amendments to AU sec. 380, PCAOB Release
No. 2011-008 (Dec. 20, 2011).
5
Section 2(a)(3) of the Act, 15 U.S.C. § 7201.
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persons at the nonissuer company who oversee the company's accounting and
financial reporting processes and audits. This modification is meant to indicate
that senior persons in an oversight role in such circumstances would be the
recipients of the auditor communications.
Using the definition of "audit committee," the auditor would identify the bodies
or persons that oversee the company's accounting, auditing, and financial reporting processes to find the appropriate recipient of the communications under
the standard.6 For issuers, the definition is the same as the definition included
in the Act.7 For nonissuers, the definition contains three categories of bodies
or persons. The first two categories (audit committee and the entire board of
directors of the company) are the same as those included in the definition of
audit committee for an issuer. The third category covers situations in which
the company does not have an audit committee, board of directors, or equivalent body, such as certain non-public brokers and dealers. The parenthetical
phrase "or equivalent body" after the term "board of directors" clarifies that
entities with bodies performing a function similar to that of a corporate board
of directors would fit within this category.
The reproposed standard required the auditor to communicate to those persons designated to oversee the financial reporting processes of the company
in situations in which a nonissuer does not have an audit committee, board
of directors, or equivalent body. Some commenters indicated that, for certain
nonissuers, the person designated to oversee the accounting and financial reporting processes of the company could be the chief financial officer, in which
case the communication would be made to the person preparing the financial
statements. Therefore, commenters suggested that the auditor should make
relevant communications to the chief executive officer, or equivalent officer of
the company.
The definition was revised to focus on the person(s) identified by the auditor as
responsible for overseeing the accounting and financial reporting processes of
the company. However, the definition was not revised to exclude from the definition of audit committee those persons with oversight responsibility who also
have management responsibilities for the preparation of the financial statements of the company. As adopted, for nonissuers with no existing audit committee or board of directors (or equivalent body), the auditor would be expected
to identify senior persons at the company who have decision-making authority
and responsibility to oversee the accounting and financial reporting processes
of the company and audits of the financial statements, and to make the required
communications to those persons. For example, in an owner managed entity,
the person with oversight of financial reporting within the company could be
the owner. Under a limited partnership, the person with oversight of financial reporting within the company could be the managing or general partner
responsible for preparation of the financial statements and oversight of the
partnership's audits.
Nevertheless, if all persons identified by the auditor as having responsibility
for oversight of the company's accounting and financial reporting processes and
audits also have management responsibilities for the preparation of the financial statements, then the auditor could also make the communications specified
in the standard to other individuals at the company. For example the auditor

6
The Board's proposed definition is not intended to conflict with or affect any requirements, or
the application of any requirements, under federal law, state law, foreign law, or an entity's governing documents regarding the establishment, approval, or ratification of board of directors or audit
committees, or the delegation of responsibilities of such a committee or board.
7
Section 2(a)(3) of the Act, 15 U.S.C. § 7201.
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might identify that the chief executive officer has oversight responsibility for
the company's accounting and financial reporting processes; therefore, in those
circumstances communications to the chief executive would be in compliance
with the audit committee definition in Auditing Standard No. 16. Additionally,
the auditor might identify others in charge of the company's operations and
performance, who may benefit from the communications.
Some commenters suggested that the standard should clarify to whom the auditor should communicate when the company is a subsidiary of another entity.
Auditing Standard No. 16 does not require communication outside the governance structure of the audited entity because the standard designates the appropriate party to receive the auditor communications within the audited entity.
If directed by the audit client, or if the auditor otherwise deems it appropriate,
the auditor could also communicate to a parent company audit committee or
equivalent body.

II. Objectives (Paragraph 3 of Auditing Standard
No. 16)
Auditing Standard No. 16 states that the objectives of the auditor are to (a)
communicate to the audit committee the responsibilities of the auditor in relation to the audit and establish an understanding of the terms of the audit
engagement with the audit committee; (b) obtain information from the audit
committee relevant to the audit; (c) communicate to the audit committee an
overview of the overall audit strategy and timing of the audit; and (d) provide
the audit committee with timely observations arising from the audit that are
significant to the financial reporting process. The objectives of the standard are
intended to highlight the overall context for the requirements in the standard.

III. Significant Issues Discussed with Management in
Connection with the Auditor’s Appointment or Retention
(Paragraph 4 of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to discuss with the audit committee any significant issues that the auditor discussed with management in
connection with the appointment or retention of the auditor, including significant discussions regarding the application of accounting principles and auditing
standards. This requirement was retained from AU sec. 380.8
This requirement is included in the standard because the audit committee
might ask management for its views concerning the appointment or retention of the auditor. Management's views might be influenced by the interaction
between the auditor and management and the auditor's evaluations and conclusions regarding the application of accounting principles or auditing standards.
Some commenters suggested that these discussions should include a robust fee
discussion or a discussion about the results of the auditor's considerations during the client acceptance and continuance process, such as the auditor's views
of the entity's accounting and financial reporting practices or management's
integrity. The standard was not revised to include such additional matters
because the requirement in the standard specifically addresses the auditor's
discussions with management related to accounting and auditing matters in
8

AU sec. 380.15.
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connection with the appointment or retention of the auditor. However, Auditing Standard No. 16 requires the auditor to communicate any matters arising
from the audit to the audit committee that the auditor believes are significant
to the audit committee's oversight of the company's financial reporting process.9

IV. Establish an Understanding of the Terms of the Audit
(Paragraphs 5-7 of Auditing Standard No. 16)
Auditing Standard No. 16 includes a specific requirement for the auditor to
establish an understanding of the terms of the audit engagement with the
audit committee. Having a mutually clear understanding of the terms of the
engagement, including the objectives of the audit, the responsibilities of the
auditor, and the responsibilities of management in connection with the audit,
should benefit both the auditor and the audit committee.
The requirement in Auditing Standard No. 16 is similar to the requirement
in AU sec. 310, Appointment of the Independent Auditor ("AU sec 310"), which
requires the auditor to establish an understanding with the client regarding the
services to be performed. However, Auditing Standard No. 16 more specifically
requires that the understanding be with the audit committee due to the audit
committee's financial reporting and audit oversight role, rather than with the
"client," which could be understood to mean others besides the audit committee
in certain circumstances.
Auditing Standard No. 16 also requires the auditor to record the understanding of the terms of the audit engagement in an engagement letter. Appendix C
of Auditing Standard No. 16 describes matters that should be included in an
engagement letter, including the objective of the audit and the responsibilities
of the auditor and management. This is an expansion of the requirement in AU
sec. 310, which requires the auditor to document the understanding of the engagement in the working papers, preferably through a written communication
with the client.
Some commenters indicated that the engagement letter should describe the responsibilities of the audit committee related to the audit. The Board considered
this suggestion and did not change the standard to include the responsibilities
of the audit committee, as those responsibilities are governed by the rules of
other organizations, such as the Securities and Exchange Commission ("SEC")
and the national securities exchanges.10 However, the standard does not prohibit the auditor from including other matters in the engagement letter, as
agreed upon by the auditor and the audit committee, so long as those matters are not in violation of other standards or rules, for example, independence
requirements.
Auditing Standard No. 16 requires the auditor to provide the engagement letter to the audit committee annually. Additionally, the auditor should have the
engagement letter executed by the appropriate party or parties on behalf of the
company.11 The standard also states that if the appropriate party or parties are
other than the audit committee, or its chair on behalf of the audit committee,
the auditor also should determine that the audit committee has acknowledged

9

Paragraph 24 of Auditing Standard No. 16.
See, e.g., New York Stock Exchange, Listed Company Manual at Section 303A.07, Audit Committee Additional Requirements.
11
Absent evidence to the contrary, the auditor may rely on the company's identification of the
appropriate party or parties to execute the engagement letter.
10
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and agreed to the terms of the engagement. This acknowledgment may be obtained in a variety of ways, such as obtaining the audit committee members'
signatures, or its chair's signature on behalf of the audit committee, or obtaining another form of acknowledgement and agreement by the audit committee
regarding the terms of the audit engagement. Obtaining this acknowledgement
reduces the risk that either the auditor or the audit committee might misinterpret the needs or expectations of the other party. An acknowledgement by the
audit committee, the signatures of the audit committee members, or the signature of its chair on behalf of the audit committee on the engagement letter is not
intended to conflict with or affect any requirements, or the application of any
requirements, under federal law, state law, foreign law, applicable exchange requirements, or the company's governing documents, regarding the authority or
lack of authority of the audit committee to enter into any contract or agreement
with the auditor.
Several commenters suggested that the standard should specify that the engagement letter should be executed by management in addition to the audit
committee or by management alone, along with a representation that it has
the authority to do so on behalf of the audit committee. The Board considered
these comments and decided that, absent evidence to the contrary, the auditor
may rely on the company's identification of the appropriate party or parties
to execute the engagement letter. Therefore, the standard does not specify the
party that should execute the engagement letter on behalf of the company.
Some commenters suggested that the standard should indicate that the audit
committee's acknowledgement can be either written or oral. Other commenters
suggested that the audit committee's acknowledgement should be written, either evidenced by a signature on the engagement letter or in the audit committee's minutes, to avoid the potential for subsequent misunderstandings of
whether the audit committee's acknowledgement has been obtained.
The Board considered these comments and determined that the audit committee's acknowledgement may be provided in writing, such as a signed engagement letter or through the minutes of the audit committee meeting, or orally.
The primary focus of this requirement is that the auditor receives acknowledgment and agreement from the audit committee rather than the method the
audit committee uses to provide that acknowledgement; therefore, a change to
the standard was not warranted. The reproposed standard did not specify the
form of acknowledgment and, therefore, the standard was not revised. However,
the auditor could request that the audit committee acknowledge the terms of
the audit engagement in writing. If the audit committee's acknowledgement is
received orally, in accordance with paragraph 25 of Auditing Standard No. 16,
the auditor is required to document the acknowledgement in the auditor's work
papers.

V. Obtaining Information Relevant to the Audit
(Paragraph 8 of Auditing Standard No. 16)
Auditing Standard No. 16 includes a requirement for the auditor to inquire
of the audit committee about whether it is aware of matters relevant to the
audit, including, but not limited to, violations or possible violations of laws or
regulations. This inquiry contributes to a two-way dialogue between the auditor
and the audit committee concerning matters relevant to the audit. This inquiry
would complement the requirement for the auditor to make inquiries of the
audit committee (or its chair) about risks of material misstatement, including
inquiries related to fraud risks, in accordance with Auditing Standard No. 12,
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Identifying and Assessing Risks of Material Misstatement.12 This requirement
is included in the standard because, in addition to the inquiries required as
part of the risk assessment procedures, audit committees may be aware of other
matters relevant to the auditor in performing audit procedures.
Auditing Standard No. 16 does not include the reference to "complaints or concerns received by the audit committee regarding financial reporting matters"
previously included in the reproposed standard. This change is not intended to
signal a change in the scope of this communication between the audit committee and the auditor. Rather, the Board notes that such inquiry by the auditor
of the audit committee is already included in paragraph 56.b(3) of Auditing
Standard No. 12, which requires the auditor to inquire of the audit committee
about tips or complaints regarding the company's financial reporting.13 Since
the inquiry in the reproposed standard was similar to the inquiries in Auditing
Standard No. 12, Auditing Standard No. 16 was revised to remove the inquiry
regarding complaints or concerns.
Auditing Standard No. 16 does not provide specific timing for these inquiries to
be made. Depending on the circumstances of the audit, it may be appropriate
for the auditor to conduct such inquiries of the audit committee at the outset of
the audit and/or at other various stages of the audit. For example, the auditor
may want to conduct these inquiries early in the audit to consider any information received from the audit committee in designing the nature, timing, and
extent of audit procedures. In other circumstances, as the audit progresses, an
auditor may want to inquire of the audit committee as to whether any additional matters or concerns relevant to the audit have come to the attention of
the audit committee not previously discussed with the auditor.
The reproposed standard required the auditor to inquire of the audit committee
about "whether it is aware of matters that might be relevant to the audit." One
commenter raised concerns about this provision of the reproposed standard as
being "too broad and overreaching," which could obscure information that is
truly relevant to the audit. Other commenters suggested that the inquiries of
the audit committee should be expanded to include other matters, such as the
audit committee's awareness of significant changes in company conditions or
activities.
After considering the comments received on the scope of the information to be
communicated under this provision, the term "might be" was excluded from this
paragraph of the standard. The deletion of the term "might be" is appropriate
to avoid an overly broad interpretation of the standard to require discussion of
matters that may not be directly connected to the audit.
Although the Board did not revise the requirement to list all the matters of
which the auditor could inquire in this provision, the requirement in the standard is not meant to be limited only to matters that are related to violations
or possible violations of laws. The Board did not consider it practical to revise
the requirement in an attempt to list all the matters of which the auditor could
inquire in this provision. Such matters can and should vary from audit to audit.
Rather, the inclusion of such matters was meant to serve only as an example of
a matter that the auditor should discuss with the audit committee.
The same commenter who objected to the breadth of the inquiry also raised
concerns related to the audit committee providing information to the auditor
12

See paragraph 5.f. and 54-57 of Auditing Standard No. 12.
Auditing Standard No. 12 also includes inquiries regarding the audit committee's views about
fraud risks, its knowledge of fraud, and the audit committee's response to tips or complaints regarding
the company's financial reporting, and how the audit committee exercises oversight of the company's
assessment of fraud risks. See paragraphs 56.b(1)-(4) of Auditing Standard No. 12.
13
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about violations or possible violations of laws or regulations and complaints or
concerns received regarding financial reporting matters contained in the reproposed standard. The commenter indicated that the audit committee's communication of such information could cause the information to lose its confidentiality
status with potential significant harmful consequences to the company, such as
reducing the candor and chilling communications between management, employees, and the audit committee. The commenter also indicated that if the audit
committee discloses information covered by privileged attorney-client communications or attorney work product to the auditor as part of this communication,
the company may face a risk that a court may later deem the company to have
waived the protection of such privilege or work product doctrine.
The Board did not change the requirement to exclude inquiries regarding violations or possible violations of laws or regulations that are relevant to the audit.
Limiting the scope of information that the audit committee might provide to the
auditor could severely affect the auditor's ability to conduct an effective audit.
The purpose of this requirement is to enable the auditor to have the information
necessary to conduct the audit to support the auditor's opinion on the company's
financial statements. Due to the audit committee's oversight responsibilities,
it is appropriate for the auditor to ask the audit committee for information
relevant to the audit, including matters related to violations or possible violations of laws or regulations. Without such inquiry, the auditor may not have
information that could influence the performance of the audit.
The same commenter also indicated that if the audit committee provides information relevant to the audit, the audit committee's role would change fundamentally from overseeing the accounting and financial reporting process of the
company and audits of financial statements to becoming the original source of
information for the auditor and guarantor of the accuracy and completeness of
the financial statements, a role that historically has been that of management.
It is possible, that in some situations, the communication from the audit committee is the first instance in which a matter is brought to the attention of the
auditor. For example, in some situations the audit committee may have unique
insight into management's performance. By providing the opportunity for the
audit committee to discuss information with the auditor, the standard enables
the auditor to obtain the audit committee's perspective on matters which may
be different from management's perspective.

VI. Overall Audit Strategy, Timing of the Audit, and
Significant Risks (Paragraphs 9-11 of Auditing
Standard No. 16)
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee an overview of the overall audit strategy, including
the timing of the audit, and to discuss with the audit committee the significant
risks14 identified during the auditor's risk assessment procedures. Under this
requirement, the auditor communicates to the audit committee the results of
audit procedures performed in accordance with other PCAOB standards, such
as Auditing Standard No. 9, Audit Planning, which requires the auditor to establish an overall audit strategy that sets the scope, timing, and direction of
the audit and guides the development of the audit plan. As part of the auditor's

14
See paragraph A5 of Auditing Standard No. 12, which defines significant risk as a risk of
material misstatement that requires special audit consideration.
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risk assessment process, the auditor is required to identify and assess the risk
of material misstatement, including significant risks.15
The timing of communications related to the audit strategy may vary from audit
to audit based on the facts and circumstances. However, early communication
of these matters might enable the audit committee to understand the auditor's
views regarding risk and thereby provide an opportunity for the audit committee to communicate insights regarding additional risks that the auditor did not
identify and allow the auditor to more effectively incorporate the additional
risks into the audit strategy.
Some commenters indicated that the requirement for the auditor to communicate the audit strategy might result in the audit committee second guessing
the auditor's strategy and the scope of the audit. These commenters suggested
that the standard should emphasize that the auditor should not disclose details
about the audit strategy that would allow management or the audit committee
to take steps that could reduce the effectiveness of the audit strategy. Another
commenter suggested the standard should require the auditor to provide specific details about the type and timing of procedures. Auditing Standard No.
16 includes a note, which indicates that the overview of the audit strategy is
intended to provide information about the audit, but not specific details that
would compromise the effectiveness of the audit procedures. Communicating
certain details might reduce the effectiveness of those audit procedures. The
Board considers that the language in Auditing Standard No. 16 strikes the
appropriate balance; therefore, the standard was not revised.
Some commenters suggested that significant risks should be communicated
throughout the audit rather than communicating just those significant risks
identified during the auditor's risk assessment procedures. It is not the intent
of the standard for the auditor to communicate only the significant risks that
are identified during the auditor's risk assessment procedures. Paragraph 11
of Auditing Standard No. 16 requires the auditor to communicate significant
changes to the planned audit strategy or the significant risks initially identified
and the reasons for such changes.
A commenter suggested that the communication of risks be expanded to include business risks and the auditor's views of the company's internal controls,
in addition to the significant risks of material misstatement to the financial
statements. As part of obtaining an understanding of the company and its environment, Auditing Standard No. 12 requires the auditor to obtain an understanding of the company's objectives, strategies, and related business risks
that could reasonably be expected to result in risks of material misstatement.16
Under Auditing Standard No. 16, the auditor is required to communicate significant risks to the audit committee. If the auditor determines that a business
risk results in a significant risk of material misstatement, the auditor should
communicate the significant risk to the audit committee. Additionally, under
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, and AU sec. 325,
Communications About Control Deficiencies in an Audit of Financial Statements, the auditor is required to communicate to the audit committee material
weaknesses and significant deficiencies in internal control over financial reporting identified during the audit.17 Therefore, the standard was not revised.
Auditing Standard No. 16 also requires communications regarding others involved in the audit, such as persons with specialized skill or knowledge, internal
15
16
17

See paragraphs 59, 70, and 71 of the Auditing Standard No. 12.
See paragraph 14 of Auditing Standard No. 12.
See paragraphs 78 and 80 of Auditing Standard No. 5 and paragraph 4 of AU sec. 325.
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audit, and other firms or persons performing audit procedures. Communications of others involved in the audit might be important for an audit committee
to understand as part of the audit committee's oversight of the financial reporting process.

A. Specialized Skill or Knowledge (Paragraph 10.a.
of Auditing Standard No. 16)
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee the nature and extent of specialized skill or knowledge needed to perform the planned audit procedures or evaluate the audit
results related to significant risks. This requirement is designed for the auditor to communicate the determination the auditor is required to make as part of
developing the audit strategy in Auditing Standard No. 9.18 Many audit firms
have employees with specialized skill or knowledge that the engagement team
can utilize. However, other firms might not have such in-house expertise. The
focus of this requirement is on the communication about the need for specialized skill or knowledge, regardless of whether the specialist is from within the
firm or outside the firm.

B. Internal Audit (Paragraphs 10.b. and 10.c.
of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit committee the extent to which the auditor plans to use the work of the company's
internal auditors in an audit of financial statements, including when internal
audit provides direct assistance to the auditor. In addition, Auditing Standard
No. 16 requires the auditor to communicate the extent to which the auditor
plans to use the work of internal auditors, company personnel (in addition to
internal auditors), and third parties working under the direction of management or the audit committee when performing an audit of internal control over
financial reporting.
Auditing Standard No. 9 requires the auditor to establish an overall audit strategy that sets the scope, timing, and direction of the audit and guides the development of the audit plan, including the nature, timing, and extent of resources
necessary to perform the engagement.19 Other standards, including AU sec.
322, The Auditor's Consideration of the Internal Audit Function in an Audit of
Financial Statements, and Auditing Standard No. 5, provide additional requirements and impose limits on the use of internal audit staff. The requirement in
Auditing Standard No. 16 is to communicate to the audit committee the extent
to which the auditor plans to use the work of the company's internal auditors
and others as determined in the audit plan.

C. Other Firms or Persons Performing Audit Procedures
(Paragraph 10.d. of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit committee the names, locations, and planned responsibilities of other
independent public accounting firms or other persons, who are not employed
18
See paragraph 16 of Auditing Standard No. 9 for the requirement for the auditor to determine
whether specialized skill or knowledge is needed to perform appropriate risk assessments, plan or
perform audit procedures, or evaluate audit results.
19
See paragraphs 8-9 of Auditing Standard No. 9.
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by the auditor, that perform audit procedures in the current period audit. The
standard includes a note stating the term "other independent public accounting
firms" includes firms that perform audit procedures in the current period audit
regardless of whether they otherwise have any relationship with the auditor.
In planning and performing the audit, the auditor determines whether to use
other auditors or other persons to perform audit procedures at individual client
locations, business units, or to perform work related to specific audit areas or
procedures. Those other auditors might be affiliated firms, non-affiliated firms,
or other persons not employed by the auditor.
The note to Auditing Standard No. 16 was revised from the reproposed standard
to clarify that the communication regarding other independent public accounting firms is not based on the type of relationship the auditor otherwise has
with the other firms. Rather, the requirement for the auditor to communicate
the names, locations, and planned responsibilities of other independent public
accounting firms and other persons is to provide information to the audit committee regarding the parties involved in the audit. This requirement also might
facilitate a discussion of how the work of other parties would affect the audit.
The reproposed standard also required the auditor to communicate to the audit committee the "planned roles" of others involved in the audit and the "scope
of audit procedures." One commenter suggested that the requirement to communicate the "scope of audit procedures" should be clarified in the standard.
Another commenter suggested that the communication should be expanded to
be more robust when other participants are used to audit foreign components
of a company. Auditing Standard No. 10, Supervision of the Audit Engagement,
requires the auditor to inform engagement team members of their responsibilities20 and AU sec. 543, Part of Audit Performed by Other Independent Auditors,
discusses situations in which the auditor uses the work and reports of other
independent auditors who have audited financial statements of one or more
subsidiaries, divisions, branches, components or investments included in the
financial statements.21 To align with these requirements, the standard was revised to require the auditor to communicate only the "planned responsibilities"
of other participants involved in the audit, the requirements to communicate
the "planned roles" of others involved in the audit and the "scope of audit procedures" were removed from the standard, and the standard was not expanded
to include other considerations.
Many commenters suggested that the standard provide a threshold for determining when to make communications regarding others involved in the audit,
such as when another auditor performs procedures related to a percentage of
the company's total assets or addresses significant risks. Others suggested that
the communication include only non-affiliated accounting firms. The standard
was not revised because audit committees have oversight of the entire audit
engagement, which includes work performed by other auditors. The audit committee should be aware of all the participants in the audit. This communication
regarding other participants in the audit would enable the audit committee to
inquire or otherwise determine, for example, whether the other participants are
registered with the Board and are subject to PCAOB inspections and whether
they have disciplinary history with the Board or other regulators.
This communication requirement is intended to be scalable. For example,
the amount of detail the auditor generally would communicate to the audit
committee regarding the participation of other auditors would be greater for

20
21

See paragraph 5.a. of Auditing Standard No. 10.
See AU sec. 543.01.
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participants that perform a significant portion of the audit or that perform
procedures related to significant risks.

D. Principal Auditor (Paragraph 10.e. of Auditing
Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee the basis for the auditor's determination that the auditor can serve
as principal auditor, if significant parts of the audit are to be performed by
other auditors. This communication requirement is based on the auditor's determination that the auditor can serve as the principal auditor in accordance
with AU sec. 543. This communication would enable the audit committee to
evaluate the extent of work performed by the principal auditor in relation to
work performed by other auditors.
The reproposed standard included a note to describe situations where such
communications would be required. The Board determined that this note was
not necessary because AU sec. 543, governs the determination of whether the
auditor can serve as the principal auditor.

VII. Accounting Policies and Practices, Estimates, and
Significant Unusual Transactions (Paragraph 12 of
Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee certain matters related to the company's accounting policies and
practices, estimates, and significant unusual transactions. However, the standard recognizes that management also might make communications to the audit committee regarding these matters and that the auditor might not need
to communicate the information at the same level of detail as management as
long as the auditor meets certain criteria specified in the standard. In such
circumstances, the auditor should communicate any omitted or inadequately
described matters to the audit committee.

A. Accounting Policies and Practices (Paragraphs 12.a.
and 12.b. of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee certain information regarding the company's significant accounting
policies and practices and also critical accounting policies and practices.
The standard uses the terms "significant accounting policies and practices" and
"critical accounting policies and practices." The Financial Accounting Standards Board's ("FASB") Accounting Standards Codification ("ASC") and the
International Accounting Standards Board ("IASB"), require that companies
disclose a description of all significant accounting policies as an integral part
of the financial statements.22 For example, the FASB ASC recognizes that an
22
See FASB ASC, Topic 235, Notes to Financial Statements, section 235-10-50. As part of this disclosure, the entity is required to disclose accounting policies and to describe the accounting principles
followed by the entity and the methods of applying those principles that materially affect the determination of financial position, cash flows, or results of operations. Additionally, see paragraph 117 of
International Accounting Standard 1, Presentation of Financial Statements, which requires the entity
to disclose the summary of significant accounting policies, including the measurement basis used in
preparing the financial statements and other accounting policies that are relevant to understanding
the financial statements.
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entity's description of its significant accounting policies is an integral part of the
financial statements.23 Additionally, the term "significant accounting policies
and practices" is consistent with the term used in AU sec. 380 and understood
in practice and, therefore, has not been separately defined.
The definition of "critical accounting policies and practices" in Auditing Standard No. 16 is based on the SEC's description of the term "critical accounting
policies and practices" as a company's accounting policies and practices that
are both most important to the portrayal of the company's financial condition
and results and require management's most difficult, subjective, or complex
judgments, often as a result of the need to make estimates about the effects of
matters that are inherently uncertain.24 The selection of significant accounting
policies and practices involves a broader range of transactions and events over
time, while the selection of critical accounting policies and practices is tailored
to specific events in the current year. Therefore, critical accounting policies and
practices might be viewed as a subset of significant accounting policies and
practices.

1. Significant Accounting Policies and Practices (Paragraph 12.a.
of Auditing Standard No. 16)
Auditing Standard No. 16 generally retains the requirements from AU sec. 380
related to communication of the company's significant accounting policies and
practices, including:

•

Management's initial selection of, or changes in, significant accounting policies or the application of such policies in the current
period; and

•

The effect on financial statements or disclosures of significant accounting policies in (i) controversial areas or (ii) areas for which
there is a lack of authoritative guidance or consensus, or diversity
in practice.

Auditing Standard No. 16 requires the auditor to communicate to the audit
committee certain matters related to significant accounting policies and practices, whereas, AU sec. 380 required the auditor only to determine that the audit
committee was "informed." This change in wording is intended to indicate that
the auditor should make these communications, rather than determine that the
audit committee was informed, as required in AU sec. 380. However, the note to
paragraph 12 of Auditing Standard No. 16 acknowledges that such communications may be made by management, and if the auditor meets certain conditions,
these communications need not be duplicated by the auditor.
Some commenters suggested that it was unclear whether the communication
of the initial selection of, or changes in, significant accounting policies or the
application of such policies in the current period would require communication
annually if there is no change. Another commenter indicated that the auditor
may not be in a position to provide information on areas for which there is diversity in practice because the auditor may not be knowledgeable of accounting
practices used by other entities.
Auditing Standard No. 16 was not revised in response to these comments. The
standard indicates that the auditor should communicate to the audit committee the initial selection in the current period of significant accounting policies.
The standard also indicates that the auditor should communicate to the audit
23

See FASB ASC paragraphs 235-10-50-1 through 235-10-50-6.
See SEC, Strengthening the Commission's Requirements Regarding Auditor Independence, Securities Act Release No. 8183 (Jan. 28, 2003).
24
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committee changes in those policies or changes in the application of those policies in the current period if they differ from those policies that management
previously utilized or how they were previously applied.
Additionally, the auditor's responsibility to communicate the effect of significant
accounting policies includes (i) controversial areas or (ii) areas for which there is
lack of authoritative guidance or consensus, or diversity in practice. The auditor
should be aware of diversity in practice related to significant accounting policies
and practices used by the company because Auditing Standard No. 12 requires
the auditor to evaluate whether the company's selection of and application of
accounting principles are appropriate for its business and consistent with the
applicable financial reporting framework and accounting principles used in the
relevant industry.25 Based on this evaluation, the auditor should be in a position
to make such communication.

2. Critical Accounting Policies and Practices (Paragraph 12.b. of
Auditing Standard No. 16)
Auditing Standard No. 16 incorporates the Securities Exchange Act of 1934's
("Exchange Act") requirement for the auditor to communicate to the audit committee all critical accounting policies and practices to be used.26 Auditing Standard No. 16 also requires the auditor to communicate the reasons certain accounting policies and practices are considered critical and how current and
anticipated future events might affect the determination of whether certain
policies and practices are considered critical.27
Some commenters recommended deleting the requirement for the auditor to
communicate how anticipated future events might affect the determination of
whether certain policies and practices are considered critical since the auditor
cannot predict the future. The standard retains the SEC requirement regarding communication of anticipated future events related to critical accounting
policies and practices, as this is a component of the required communication the
SEC identified in adopting SEC Rule 2-07.28 The standard notes that critical
accounting policies and practices are tailored to specific events in the current
year and that the accounting policies and practices that are considered critical
might change from year to year. For example, a significant merger or acquisition
may result in the related accounting policy being considered critical in the current year in which the related transaction occurs, but not in subsequent years.
Auditing Standard No. 16 is aligned with the SEC requirement, therefore the
standard was not revised.

B. Critical Accounting Estimates (Paragraph 12.c.
of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate the following
matters related to critical accounting estimates:

25

Paragraph 12 of Auditing Standard No. 12.
Section 10A(k) of the Exchange Act, 15 U.S.C. § 78j-1(k), requires the auditor to report this
information to the audit committee. See also SEC Rule 2-07 of Regulation S-X ("SEC Rule 2-07"), 17
C.F.R. §210.2-07.
27
See Securities Act Release No. 8183, which describes the SEC's expectations regarding the
discussion related to critical accounting policies and practices. In this release, the SEC indicated that
it anticipated that the discussion of accounting policies and practices would include how current and
anticipated future events might affect the determination of whether certain policies and practices are
considered critical.
28
Id.
26
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(1)

A description of the process management used to develop critical
accounting estimates;
(2) Management's significant assumptions used in critical accounting
estimates that have a high degree of subjectivity; and
(3) Any significant changes management made to the processes used
to develop critical accounting estimates or significant assumptions, a description of management's reasons for the changes, and
the effects of the changes on the financial statements.
As the term "critical accounting estimate" implies, the communication is not
designed to encompass a long list of accounting estimates resulting from the application of accounting policies that cover a substantial number of line items in
the company's financial statements. Rather, Auditing Standard No. 16 defines
the term "critical accounting estimate" as an accounting estimate where (a) the
nature of the estimate is material due to the levels of subjectivity and judgment
necessary to account for highly uncertain matters or the susceptibility of such
matters to change and (b) the impact of the estimate on financial condition or
operating performance is material.
The definition of "critical accounting estimate" is based on SEC interpretive
guidance in connection with management's discussion and analysis ("MD&A")
of the company's financial condition and results of operations.29 The alignment
of the term critical accounting estimates in PCAOB standards with the same
term in the SEC's interpretive guidance allows auditors to use the same concept
under SEC requirements and PCAOB standards when communicating matters
to the audit committee. The term critical accounting estimate is used to help
focus the communication to the audit committee on those estimates that might
be subject to a higher risk of material misstatement, such as certain fair value
estimates. The definition of a critical accounting estimate is intended to replace
the term "particularly sensitive" in AU sec. 380.30
The requirement to communicate the process management used to develop
critical accounting estimates is adapted from the requirement in AU sec. 380
related to particularly sensitive accounting estimates.31 Additionally, the communication requirements are designed to communicate the results of the auditor's performance requirements under AU sec. 342, Auditing Accounting Estimates, which requires the auditor to evaluate the reasonableness of accounting
estimates. In evaluating the reasonableness of the accounting estimate, AU
sec. 342 also requires the auditor to obtain an understanding of how management developed the estimate.32 AU sec. 342 also states that in evaluating
the reasonableness of an estimate, the auditor normally concentrates on key
factors and assumptions that are (a) significant to the accounting estimate,
(b) sensitive to variations, (c) deviations from historical patterns, and (d) subjective and susceptible to misstatement and bias.33
One commenter suggested that the communication requirement also include
how management subsequently monitors critical accounting estimates and,
when critical accounting estimates involve a range of possible outcomes, how
the recorded estimates relate to the range and how various selections within
29
See SEC, Interpretation: Commission Guidance Regarding Management's Discussion and Analysis of Financial Condition and Results of Operations, Securities Act Release No. 8350 (Dec. 19, 2003).
30
See AU sec. 380.08, which stated in part, "[c]ertain accounting estimates are particularly sensitive because of their significance to the financial statements and because of the possibility that future
events affecting them may differ markedly from management's current judgments."
31
AU sec. 380.08.
32
See AU sec. 342.10.
33
See AU Sec. 342.09.
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the range would affect the company's financial statements. Although these requirements are not included in Auditing Standard No. 16, the Board notes
that the SEC has stated that management should disclose the company's critical accounting estimates in MD&A.34 According to the related SEC release,
management's discussion should present, among other matters, the company's
analysis of the uncertainties involved in applying a principle at a given time
or the variability that is reasonably likely to result from its application over
time and analyze an estimate's specific sensitivity to change based on other outcomes that are reasonably likely to occur and would have a material effect.35
The commenter's concerns, therefore, may be addressed through a company's
MD&A disclosures.
AU sec. 550, Other Information in Documents Containing Audited Financial
Statements, requires the auditor to read the other information, such as MD&A
in documents containing audited financial statements, and consider whether
the information, or the manner of its presentation, is materially inconsistent
with information in the financial statements or is a material misstatement of
fact.36 Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee the results of such procedures (see Section IX
of this appendix, "Other Information in Documents Containing Audited Financial Statements," for further discussion). Accordingly, no change was made to
the standard.

C. Significant Unusual Transactions (Paragraph 12.d.
of Auditing Standard No. 16)
Auditing Standard No. 16 includes requirements for the auditor to communicate to the audit committee (1) significant transactions that are outside the
normal course of business for the company or that otherwise appear to be unusual due to their timing, size, or nature;37 and (2) the policies and practices
management used to account for significant unusual transactions. Communication of significant unusual transactions would enable the audit committee to
gain the auditor's insight into those transactions and to take any appropriate
action.
The requirement in the standard for the auditor to communicate the policies
and practices management used to account for significant unusual transactions
is similar to the requirement in AU sec. 380.38 Under Auditing Standard No. 16,
such communication also would include the identification of significant unusual
transactions.
The reproposed standard required the auditor to communicate significant unusual transactions, of which the auditor is aware, that are outside the normal
course of business for the company or otherwise appear to be unusual due to
their timing, size, or nature. Many commenters indicated that management also
might communicate matters related to significant unusual transactions to the
audit committee and that the standard should acknowledge that management
might make the communications related to significant unusual transactions.
The standard was revised to recognize that management might make these
communications to the audit committee and that, in those situations, the auditor might not need to communicate the information at the same level of detail as
34
35
36
37
38

See Securities Act Release No. 8350.
Id.
AU secs. 550.04-.05.
See paragraph 71.g. of Auditing Standard No. 12.
AU sec. 380.07.
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management as long as certain criteria specified in the standard are met. However, the auditor should communicate any omitted or inadequately described
matters to the audit committee.
Additionally, some commenters suggested that the communication should be
limited to significant unusual transactions that are considered significant risks.
While a significant unusual transaction might also be considered a significant
risk, this communication provides the audit committee with additional information regarding the significant unusual transactions and the policies and
practices management used to account for such transactions, even if such transactions do not constitute significant risks. Significant unusual transactions, at
times, have been considered to be a contributing factor in attempts to mislead
investors about a company's financial condition. Therefore, providing the audit
committee with information regarding significant unusual transactions could
benefit the audit committee in its oversight of the financial reporting process.
Some commenters suggested that the standard include a definition of the term
"significant unusual transactions." Auditing Standard No. 16 describes significant unusual transactions as significant transactions that are outside the normal course of business for the company or that otherwise appear to be unusual
due to their timing, size, or nature, which is consistent with the description
of this term in other PCAOB standards, such as Auditing Standard No. 12.39
Therefore, the standard was not revised to further define significant unusual
transactions.

D. Consideration of Communications Made by Management
(Note to Paragraph 12 of Auditing Standard No. 16)
Auditing Standard No. 16 retains the substance of the communication requirements in AU sec. 380 regarding accounting policies, practices, and estimates.
The requirement in the standard for the auditor to communicate critical accounting policies and practices is consistent with Section 10A(k) of the Exchange Act, which requires auditors of issuers to report all critical accounting
policies and practices to the issuer's audit committee.40 In addition, Auditing
Standard No. 16 includes a new requirement related to the communication of
significant unusual transactions.
Many commenters suggested that the standard should recognize that management has the primary responsibility for reporting to the audit committee and
that the auditor's responsibility should be to confirm that management has
appropriately communicated. No change was made in response to this comment because, similar to AU sec. 380, Auditing Standard No. 16 acknowledges
that management also may be communicating certain matters related to the
financial reporting process to the audit committee. The Board recognizes that
management as well as the auditor might discuss accounting policies, practices,
estimates, and significant unusual transactions with the audit committee and
that it would not be cost-effective or practical for the audit committee to listen
to essentially the same presentation twice. Therefore, Auditing Standard No.
16 indicates that, in situations in which management communicates matters
in paragraph 12, the auditor's communication requirement under the standard
would be met if the auditor: (1) participates in management's discussion with
the audit committee,41 (2) affirmatively confirms to the audit committee that
39

Paragraph 71.g. of Auditing Standard No. 12.
See also SEC Rule 2-07.
41
The auditor's participation in management's discussion with the audit committee could be
satisfied in person or via audio or video conference.
40
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management has adequately communicated these matters, and (3) with respect
to critical accounting policies and practices, identifies for the audit committee
those accounting policies and practices that the auditor considers critical. In addition, the auditor should communicate any omitted or inadequately described
matters to the audit committee.
In situations in which management makes those communications to the audit
committee, in order to satisfy the communication requirement in Auditing Standard No. 16, the auditor would be required to participate during discussions
between management and the audit committee regarding accounting policies,
practices, estimates, and significant unusual transactions, which may include
discussions of the importance of critical accounting policies, practices or estimates, or the difficult, subjective, or complex nature of the judgment involved
in significant unusual transactions, or the selection or application of accounting policies, practices, or estimates. If the auditor to identifies the accounting
policies and practices that the auditor considers critical to the portrayal of
the company's financial condition and results and affirmatively confirms that
management has adequately communicated the accounting policies, practices,
estimates, and significant unusual transactions to the audit committee in a
meeting in which the auditor participated the auditor would be deemed to satisfy the requirement for the auditor to report all critical accounting policies
and practices to the audit committee, without the need for the auditor to repeat
management's presentation on the same topic.
Conversely, if the auditor (1) did not participate in management's meeting with
the audit committee in which communication regarding accounting policies,
practices, estimates, and significant unusual transactions occurred, (2) did not
affirmatively confirm that accounting policies, practices, estimates, and significant unusual transactions had been discussed adequately by management, or
(3) with respect to critical accounting policies and practices, did not identify
those accounting policies and practices that the auditor considers critical, then
the auditor would be required to communicate to the audit committee the matters described in paragraph 12 of Auditing Standard No. 16, regardless of any
management communication regarding those matters.

VIII. Auditor’s Evaluation of the Quality of the
Company’s Financial Reporting (Paragraph 13 of
Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate certain matters to the audit committee regarding the auditor's views of the audit and the
financial statements as described below.

A. Qualitative Aspects of Significant Accounting Policies and
Practices (Paragraph 13.a. of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate the results of
the auditor's evaluation of, and conclusions about, the qualitative aspects of
the company's significant accounting policies and practices, including situations in which the auditor identified bias in management's judgments about
the amounts and disclosures in the financial statements. This requirement is
similar to certain communication requirements that have been superseded.
AU sec. 380 required the auditor to discuss with the audit committee the auditor's judgments about the quality, not just the acceptability, of the company's
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accounting principles.42 Additionally, AU sec. 9312, Audit Risk and Materiality in Conducting an Audit: Auditing Interpretations of Section 312, required
the auditor to consider whether matters related to management bias should be
communicated to the audit committee.43
The requirement in Auditing Standard No. 16 is designed for the auditor to
communicate the results of the auditor's procedures under Auditing Standard
No. 14, Evaluating Audit Results, which requires the auditor to, among other
things, evaluate the qualitative aspects of the company's accounting practices,44
including potential bias in management's judgments about the amounts and
disclosures in the financial statements.45
Additionally, Auditing Standard No. 16 requires the auditor to communicate to
the audit committee the results of the auditor's evaluation of the differences between (i) estimates best supported by audit evidence and (ii) estimates included
in the financial statements, which are individually reasonable, that indicate a
possible bias on the part of the company's management. This communication is
designed for the auditor to discuss the results of the auditor's evaluation of these
matters as required under Auditing Standard No. 14.46 Linking the communication requirements with performance requirements in Auditing Standard No.
14 provides context regarding the matters to be communicated.
Some commenters suggested that the standard should retain the requirement
in AU sec. 380 for the auditor to discuss with the audit committee the auditor's
judgments about the quality, not just the acceptability, of the entity's accounting
principles. Auditing Standard No. 16 modifies the requirement from AU sec. 380
by requiring the auditor to communicate to the audit committee the results
of the auditor's evaluation of, and conclusions about, the qualitative aspects
of the company's significant accounting policies and practices, while linking
the communication requirement to the performance requirement in Auditing
Standard No. 14. Therefore, no change was made in response to these comments.

B. Assessment of Critical Accounting Policies and Practices
(Paragraph 13.b. of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee the auditor's assessment of management's disclosures related to the
critical accounting policies and practices, along with any significant modifications to the disclosures of those policies and practices proposed by the auditor
that management did not make. This requirement is based on the Exchange
Act's requirement that the auditor report to the audit committee all critical
accounting policies and practices.47 In the release adopting the SEC's related
rule, the SEC indicated that it anticipated that the auditor's communications
to the audit committee regarding critical accounting policies would include an
assessment of management's disclosures along with any significant proposed
modifications by the auditor that were not included in those disclosures.48

42

AU sec. 380.11.
Following the original proposal of this standard, AU sec. 9312 was superseded when the Board
adopted the risk assessment standards. The performance requirement of AU sec. 9312, however, was
substantially included in the risk assessment standards.
44
See paragraphs 24-27 of Auditing Standard No. 14.
45
Id.
46
See paragraph 27 of Auditing Standard No. 14.
47
See Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k); and SEC Rule 2-07.
48
See Securities Act Release No. 8183.
43
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C. Conclusions Regarding Critical Accounting Estimates
(Paragraph 13.c. of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate the basis for the
auditor's conclusions regarding the reasonableness of the critical accounting
estimates. This requirement is similar to a requirement in AU sec. 380.49 This
requirement is designed to require the auditor to communicate the results of
the auditor's procedures regarding critical accounting estimates under PCAOB
standards, such as AU sec. 342.50 Communicating these results will provide
the audit committee with the auditor's assessment of the critical accounting
estimates based on the auditor's procedures.

D. Significant Unusual Transactions (Paragraph 13.d.
of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee the auditor's understanding of the business rationale for significant
unusual transactions. This communication requirement is aligned with the performance requirement in AU sec. 316, Consideration of Fraud in a Financial
Statement Audit, which requires the auditor to gain an understanding of the
business rationale regarding significant transactions that are outside the normal course of business or that otherwise appear unusual.51 This communication
would provide the audit committee with an opportunity to receive the auditor's
perspective of such transactions.
In a separate rulemaking project, the Board has proposed amendments to AU
sec. 316 that would require the auditor to design and perform procedures to
obtain an understanding of the business purpose (or lack thereof) of each significant unusual transaction and evaluate whether the business purpose (or the
lack thereof) indicates that the significant unusual transaction may have been
entered into to engage in fraudulent financial reporting or conceal misappropriation of assets.52 If, at the conclusion of that rulemaking project, the Board
adopts the proposed amendments to AU sec. 316, the Board will consider, as
appropriate, amending Auditing Standard No. 16 to align the communication
with any new performance requirements.

E. Financial Statement Presentation (Paragraph 13.e.
of Auditing of Auditing Standard No. 16)
Similar to AU sec. 380.11, Auditing Standard No. 16 requires the auditor to
communicate to the audit committee the results of the auditor's evaluation of
whether the presentation of the financial statements and the related disclosures are in conformity with the applicable financial reporting framework, including the auditor's consideration of the form, arrangement, and content of the
financial statements (including the accompanying notes), encompassing matters such as the terminology used, the amount of detail given, the classification
of items, and the bases of amounts set forth. This communication requirement

49

See AU sec. 380.08.
See AU secs. 342.04, 09-.10.
51
See AU sec. 316.66.
52
Proposed Auditing Standard - Related Parties, Proposed Amendments to Certain PCAOB Auditing Standards Regarding Significant Unusual Transactions, and Other Proposed Amendments to
PCAOB Auditing Standards, PCAOB Release No. 2012-001 (Feb. 28, 2012).
50
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relates to the auditor's evaluation of whether the financial statements are presented fairly, in all material respects, in conformity with the applicable financial
reporting framework, as required by Auditing Standard No. 14.53
Some commenters suggested that the standard should retain the requirement
in AU sec. 380 for the auditor to discuss with the audit committee the auditor's
views about the clarity and completeness of the company's financial statements
and disclosures. However, commenters on the original proposed standard indicated it was not clear what was meant by the clarity and completeness of the
company's financial statements and related disclosures. Commenters also expressed concern as to what should be included in the communications to the
audit committee. The communication requirement in Auditing Standard No.
16 avoids possible confusion regarding the meaning of the phrase "clarity and
completeness" by linking it to the auditor performance requirements included
in Auditing Standard No. 14 for the auditor to evaluate the presentation of the
financial statements, including disclosures. The performance requirements in
Auditing Standard No. 1454 provide context regarding the matters to be communicated under Auditing Standard No. 16.

F. New Accounting Pronouncements (Paragraph 13.f.
of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee situations in which, as a result of the auditor's procedures, the auditor identified a concern regarding management's anticipated application of
accounting pronouncements that have been issued but are not yet effective and
might have a significant effect on future financial reporting. This requirement
is based on the situations in which, as a result of the auditor's procedures,
the auditor has identified a concern regarding the anticipated application of a
new accounting pronouncement. Auditing Standard No. 16 does not require the
auditor to perform additional procedures to identify such concerns.
Some commenters noted that management generally discloses in the financial
statements the potential effects of adoption of new accounting standards and
that this auditor communication to the audit committee should be related to
the auditor's evaluation of management's disclosures related to new accounting pronouncements. The intent of the required communication to the audit
committee is not meant to provide an additional evaluation of management's
disclosures. Rather, the intent is to inform the audit committee when the auditor "has identified a concern" regarding the planned implementation of a new
accounting pronouncement or whether management has devoted adequate resources to prepare its accounting and disclosure processes, and other financial
reporting systems, for the timely implementation of the new accounting pronouncement. This communication might inform the audit committee's oversight
of the company's financial reporting process. Requiring the discussion of such
matters is intended to allow the audit committee to properly consider the auditor's concerns regarding future financial statements. Accordingly, no change
to the standard was made.

53
See paragraphs 30-31 of Auditing Standard No. 14, which describe the auditor's responsibility
relating to the evaluation of whether the financial statements are presented fairly, in all material
respects, in conformity with the applicable financial reporting framework.
54
Id.
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G. Alternative Accounting Treatments (Paragraph 13.g. of
Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate all alternative
treatments permissible under the applicable financial reporting framework
for policies and practices related to material items that have been discussed
with management, including the ramifications of the use of such alternative
disclosures and treatments, and the treatment preferred by the auditor. This
requirement is consistent with Section 10A(k) of the Exchange Act and with
SEC Rule 2-07, which requires the auditor to report to the audit committee
all alternative treatments that are related to material items, were discussed
with management, and are permissible under the applicable financial reporting
framework.55

IX. Other Information in Documents Containing
Audited Financial Statements (Paragraph 14 of
Auditing Standard No. 16)
Auditing Standard No. 16 retains the requirement from AU sec. 380.12 for the
auditor to communicate to the audit committee the auditor's responsibility under PCAOB rules and standards for other information presented in documents
containing audited financial statements, any related procedures performed, and
the results of such procedures. Such other information would include documents
described in AU sec. 550, AU sec. 558, Required Supplementary Information,
and AU sec. 711, Filings Under Federal Securities Statutes.
The auditor's responsibility under AU sec. 550 requires the auditor to read the
other information and consider whether such information, or the manner of
its presentation, is materially inconsistent with information, or the manner of
its presentation, in the financial statements.56 One commenter suggested that
Auditing Standard No. 16 should also include a requirement to communicate
any identified material inconsistencies or misstatements of facts, including the
auditor's response to such matters.
Auditing Standard No. 16 requires the auditor to communicate the results of
the auditor's procedures related to other information in documents containing
audited financial statements, which would require the auditor to communicate
identified inconsistencies or misstatements of facts to the audit committee. The
Board is amending AU sec. 550 to require the auditor to communicate to the
audit committee the material inconsistency between the other information and
the financial statements in situations in which the information is not revised to
eliminate the material inconsistency. The Board also is amending AU sec. 550
to require the auditor to communicate to the client and the audit committee, in
writing, a material misstatement of fact in the other information. Thus, it was
not necessary to revise the standard in response to commenters. Appendix 3 of
the release provides the amendments to PCAOB standards as a result of the
adoption of Auditing Standard No. 16.

55
See SEC Rule 2-07, Section 10A(k) of the Exchange Act, 15 U.S.C. §78j-1(k), and Securities Act
Release No. 8183.
56
See generally, AU secs. 550.04-.07, which require that the auditor read the information and
consider whether it is materially inconsistent with information in the financial statements or whether
it contains any material misstatements of fact.
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X. Difficult or Contentious Matters for which the Auditor
Consulted (Paragraph 15 of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit committee matters that are difficult or contentious for which the auditor consulted
outside the engagement team and that the auditor reasonably determined are
relevant to the audit committee's oversight of the financial reporting process.
The required communications of difficult or contentious matters are based on
the results of the procedures the auditor performed regarding such matters
during the course of the audit and do not require the performance of new or
additional procedures.
Many matters that arise during an audit can be complex or unusual, and the
auditor might consult on such matters with the firm's national office, industry
specialists, or external parties. Difficult or contentious issues can arise in various stages of the audit, including in the auditor's evaluation of management's
judgments, estimates, accounting policies, or assessment of identified control
deficiencies. Difficult or contentious issues generally are the critical matters
that concern the auditor when he or she is making the final assessment of
whether the financial statements are presented fairly.
A difficult issue might not always be synonymous with a contentious issue.
Rather, a difficult issue might be a matter that requires consultation. A contentious issue might be a matter that not only requires consultation but also
leads to significant points of disagreement, debate, or deliberation between
the auditor and management. Audit committees might better appreciate the
importance of difficult or contentious matters if they are aware that such consultations took place.
During the course of the audit difficult or contentious issues might arise for
which the auditor did not consult, but which the auditor believes are relevant
to the audit committee's oversight of the financial reporting process. Auditing
Standard No. 16 does not preclude the auditor from communicating to the audit
committee difficult or contentious matters for which the auditor did not consult
outside the engagement team.
Some commenters suggested that the standard should define difficult or contentious matters. The term "difficult or contentious matter" is used in Auditing
Standard No. 7, Engagement Quality Review. Therefore, the term "difficult or
contentious matter" is not defined in this standard.
Some commenters suggested that the standard should exclude the discussions
between the auditor and the engagement quality reviewer from communications to the audit committee regarding consultation outside the engagement
team on difficult or contentious matters. The communication to the audit committee in Auditing Standard No. 16 focuses on the difficult or contentious matters on which the auditor consulted, not on the parties involved in the consultation. Therefore, the standard was not revised.

XI. Management Consultation with Other Accountants
(Paragraph 16 of Auditing Standard No. 16)
When the auditor is aware that management consulted with other accountants
about significant auditing or accounting matters and the auditor has identified a concern regarding such matters, Auditing Standard No. 16 requires the
auditor to communicate to the audit committee the auditor's views about such
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matters that were the subject of such consultation. This requirement is similar to a requirement in AU sec. 380.57 Communicating matters that were the
subject of consultations only when the auditor has identified a concern about
those matters should allow the audit committee to focus its efforts on important
accounting and auditing issues.
Some commenters suggested that communicating management consultations
with other accountants should be management's responsibility and that the
standard should clarify that the auditor should comment only on what management has communicated regarding such consultations. The standard does
not impose a communication requirement on management. The requirement in
Auditing Standard No. 16 is specifically related to the auditor's responsibilities
when management has consulted with other accountants and only when the
auditor has a concern regarding the accounting and auditing matters that were
the subject of management's consultations. Therefore, Auditing Standard No.
16 was not revised.
As part of the comment process, the Board asked whether the requirement to
communicate about consultations should be expanded to include consultations
on accounting or auditing matters with non-accountants, such as consulting
firms or law firms. Some commenters suggested that communication regarding
management's consultations with non-accountants should be required, while
others suggested that communication about these consultations should be made
at the auditor's discretion depending on the facts or circumstances and the significance of the consultation to the financial statements. However, many commenters indicated that this communication should not be expanded to include
consultations with non-accountants, as the auditors would not be in position to
know about all management consultations with non-accountants. Some commenters indicated that this requirement could result in the auditor expending
significant effort to identify and evaluate management's consultations with
non-accountants. After consideration of these comments, the standard was not
revised to require the auditor to communicate management's consultation with
non-accountants.

XII. Going Concern (Paragraph 17 of Auditing
Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee certain matters related to the auditor's evaluation of the company's
ability to continue as a going concern. The communication requirements in Auditing Standard No. 16 are based on the auditor's performance requirements
under AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern, which requires the auditor to evaluate whether there
is substantial doubt about the company's ability to continue as a going concern
for a reasonable period of time.58 The auditor's communication to the audit committee regarding the auditor's evaluation of the company's ability to continue
as a going concern can serve to further inform the audit committee, in certain
circumstances, regarding difficult conditions and events that the company is
encountering.

57

AU sec. 380.14.
See AU sec. 341.06, which provides examples of such conditions and events and AU sec. 341.07,
which discusses the auditor's procedures if the auditor believes there is substantial doubt about the
company's ability to continue as a going concern for a reasonable period of time.
58
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Auditing Standard No. 16 requires the auditor to communicate the conditions
and events the auditor identified that, when considered in the aggregate, lead
the auditor to believe that there is substantial doubt about the company's ability to continue as a going concern for a reasonable period of time. Information
about such conditions and events is obtained from the application of auditing
procedures planned and performed to achieve audit objectives that are related
to management's assertions in the financial statements.59 Examples of such
conditions and events include, but are not limited to, negative trends, other indications of possible financial difficulties, internal matters, or external matters
that have occurred.60
Under AU sec. 341, if after considering the identified conditions and events, in
the aggregate, the auditor believes that there is substantial doubt about the
entity's ability to continue as a going concern for a reasonable period of time,
the auditor should consider management's plans for dealing with the adverse
effects of the conditions and events.61 Additionally, the auditor should obtain
information about the plans and consider whether it is likely that the adverse
effects will be mitigated for a reasonable period of time, and that such plans
can be effectively implemented.62 Auditing Standard No. 16 requires that if the
auditor concludes, after consideration of management's plans, that substantial
doubt about the company's ability to continue as a going concern is alleviated,
the auditor should communicate to the audit committee the basis for the auditor's conclusion, including elements the auditor identified within management's
plans that are significant to overcoming the adverse effects of the conditions
and events.63
Under AU sec. 341, if the auditor concludes that substantial doubt about the
company's ability to continue as a going concern for a reasonable period of time
remains, the audit report should include an explanatory paragraph to reflect
the auditor's conclusion that there is substantial doubt about the company's
ability to continue as a going concern for a reasonable period of time.64 Additionally, Auditing Standard No. 16 requires that if the auditor concludes that
substantial doubt about the company's ability to continue as a going concern
for a reasonable period of time remains,65 the auditor should communicate to
the audit committee: (1) the effects, if any, on the financial statements and the
adequacy of the related disclosure;66 and (2) the effects on the auditor's report.67
The reproposed standard required the auditor to communicate the conditions
and events the auditor identified that, when considered in the aggregate, indicate that there "could be" substantial doubt about the company's ability to
continue as a going concern for a reasonable period of time. Some commenters

59

See AU sec. 341.02.
See AU sec. 341.06, which provides examples of such conditions and events.
61
See AU sec. 341.07, which discusses the auditor's procedures if the auditor believes there is
substantial doubt about the company's ability to continue as a going concern for a reasonable period
of time.
62
See AU sec. 341.03b.
63
See AU sec. 341.08, which discusses the auditor's responsibilities related to the auditor's evaluation of management's plans.
64
See AU sec. 341.12.
65
See AU sec. 341.03c, which discusses the auditor's evaluation of factors that indicate there is
substantial doubt about the company's ability to continue as a going concern.
66
See AU sec. 341.10, which discusses the possible effects on the financial statements and the
adequacy of the related disclosure.
67
See AU secs. 341.12-.16, which discuss the auditor's consideration of the effects on the auditor's
report when the auditor concludes that substantial doubt exists about the company's ability to continue
as a going concern for a reasonable period of time.
60
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suggested that the threshold for communication to the audit committee should
be when the auditor believes there "is" substantial doubt about the company's
ability to continue as a going concern, rather than when there "could be" substantial doubt. Those commenters suggested that threshold because, under AU
sec. 341, the auditor is required to consider management's plans for addressing
the adverse effects of the events and conditions when the auditor believes there
"is" substantial doubt.
Auditing Standard No. 16 was revised to require the threshold for the auditor's
initial communication to the audit committee to be when the auditor "believes
there is" substantial doubt about the company's ability to continue as a going
concern. This aligns more closely the communication requirement about the
conditions and events with the other communication requirements in paragraph 17 of Auditing Standard No. 16. Under paragraph 17 of Auditing Standard No. 16 the auditor is required to communicate conditions and events, along
with the auditor's conclusion regarding whether either management's plans alleviate the adverse effects of the conditions and events (item b) or substantial
doubt remains (item c).

XIII. Uncorrected and Corrected Misstatements
(Paragraphs 18-19 of Auditing Standard No. 16)
Auditing Standard No. 16 requires the auditor to provide the audit committee with the schedule of uncorrected misstatements68 relating to accounts and
disclosures that was presented to management. Several commenters indicated
that audit committees would not find value in information presented at the
same level of detail as presented to management, and that the auditor, therefore, should provide a summary of misstatements to the audit committee.
The Board decided to retain the requirement because presenting a schedule
that shows only a summary of the uncorrected misstatements rather than the
individual misstatements might not be informative for the audit committee.
In addition, the requirement in Auditing Standard No. 16 is not a significant
change from AU sec. 380.10, which required the presentation to the audit committee of a schedule of uncorrected misstatements.
The schedule of uncorrected misstatements required by Auditing Standard No.
16 is similar to the summary of uncorrected misstatements included in or attached to the management representation letter.69 Additionally, the Exchange
Act and SEC Rule 2-07 require the auditor to provide to the audit committee
other material written communications between the auditor and management,
which would include the schedule of unadjusted audit differences and a listing
of adjustments and reclassifications not recorded, if any.70
Auditing Standard No. 14 requires the auditor to accumulate misstatements
identified during the audit, other than those that are clearly trivial, and to communicate those to management on a timely basis.71 According to Auditing Standard No. 14, a misstatement may relate to a difference between the amount,
classification, presentation, or disclosure of a reported financial statement item

68
Footnote 13 to paragraph 20 of Auditing Standard No. 14 indicates that misstatements include
both omissions and the presentation of inaccurate or incomplete disclosures.
69
See paragraph .06g of AU sec. 333, Management Representation.
70
See Section 10A(k)(3) of the Exchange Act, 15 U.S.C. §78j-1(k)(3), SEC Rule 2-07(a)(3) and
Securities Act Release No. 8183.
71
See paragraphs 10 and 15 of Auditing Standard No. 14.
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and the amount, classification, presentation, or disclosure that should be reported in conformity with the applicable financial reporting framework.72 The
requirement in Auditing Standard No. 16 to communicate misstatements related to accounts and disclosures relates only to those misstatements that the
auditor has accumulated throughout the audit that are not clearly trivial and
have been reported to management.
Auditing Standard No. 16 also requires the auditor to discuss with the audit
committee, or determine that management has adequately discussed with the
audit committee, the basis for the determination that the uncorrected misstatements were immaterial, including the qualitative factors73 considered. In addition, the auditor also should communicate to the audit committee that uncorrected misstatements or matters underlying those uncorrected misstatements
could potentially cause future-period financial statements to be materially misstated, even if the auditor has concluded that the uncorrected misstatements
are immaterial to the financial statements under audit.
Auditing Standard No. 16 also requires the auditor to communicate those corrected misstatements, other than those that are clearly trivial, related to accounts and disclosures that might not have been detected except through the
auditing procedures performed and discuss with the audit committee the implications that such corrected misstatements might have on the financial reporting
process.
One commenter suggested that the standard should require the auditor to communicate management's adjusting entries recorded at the end of the period or
other entries to reconcile accounts. The release accompanying the original proposed standard included a question that asked whether all corrected misstatements, including those detected by management, should be communicated to
the audit committee. Many commenters responding to the question were not
supportive of the auditor communicating misstatements detected by management or management's period-end adjusting entries, because the auditor may
not have knowledge of all such adjustments due to the nature of a company's
financial statement close process and the timing of the auditor's procedures.
Commenters suggested that such a requirement would likely result in the auditor expending significant effort to identify misstatements or adjusting entries
that the company's internal controls previously identified in the financial close
process. Accordingly, the standard does not include a requirement for the auditor to communicate misstatements detected by management.
Some commenters suggested that the standard should be revised to require
the auditor to communicate only corrected misstatements that individually or
in the aggregate could be significant to the company's financial statements.
As noted previously, Auditing Standard No. 14 requires the auditor to accumulate misstatements identified during the audit, other than those that are
clearly trivial. The misstatements the auditor accumulated and management
corrected are those that are other than clearly trivial and could be significant
to the company's financial statements, either quantitatively or qualitatively.
Auditing Standard No. 16 also requires the auditor to communicate those corrected misstatements that might not have been detected except through the
auditing procedures performed. The intent of this requirement is to inform
the audit committee of misstatements, which might have certain implications

72

See paragraph A2 of Auditing Standard No. 14.
See Appendix B of Auditing Standard No. 14, which discusses the qualitative factors related
to the evaluation of the materiality of uncorrected misstatements.
73
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on the company's financial reporting process, that were detected only through
audit procedures. Therefore, Auditing Standard No. 16 was not revised.
Another commenter suggested that the standard should specifically require the
auditor to request management to correct the uncorrected misstatements. The
Board did not make this change because management has its own legal responsibilities in relation to the preparation and maintenance of the company's books,
records, and financial statements. Section 13(i) of the Exchange Act requires
the financial statements filed with the SEC to reflect all material correcting
adjustments identified by the auditor.74

XIV. Material Written Communication (Paragraph 20
of Auditing Standard No. 16)
Auditing Standard No. 16 incorporates the Exchange Act's requirement for
the auditor to communicate other material written communications between
the auditor and management to the audit committee.75 This requirement is
intended to capture other possible material written communications that might
occur but are not addressed by requirements in the standard or by other PCAOB
standards, such as the management representation letter.76

XV. Departure from the Auditor’s Standard Report
(Paragraph 21 of Auditing Standard No. 16)
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee when the auditor expects to modify the opinion in the auditor's report or include explanatory language or an explanatory
paragraph in the auditor's report.77 The auditor is required to communicate
the reasons for and the wording of the modification, explanatory language, or
explanatory paragraph. The requirement is intended to provide the basis for a
discussion between the auditor and the audit committee in those circumstances
in which the auditor expects to add explanatory language or modify the opinion
in the auditor's standard report.
As part of overseeing the audit and the financial reporting process, it might be
important for the audit committee to understand the reasons an auditor adds
explanatory language or modifies the opinion in the auditor's standard report.
Such communication enables the audit committee to be aware of the nature of
any specific matters that the auditor expects to highlight in the auditor's report.
In addition, these communications provide the audit committee with an opportunity to obtain further clarification from the auditor about the modification.
This communication also provides the audit committee with an opportunity to
provide the auditor with further information and explanations regarding the
matters that are expected to be included in the auditor's report.

74

Section 13(i) of the Exchange Act, 15 U.S.C. § 78j-1(m)(i).
Section 10A(k)(3) of the Exchange Act, 15 U.S.C. § 78j-1(k)(3), requires the auditor to report
this information to the audit committee; see also SEC Rule 2-07.
76
See Securities Act Release No. 8183 for a discussion of the substance of other material written
communications.
77
See paragraphs .11-.74 and .76 of AU sec. 508, Reports on Audited Financial Statements.
75

REL 2012-004

3576

Select PCAOB Releases

XVI. Disagreements with Management (Paragraph 22
of Auditing Standard No. 16)
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee any disagreements with management about matters, whether or not satisfactorily resolved, that individually or in the aggregate
could be significant to the company's financial statements or the auditor's report. This requirement is retained from AU sec. 380.13.
Examples of disagreements might include disagreements with management
about the application of accounting principles to the company's specific transactions and events and the basis for management's judgments about accounting
estimates. Disagreements might also arise regarding the scope of the audit, disclosures to be made in the company's financial statements, or the wording of the
auditor's report. For purposes of Auditing Standard No. 16, disagreements do
not include differences of opinion based on incomplete facts or preliminary information that are later resolved by the auditor obtaining additional, relevant
facts or information prior to the issuance of the auditor's report.
One commenter suggested that disagreements that are satisfactorily resolved
should not be communicated to the audit committee unless the auditor determines that these matters warrant the audit committee's attention. As noted
previously, this communication requirement is not new. As part of conducting the oversight of the audit and the financial reporting process, it might be
important for the audit committee to know the areas of tension between the
auditor and management regarding matters that could be significant to the
company's financial statements, such as accounting principles and practices,
financial statement disclosures, auditing scope or procedures, or similar matters. Accordingly, no change was made in response to this comment. Additionally, SEC Form 8-K requires that a registrant report certain disagreements
between management and the auditor, whether or not such disagreements are
satisfactorily resolved, when there is a change in the auditor.78 The requirement
in Auditing Standard No. 16 provides the audit committee with information regarding important matters that might need to be reported subsequently in an
SEC filing.

XVII. Difficulties Encountered in Performing the Audit
(Paragraph 23 of Auditing Standard No. 16)
Auditing Standard No. 16 includes the requirement from AU sec. 380.16 for
the auditor to communicate to the audit committee any significant difficulties
encountered during the audit. Significant difficulties encountered during the
audit include, but are not limited to:

•

Significant delays by management, the unavailability of company
personnel, or an unwillingness by management to provide information needed for the auditor to perform his or her audit procedures;

•

An unreasonably brief time within which to complete the audit;

78
See e.g., Exchange Act Form 8-K, Item 4.01. See also Item 304(a)(1)(iv) of Regulation S-K, 17
C.F.R. §229.304(a)(1)(iv), and Instructions 4 and 5 to that item, which require disclosure of disagreements, or differences of opinion, at the "decision-making level," that, if not resolved to the auditor's
satisfaction, would have caused the auditor to make reference to the subject matter of the disagreement in connection with his or her report.
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•

Unexpected extensive effort required by the auditor to obtain sufficient appropriate audit evidence;

•

Unreasonable management restrictions encountered by the auditor on the conduct of the audit; and

•

Management's unwillingness to make or extend its assessment
of the company's ability to continue as a going concern when requested by the auditor.

XVIII. Other Matters (Paragraph 24 of Auditing
Standard No. 16)
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee other matters arising from the audit that are significant to the
oversight of the company's financial reporting process. This communication
includes, among other matters, complaints or concerns regarding accounting or
auditing matters that have come to the auditor's attention during the audit and
the results of the auditor's procedures regarding such matters. Communication
of the other matters is based on the results of audit procedures or the conduct of the audit and does not require the auditor to perform new or additional
procedures beyond the communication itself.
The Act requires that audit committees of listed companies establish procedures
for the receipt, retention, and treatment of complaints received by the company
regarding accounting, internal accounting control, or auditing matters, and
for the confidential, anonymous submission by employees of the company of
concerns regarding questionable accounting or auditing matters.79
Auditing Standard No. 12 requires the auditor to inquire of the audit committee regarding tips or complaints received by the audit committee regarding
financial reporting matters. The auditor might become aware of complaints or
concerns regarding financial reporting matters that were not received through
the audit committee's process, and, therefore, are unknown to the audit committee. The audit committee might be better able to exercise its oversight activities
if the auditor informed the audit committee of these matters. Paragraph 24 of
Auditing Standard No. 16 requires the auditor to communicate these matters
to the audit committee.
AU sec. 380 required the auditor to ensure that the audit committee receives
additional information regarding the scope and results of the audit that may
assist the audit committee in overseeing the financial reporting and disclosure
process. Auditing Standard No. 16 enhances the requirement in AU sec. 380
for the auditor to communicate to the audit committee the results of the audit
procedures regarding the accounting or auditing matters that have been the
subject of complaints or concerns.
The standard acknowledges that there might be other matters known to the
auditor that may be beneficial to the audit committee's oversight of the financial
reporting process. This communication could provide the audit committee with
an opportunity to better understand management's intentions regarding such
matters.
Several commenters suggested that Auditing Standard No. 16 should require
the auditor to communicate to the audit committee the results of PCAOB inspection findings and any necessary remediation by the audit firm. With respect
79

See Section 301 of the Act, and Section 10A(m)(4) of the Exchange Act, 15 U.S.C. §78j-1(m)(4).
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to inspections, the Act restricts what the Board may publicly disclose,80 and the
Act makes no exception for disclosure to an audit committee even if a Board
inspection has reviewed an audit of the financial statements overseen by that
audit committee. The Board cannot compel a firm to disclose nonpublic inspection information to an audit committee. This need not prevent an audit committee from discussing inspection results with its auditor. The Board encourages
firms to communicate effectively with audit committees about inspection matters. The Act does not restrict a firm from disclosing to an audit committee
nonpublic information regarding PCAOB inspections (including quality control
deficiencies and the firm's remediation of those deficiencies) or PCAOB disciplinary matters.81

XIX. Form and Documentation of Communications
(Paragraph 25 of Auditing Standard No. 16)
Auditing Standard No. 16 retains from AU sec. 380 the ability for auditors to
communicate to the audit committee either orally or in writing, unless otherwise specified in the standard. Some commenters suggested that the standard
should require all communications to be in writing, while other commenters indicated that the standard should continue to provide flexibility in the manner
of communication.
Auditing Standard No. 16 was not revised to require all communications to be in
writing. The Board's intention is to promote effective two-way communication
between the auditor and the audit committee, whether through presentations,
written reports, or interactive discussions. Written communications might provide the auditor with a basis to lead an active two-way discussion with the audit
committee.
In addition, the form of communication may depend on the nature of the matter
to be communicated. For example, written information often makes it easier for
the audit committee to understand highly complex information (for example,
information about critical accounting estimates). However, having a dialogue on
key matters often is an important factor in effective communications between
the auditor and the audit committee.
Auditing Standard No. 16 also requires the auditor to document the communications in the work papers, whether such communication took place orally
or in writing. The standard further requires the auditor to include a copy of
or a summary of management's communications provided to the audit committee in the audit documentation if, as part of its communications to the audit
committee, management communicated some or all of the matters identified in
paragraphs 12 or 18 and, as a result, the auditor did not communicate these
matters at the same level of detail as management.

XX. Timing (Paragraph 26 of Auditing Standard No. 16)
The Board considers communications with audit committees to be an integral
part of the audit process. AU sec. 380 stated that audit committee communications are incidental to the audit and are not required to occur before the
80
See Section 104(g)(2) of the Act (providing that the Board shall make inspection reports available to the public in appropriate detail "subject to," among other things, the broad disclosure restrictions of Section 105(b)(5)(A)).
81
See Information for Audit Committees About the PCAOB Inspection Process, PCAOB Release
No. 2012-003 (Aug. 1, 2012).

REL 2012-004

Communications with Audit Committees

3579

issuance of the auditor's report on the entity's financial statements so long as
the communications occur on a timely basis.82 Auditing Standard No. 16 requires the auditor to communicate the matters required by the standard in a
timely manner and prior to the issuance of the auditor's report. This requirement aligns the timing of communications with SEC Rule 2-07, which requires
the auditor to communicate matters to the audit committee prior to the filing of
the auditor's report with the SEC.83 The appropriate timing of a particular communication to the audit committee depends on factors such as the significance
of the matters to be communicated and corrective or follow-up actions needed,
unless other timing requirements are specified by PCAOB rules or standards
or the securities laws.
The reproposed standard specified that all communications be made in a timely
manner and prior to the issuance of the auditor's report, unless other timing
requirements are specified by PCAOB rules or standards or the rules or regulations of the SEC. One commenter suggested that the "rules and regulations
of the SEC" should be modified to the "federal securities laws," since timing of
certain communications to the audit committee also is specified in securities
laws. The standard was updated to reference "securities laws."84
Commenters generally agreed that audit committee communications should
occur in a timely manner and prior to the issuance of the auditor's report.
Some commenters suggested that the standard should specify the timing of the
communication about certain matters, such as during planning or prior to the
earnings release.
Auditing Standard No. 16 does not emphasize the specific timing of certain
communications because the appropriate timing might vary depending on the
circumstances. As noted in the standard, the appropriate timing of a particular communication to the audit committee depends on factors such as the
significance of the matters to be communicated and any corrective or follow-up
action needed, unless other timing requirements are specified by PCAOB rules
or standards or the securities laws. However, in all events, the timing of the
communication should be prior to the issuance of the auditor's report.
Providing communications required by Auditing Standard No. 16 to the audit
committee in a timely manner and prior to the issuance of the auditor's report
will allow the audit committee and the auditor the opportunity to take any
action they may deem appropriate to address the matters communicated prior
to the issuance of the auditor's report.
The reproposed standard noted that an auditor may communicate to only the
audit committee chair if done in order to communicate matters in a timely manner during the audit; however, the auditor should communicate such matters
to the full audit committee prior to the issuance of the auditor's report. Several
commenters suggested that the auditor's responsibility to subsequently communicate to the "full" audit committee was an unnecessary burden and that the
word "full" should be deleted to allow the auditor to communicate to the audit
committee when a quorum is present. The standard was revised accordingly to
eliminate the word "full."

82

AU sec. 380.04.
See SEC Rule 2-07.
84
The term "securities laws" is defined in section 2(a)(15) of the Act, 15 U.S.C. § 7201, to mean the
provisions of law referred to section 3(a)(47) of the Exchange Act, 15 U.S.C. § 78c(a)(47), as amended
by the Act, and includes the rules, regulations, and orders issued by the SEC thereunder.
83

REL 2012-004

3580

Select PCAOB Releases

XXI. Adequacy of the Two-Way Communication Process
The original proposed standard included a requirement for the auditor to evaluate whether the two-way communication between the auditor and the audit
committee was adequate to support the objectives of the audit. The requirement
was included to emphasize that effective two-way communication is beneficial
to achieving the objectives of the audit.
Many commenters on the original proposed standard noted that an evaluation
of the adequacy of the two-way communications can only be effective if both
parties are involved in the evaluation. These commenters also suggested that if
only the auditor evaluates the effectiveness based on his or her understanding of
what was communicated, that evaluation would not provide information about
the audit committee's understanding of that communication. In response to
commenters, the Board removed this requirement in the reproposed standard.
Some commenters on the reproposed standard indicated that the Board should
reinstate the requirement for the auditor to evaluate the adequacy of the twoway communication between the auditor and the audit committee to encourage
the auditor to determine whether there is effective two-way communication.
Additionally, some commenters suggested that the standard should be revised
to change certain requirements for the auditor to communicate "with" the audit
committee instead of "to" the audit committee in situations in which two-way
discussion would be appropriate for the auditor to obtain information on particular matters relevant to the audit.
The note in paragraph 3 of Auditing Standard No. 16 states that the requirement for the auditor to "communicate to" the audit committee is meant to encourage effective two-way communication between the auditor and the audit
committee throughout the audit to assist in understanding matters relevant to
the audit. The importance of effective two-way communications remains in the
standard; therefore, no change was considered necessary.
In addition, as part of understanding the company's control environment in
Auditing Standard No. 12, the auditor assesses whether the board or audit
committee understands and exercises oversight responsibility over financial
reporting and internal control.85 Other PCAOB standards require that, in an
audit of financial statements, if the auditor becomes aware, or in an integrated
audit, if the auditor concludes that the oversight of the company's external financial reporting and internal control over financial reporting by the company's
audit committee is ineffective, the auditor must communicate that information
in writing to the board of directors.86 Not including a requirement for the auditor to evaluate the adequacy of a two-way communication in this standard
does not change the auditor's responsibility for assessing the audit committee's
effectiveness under existing PCAOB standards.

XXII. Audits of Brokers and Dealers
The release accompanying the reproposed standard posed a question about
whether the standard should apply to the audits of all brokers and dealers.
Many commenters supported the requirement for the standard to apply to the
audits of all brokers and dealers. However, some commenters suggested that
it may not be practicable to communicate the matters in the standard because
they may not be applicable to all brokers and dealers due to the varying size and
85
86

See paragraphs 23-24 of Auditing Standard No. 12.
See paragraph 79 of Auditing Standard No. 5 and paragraph 5 of AU sec. 325.
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nature of the brokers and dealers as well as the difference in their governance
structures. Some commenters suggested that these brokers and dealers may
not have an audit committee, board of directors, or equivalent body, or that
the individual designated to oversee the financial reporting process and audits
of the company might be the same person preparing the financial statements.
They suggested, therefore, that the standard should apply only to certain types
of brokers and dealers, such as carrying brokers or dealers. Other commenters
suggested that the standard should not be applicable to the audits of brokers
and dealers.
The Board acknowledges that there are smaller, less complex brokers and dealers that do not have an audit committee, board of directors, or equivalent body,
but that communicating matters about the audit and the financial statements
to those overseeing the financial reporting process is important. The governance
structure of brokers and dealers does not change the value of the information
regarding the audit or the company's financial statements.
Therefore, as discussed in Section I of this appendix, the definition of audit
committee was revised for audits of nonissuers to recognize that if no such
committee or board of directors (or equivalent body) exists with respect to the
company, the communication should be made to the person(s) who oversee the
accounting and financial reporting processes of the company and audits of
the financial statements of the company.
The release accompanying the reproposed standard posed a question about
whether there are any communication requirements specific to the audits of all
brokers and dealers that should be added to the standard. Some commenters
suggested that the standard should require additional communication to the
audit committee related to the additional attestation reporting to be required
for brokers and dealers as proposed in pending SEC amendments to its Rule
17a-5.87 Once the amendments to Rule 17a-5 are adopted in final form, the
Board may consider adding requirements for communication to the audit committee pertaining to such matters.

XXIII. Amendments to PCAOB Standards
With the adoption of Auditing Standard No. 16, the Board adopted related
communication requirements to other PCAOB standards. These amendments
were made to the following standards, among others:

•

Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements;

•

AU sec. 316, Consideration of Fraud in a Financial Statement Audit;

•
•

AU sec. 317, Illegal Acts by Clients;

•

AU sec. 722, Interim Financial Information.

AU sec. 550, Other Information in Documents Containing Audited
Financial Statements; and

The Board is amending AU sec. 722 to be consistent with Auditing Standard No.
16. Some commenters suggested that the amendments to AU sec. 722 should
clarify that the accountant ("accountant" is the term used in AU sec. 722) is not
87
SEC, Commission Guidance Regarding Auditing, Attestation, and Related Professional Practice
Standards Related to Brokers and Dealers, Exchange Act Release No. 62991 (Sept. 24, 2010).

REL 2012-004

3582

Select PCAOB Releases

required to repeat communications that were made as part of the annual audit. Other commenters suggested that the amendments to AU sec. 722 should
become effective for interim periods following the first annual period in which
Auditing Standard No. 16 becomes effective and that, otherwise, implementing
the amendments prior to the first annual communication under Auditing Standard No. 16 would likely result in unnecessarily expanding the communication
requirements related to the auditor's review of interim information.
The objective of a review of interim financial information pursuant to AU sec.
722 is to provide the accountant with a basis for communicating whether the
accountant is aware of any material modifications that should be made to the interim financial information for it to conform with generally accepted accounting
principles.88 Procedures for conducting a review of interim financial information generally are limited to analytical procedures, inquiries, and other procedures that address significant accounting and disclosure matters relating to
the interim financial information to be reported.89 A review may bring to the
accountant's attention significant matters affecting the interim financial information, but it does not provide assurance that the accountant will become
aware of all significant matters that would be identified in an audit.90
AU sec. 722.18 requires the accountant to make inquiries of members of management who have responsibility for financial and accounting matters, including but not limited to, matters concerning unusual or complex situations that
may have an effect on the interim financial information. Examples of situations
about which the accountant would ordinarily inquire of management include,
among other things, significant, unusual, or infrequently occurring transactions; application of new accounting principles; changes in accounting principles or the methods of applying them; and trends and developments affecting
accounting estimates.91
An amendment to AU sec. 722 states that when conducting a review of interim
financial information, the accountant also should determine whether any of
the matters described in Auditing Standard No. 16, as they relate to interim
financial information, have been identified.92 This requirement is similar to the
current requirement for the accountant to refer to AU sec. 380 for matters to
communicate to the audit committee when conducting an interim review.93
Additionally, the amendments to AU sec. 722 recognize that management might
communicate some or all of the matters related to the company's accounting
policies, practices, estimates, and significant unusual transactions described in
paragraph 12 of Auditing Standard No. 16. If management communicates any of
these matters, the accountant does not need to communicate them at the same
level of detail as management, as long as certain criteria are met. However,
any omitted or inadequately described matters should be communicated to the
audit committee.
The amendment to AU sec. 722.35 also indicates that any communication the accountant may make about the entity's accounting policies, practices, estimates,
and significant unusual transactions as applied to its interim financial reporting generally would be limited to the effect of significant events, transactions,

88
89
90
91
92
93

AU sec. 722.07.
AU sec. 722.15.
AU sec. 722.07.
AU sec. 722.55.
Amendment to AU sec. 722.34.
Id.
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and changes in accounting estimates that the accountant considered when conducting the review of interim financial information. The amendments to AU
sec. 722 do not require that the communications to the audit committee repeat
the annual communications but, rather, that the communication be related to
the accountant's findings while performing the interim review procedures.
The Board determined not to defer the effective date for quarterly reviews
as suggested by some commenters. Deferral of the effective date would result
in AU sec. 380 continuing to apply to communications relevant to quarterly
reviews, while Auditing Standard No. 16 simultaneously would require communications relating to the annual audit. Auditing Standard No. 16 requires
timely communications of matters in connection with the annual audit to be
made throughout the year under audit. These communications would, therefore, be made at or near the time that related communications are required in
connection with quarterly reviews. Applying Auditing Standard No. 16 for the
annual audit and AU sec. 380 for quarterly reviews could cause some degree of
complexity because auditors would be required to apply two different standards
when communicating important information to the audit committee. Therefore,
the Board is making Auditing Standard No. 16 effective for quarterly reviews
of fiscal years beginning on or after December 15, 2012.
In addition to avoiding having two co-existing and differing standards, implementing Auditing Standard No. 16 in the first quarter of 2013 should benefit
audit committees by providing for the communication of significant information
during the most current period. Also, and as discussed above, the objective of a
review of interim financial information differs significantly from that of an audit, and any communication the accountant would make pertaining to interim
financial reporting would be limited, as discussed in AU sec. 722, to matters
the accountant considered when conducting the review of interim financial information.
The proposed amendments to other PCAOB standards accompanying the reproposed standard included an amendment to AU sec. 551, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents. This amendment would have required the auditor to communicate
to the audit committee material misstatements if the client did not agree to
revise the accompanying information. This amendment was removed from the
amendments accompanying Auditing Standard No. 16 because the Board has
proposed to supersede AU sec. 551 as part of its standard-setting project related
to auditing supplemental information.94
QC sec. 20, System of Quality Control for a CPA Firm's Accounting and Auditing Practice, states that to minimize the risk of misunderstandings regarding
the nature, scope, and limitations of services to be performed, policies and procedures should provide for obtaining an understanding with the client regarding those services.95 To align with Auditing Standard No. 16, the reproposed
standard proposed an amendment to QC sec. 20 to change "client" to "audit
committee." One commenter indicated that QC sec. 20 applies to attest engagements as well as to audit engagements. This commenter suggested that instead
of replacing "client" with "audit committee," a clarifying footnote be added to
the word "client" to indicate that with respect to a financial statement audit

94
See Proposed Auditing Standard, Auditing Supplemental Information Accompanying Audited
Financial Statements and Related Amendments to PCAOB Standards. PCAOB Release No. 2011-005
(July 12, 2011).
95
QC sec. 20.16.
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or an audit of internal control over financial reporting, the auditor is required
to establish an understanding of the terms of the audit engagement with the
audit committee. The Board considered this comment and decided not to amend
QC sec. 20 at this time. Changes to the Board's quality control standards will
be considered as part of the Board's quality control standard-setting project.
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Appendix 5
Comparison of the Objectives and Requirements of
Auditing Standard No. 16, Communications with Audit
Committees, to the Analogous Standards of the
International Auditing and Assurance Standards Board
and the Auditing Standards Board of the American
Institute of Certified Public Accountants

Introduction
This appendix compares certain significant differences between the objectives
and requirements of Auditing Standard No. 16, Communications with Audit
Committees, and the analogous standards of the International Auditing and Assurance Standards Board ("IAASB") and the Auditing Standards Board ("ASB")
of the American Institute of Certified Public Accountants.
The analogous IAASB standards are:

•

International Standard on Auditing ("ISA") 210, Agreeing the
Terms

•

ISA 260, Communication with Those Charged with Governance.

The analogous ASB standards1 are:

•
•

AU-C Section 210, Terms of Engagement, and
AU-C Section 260, The Auditor's Communication With Those
Charged with Governance.

Other standards of the IAASB and the ASB, respectively, were considered in this
comparison to the extent that they include comparable requirements, including:

•

ISA 240, The Auditor's Responsibilities Relating to Fraud in an
Audit of Financial Statements,

•
•
•

ISA 450, Evaluation of Misstatements Identified during the Audit,

•

ISA 720, The Auditor's Responsibilities Relating to Other Information in Documents Containing Audited Financial Statements,

•

AU-C Section 240, Consideration of Fraud in a Financial Statement Audit,

•

AU-C Section 450, Evaluation of Misstatements Identified During
the Audit,

ISA 570, Going Concern,
ISA 600, Special Considerations—Audits of Group Financial
Statements (Including the Work of Component Auditors),

1
In October 2011, the ASB issued Statement on Auditing Standards ("SAS") No. 122, Statements on Auditing Standards: Clarification and Recodification, which contains the Preface to Codification of Statements on Auditing Standards, Principles Underlying an Audit Conducted in Accordance
with Generally Accepted Auditing Standards, and 39 clarified SASs. SAS 122 identifies the section
within the AICPA codification with "AU-C" section numbers. See http://www.aicpa.org/RESEARCH/
STANDARDS/AUDITATTEST/Pages/audit%20and%20attest%20standards.aspx.
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•

AU-C Section 600, Using the Work of Others—Special
Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors),

•

SAS 118, Other Information in Documents Containing Audited
Financial Statements, and

•

SAS 126, The Auditor's Consideration of An Entity's Ability to Continue as a Going Concern (Redrafted).

The information presented does not cover the application and explanatory material in the IAASB standards or ASB standards.2
This appendix is provided for informational purposes only. It is not a summary
of or a substitute for Auditing Standard No. 16 itself, which is presented in
Appendix 1 of this release. This comparison may not represent the views of the
IAASB or ASB regarding the interpretation of their standards.

Objectives
PCAOB
Auditing Standard No. 16 supersedes AU sec. 310, Appointment of the Independent Auditor, and AU sec. 380, Communication With Audit Committees. Given
the responsibility of many audit committees for the appointment and retention
of the auditor, Auditing Standard No. 16 combines the requirements from the
Board's standards, AU secs. 310 and 380, into one auditing standard.
Auditing Standard No. 16 includes four objectives for the auditor, which reflect both the appointment and retention of the auditor as well as the overall
communication responsibilities. The objectives of the auditor are to:
a. Communicate to the audit committee the responsibilities of the
auditor in relation to the audit and establish an understanding
of the terms of the audit engagement with the audit committee;
b. Obtain information from the audit committee relevant to the
audit;
c. Communicate to the audit committee an overview of the overall
audit strategy and timing of the audit; and
d. Provide the audit committee with timely observations arising
from the audit that are significant to the financial reporting
process.

IAASB and ASB
ISA 210 and AU-C Section 210 both include an objective to establish whether
the preconditions for an audit are present. Auditing Standard No. 16 does not
include this objective, because some of the related requirements in the ISA
2
Paragraph A59 of ISA 200, Overall Objectives of the Independent Auditor and the Conduct of
an Audit in Accordance with International Standards on Auditing, indicates that the application and
other explanatory material section of the ISAs "does not in itself impose a requirement," but "is relevant
to the proper application of the requirements of an ISA." Paragraph A63 of AU-C Section 200, Overall
Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Generally
Accepted Auditing Standards, states that although application and other explanatory material "does
not in itself impose a requirement, it is relevant to the proper application of the requirements of an
AUC section."
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and SAS are not applicable to audits performed under PCAOB standards, such
as determining whether the financial reporting framework is acceptable. For
audits performed under PCAOB standards, the auditor should look to the requirements of the Securities and Exchange Commission for the company under
audit with respect to the accounting principles applicable to that company.
Both ISA 260 and AU-C Section 260 include an objective for the auditor to promote effective two-way communication between the auditor and those charged
with governance. Although Auditing Standard No. 16 does not include a similar
objective, the standard encourages effective two-way communication between
the auditor and the audit committee. As stated in Auditing Standard No. 16,
"communicate to," is meant to encourage effective two-way communication between the auditor and the audit committee throughout the audit to assist in
understanding matters relevant to the audit.

Appointment and Retention
Significant Issues Discussed with Management In Connection
with the Auditor’s Appointment or Retention
PCAOB
Auditing Standard No. 16 requires the auditor to discuss with the audit committee any significant issues that the auditor discussed with management in
connection with the appointment or retention of the auditor, including significant discussions regarding the application of accounting principles and auditing
standards.

IAASB and ASB
ISA 210 and AU-C Section 210 do not include a similar requirement.

Establish an Understanding of the Terms of the Audit
PCAOB
Auditing Standard No. 16 requires the auditor to establish an understanding
of the terms of the audit engagement with the audit committee. This understanding includes communicating to the audit committee the objective of the
audit, the responsibilities of the auditor, and the responsibilities of management. Paragraph 6 of Auditing Standard No. 16 requires the auditor to record
the understanding of the terms in an engagement letter and provide the engagement letter to the audit committee annually. In addition, paragraph 6 of
Auditing Standard No. 16 includes a requirement for the auditor to have the
engagement letter executed by the appropriate party or parties on behalf of the
company. If the appropriate party or parties are other than the audit committee, or its chair on behalf of the audit committee, the auditor should determine
that the audit committee has acknowledged and agreed to the terms of the
engagement.
Additionally, Auditing Standard No. 16 requires the auditor to decline to accept, continue, or perform the engagement if the auditor cannot establish an
understanding of the terms of the audit engagement with the audit committee.
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IAASB and ASB
ISA 210 and AU-C Section 210 require the auditor to agree on the terms of the
audit engagement with management and, where appropriate, those charged
with governance.
ISA 210 and AU-C Section 210 require the engagement letter to be in writing,
although there is no requirement that the engagement letter be given to the
audit committee or that it be signed by the audit committee, or its chair on
behalf of the audit committee, or that it otherwise be acknowledged by the audit
committee. Additionally, ISA 210 states that for recurring audits, the auditor
shall assess whether circumstances require the terms of the audit engagement
to be revised and whether there is a need to remind the entity of the existing
terms of the audit engagement. Accordingly, ISA 210 permits the auditor to not
send a new audit engagement letter or other written agreement each period.
AU-C Section 210 requires the auditor to assess whether circumstances require the terms of the audit engagement to be revised. If the auditor concludes
that the terms of the preceding engagement need not be revised for the current engagement, the auditor should remind management of the terms of the
engagement, and the reminder should be documented.
Both ISA 210 and AU-C Section 210 also establish requirements for the auditor
to determine whether the preconditions for an audit exist. Auditing Standard
No. 16 does not include similar requirements, as these requirements were either
not applicable to audits performed under PCAOB standards or were addressed
through the requirements in Auditing Standard No. 16 for establishing an understanding of the terms of the audit engagement with the audit committee.
ISA 210 requires the auditor to determine whether there are any conflicts between the financial reporting standards and additional requirements supplemented by law or regulation. AU-C Section 210 does not include similar requirements. Auditing Standard No. 16 also does not include similar requirements as
they are not relevant to the audits performed under PCAOB standards.
ISA 210 and AU-C Section 210 also include requirements regarding limitation
of scope prior to audit engagement acceptance, other factors affecting audit
engagement acceptance, and acceptance of a change in the terms of the audit
engagement. Auditing Standard No. 16 does not include such requirements as
they are not applicable to audits performed under PCAOB standards.
AU-C Section 210 also includes requirements regarding initial audits and reaudits. Auditing Standard No. 16 does not include similar requirements, although similar requirements are included in the Board's standard, AU sec.
315, Communications Between Predecessor and Successor Auditors.
Additionally, ISA 260 and AU-C Section 260 include a requirement for the
auditor to communicate with those charged with governance the form, timing,
and expected general content of communications. Auditing Standard No. 16
does not include this requirement; however, Auditing Standard No. 16 does not
preclude the auditor from communicating these matters to the audit committee.

Obtaining Information and Communicating the
Audit Strategy
Obtaining Information Relevant to the Audit
PCAOB
Auditing Standard No. 16 requires the auditor to inquire of the audit committee
about whether it is aware of matters relevant to the audit, including, but not
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limited to, violations or possible violations of laws or regulations. This requirement complements the requirement in Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement, for the auditor to make inquiries
of the audit committee, or equivalent (or its chair) about risks of material misstatement, including inquiries related to fraud risks.3

IAASB and ASB
ISA 260 and the AU-C Section 260 do not contain a similar requirement for
the auditor to inquire of matters that might be relevant to the audit, including,
but not limited to, knowledge of violations or possible violations of laws or
regulations. However, ISA 240 and AU-C Section 240 require the auditor to
make inquiries of those charged with governance to determine whether they
have knowledge of any actual, suspected, or alleged fraud affecting the entity.

Overall Audit Strategy, Significant Risks, and Timing of the Audit
PCAOB
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee an overview of the overall audit strategy, including the timing of
the audit, and discuss with the audit committee the significant risks identified
during the auditor's risk assessment procedures. As part of communicating
the overall audit strategy, paragraph 10 of Auditing Standard No. 16 requires
the auditor to communicate the following matters to the audit committee, if
applicable:
a. The nature and extent of specialized skill or knowledge needed
to perform the planned audit procedures or evaluate the audit
results related to significant risks;
b. The extent to which the auditor plans to use the work of the company's internal auditors in an audit of financial statements; c.
The extent to which the auditor plans to use the work of internal
auditors, company personnel (in addition to internal auditors),
and third parties working under the direction of management or
the audit committee when performing an audit of internal control
over financial reporting;
d. The names, locations, and planned responsibilities of other independent public accounting firms or other persons, who are not
employed by the auditor, that perform audit procedures in the
current period audit; and
e. The basis for the auditor's determination that the auditor can
serve as principal auditor, if significant parts of the audit are to
be performed by other auditors.
In addition, Auditing Standard No. 16 requires the auditor to communicate to
the audit committee significant changes to the planned audit strategy or the
significant risks initially identified and the reasons for such changes.

IAASB and ASB
ISA 260 and AU-C Section 260 require the auditor to communicate an overview
of the planned scope and timing of the audit. However, ISA 260 and AU-C
Section 260 do not require the auditor to communicate significant changes to the
planned scope and timing of the audit. Further, ISA 260 and AU-C Section 260
3

Paragraphs 5.f. and 54-57 of Auditing Standard No. 12.
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do not include requirements for the auditor to communicate information about
specialized skill or knowledge needed to perform the planned audit procedures
or evaluate the audit results related to significant risks, the auditor's use of
the work of internal auditors, or the auditor's use of the work of other company
personnel and third parties working under the direction of management or the
audit committee.
ISA 260 and AU-C Section 260 do not include requirements for the auditor to
communicate information about the names, locations, and planned responsibilities of other independent public accounting firms or other persons, who are not
employed by the auditor, that perform audit procedures in the current period
audit.
However, ISA 600 and AU-C Section 260, include requirements for the auditor
to communicate certain matters to those charged with governance including:
an overview of the type of work to be performed on the financial information
of the components; an overview of the nature of the group engagement team's
planned involvement in the work to be performed by the component auditors on
the financial information of significant components; instances where the group
engagement team's evaluation of the work of a component auditor gave rise to
a concern about the quality of that auditor's work; any limitation on the group
audit; and fraud or suspected fraud involving group management, component
management, employees who have significant roles in group-wide controls or
other where the fraud resulted in a material misstatement of the group financial
statements. In addition, AU-C Section 260 also includes a requirement for the
auditor to communicate the basis for the decision to make reference to the audit
of a component auditor in the auditor's report on the group financial statements.

Results of the Audit
Accounting Policies and Practices, Estimates, and Significant
Unusual Transactions
PCAOB
Auditing Standard No. 16 requires the auditor to communicate certain matters relating to accounting policies and practices, estimates, and significant
unusual transactions. However, Auditing Standard No. 16 acknowledges that
if management communicates matters related to accounting policies and practices, estimates, and significant unusual transactions to the audit committee,
the auditor does not need to communicate these matters at the same level of
detail as management as long as the auditor (1) participated in management's
discussion with the audit committee, (2) affirmatively confirmed to the audit
committee that management has adequately communicated these matters, and
(3) with respect to critical accounting policies and practices, identified for the
audit committee those accounting policies and practices that the auditor considers critical. In addition, the auditor is required to communicate any omitted
or inadequately described matters to the audit committee.
Matters to be communicated include:
a.
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there is a lack of authoritative guidance or consensus, or diversity
in practice.
All critical accounting policies and practices to be used, including: (1) the reasons certain policies and practices are considered
critical; and (2) how current and anticipated future events might
affect the determination of whether certain policies and practices
are considered critical.
Critical accounting estimates—(1) a description of the process
management used to develop critical accounting estimates; (2)
management's significant assumptions used in critical accounting estimates that have a high degree of subjectivity; and (3) any
significant changes management made to the processes used to
develop critical accounting estimates or significant assumptions,
a description of management's reasons for the changes, and the
effects of the changes on the financial statements.
Significant unusual transactions—(1) significant transactions
that are outside the normal course of business for the company
or that otherwise appear to be unusual due to their timing, size,
or nature; and (2) the policies and practices management used to
account for significant unusual transactions.

IAASB
ISA 260 requires the auditor to communicate the auditor's views about significant qualitative aspects of the entity's accounting practices, including accounting policies, accounting estimates and financial statement disclosures.

ASB
AU-C Section 260 requires the auditor to communicate the auditor's views about
qualitative aspects of the entity's significant accounting practices, including
accounting policies, accounting estimates, and financial statement disclosures.
AU-C Section 260 also provides that, when applicable, the auditor should determine that those charged with governance are informed about the process used
by management in formulating particularly sensitive accounting estimates, including fair value estimates, and about the basis for the auditor's conclusions
regarding the reasonableness of those estimates.
The ISAs and the AU-Cs do not include a similar requirement for communicating significant unusual transactions.

Auditor’s Evaluation of the Quality of the Company’s
Financial Reporting
PCAOB
Auditing Standard No. 16 requires the auditor to communicate the following
matters to the audit committee:
a. Qualitative aspects of significant accounting policies and practices.
1) The results of the auditor's evaluation of, and conclusions
about, the qualitative aspects of the company's significant
accounting policies and practices, including situations in
which the auditor identified bias in management's judgments about the amounts and disclosures in the financial
statements; and
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b.

c.

d.
e.

f.

g.

2) The results of the auditor's evaluation of the differences between (i) estimates best supported by the audit evidence
and (ii) estimates included in the financial statements,
which are individually reasonable, that indicate a possible bias on the part of the company's management.
Assessment of critical accounting policies and practices. The auditor's assessment of management's disclosures related to the critical accounting policies and practices, along with any significant
modifications to the disclosure of those policies and practices proposed by the auditor that management did not make.
Conclusions regarding critical accounting estimates. The basis
for the auditor's conclusions regarding the reasonableness of the
critical accounting estimates.
Significant unusual transactions. The auditor's understanding of
the business rationale for significant unusual transactions.
Financial statement presentation. The results of the auditor's
evaluation of whether the presentation of the financial statements and related disclosures are in conformity with the applicable financial reporting framework, including the auditor's consideration of the form, arrangement, and content of the financial
statements (including the accompanying notes), encompassing
matters such as the terminology used, the amount of detail given,
the classification of items, and the bases of amounts set forth.
New accounting pronouncements. Situations in which, as a result
of the auditor's procedures, the auditor identified a concern regarding management's anticipated application of accounting pronouncements that have been issued but are not yet effective and
might have a significant effect on future financial reporting.
Alternative accounting treatments. All alternative treatments
permissible under the applicable financial reporting framework
for policies and practices related to material items that have been
discussed with management, including the ramifications of the
use of such alternative disclosures and treatments and the treatment preferred by the auditor.

IAASB
ISA 260 requires the auditor to communicate the auditor's views about significant qualitative aspects of the entity's accounting practices, including accounting policies, accounting estimates, and financial statement disclosures. The ISA
provides that, when applicable, the auditor shall explain to those charged with
governance why the auditor considers a significant accounting practice, that is
acceptable under the applicable financial reporting framework, not to be most
appropriate to the particular circumstances of the entity.
The ISAs do not include a similar requirement for communicating the auditor's
understanding of the business rationale for significant unusual transactions.

ASB
AU-C Section 260 requires the auditor to communicate the auditor's views about
qualitative aspects of the entity's significant accounting practices, including
accounting policies, accounting estimates, and financial statement disclosures.
When applicable the auditor should:
a. Explain to those charged with governance why the auditor considers a significant accounting practice that is acceptable under
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the applicable financial reporting framework not to be most appropriate to the particular circumstances of the entity, and
b.

Determine that those charged with governance are informed
about the process used by management in formulating particularly sensitive accounting estimates, including fair value estimates, and about the basis for the auditor's conclusions regarding
the reasonableness of those estimates.

The AU-Cs do not include a similar requirement for communicating the auditor's understanding of the business rationale for significant unusual transactions.

Other Information in Documents Containing Audited
Financial Statements
PCAOB
When other information is presented in documents containing audited financial
statements, Auditing Standard No. 16 requires the auditor to communicate
to the audit committee the auditor's responsibility under PCAOB rules and
standards for such information, any related procedures performed, and the
results of such procedures.
AU sec. 550, Other Information in Documents Containing Audited Financial
Statements, requires that if the auditor identifies a material inconsistency in the
other information presented in documents containing audited financial statements, and the other information is not revised by management to eliminate
the material inconsistency, the auditor should communicate the material inconsistency to the audit committee. The auditor should also consider other actions,
such as revising the audit report to include an explanatory paragraph describing the material inconsistency, as described in paragraph .11 of AU sec. 508,
Reports on Audited Financial Statements, withholding the use of the report
in the document, and withdrawing from the engagement. The auditor should
also communicate a material misstatement of fact to the client and the audit
committee, if the material misstatement of fact is not corrected.

IAASB
ISA 720 requires that if the auditor identifies a material inconsistency in the
other information in documents containing audited financial statements and
revision of the other information is necessary and management refuses to make
the revision, then the auditor shall communicate this matter to those charged
with governance and (a) include in the auditor's report an Other Matter(s)
paragraph describing the material inconsistency in accordance with ISA 706,
Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Independent Auditor's Report; or (b) withhold the auditor's report; or (c) withdraw from
the engagement, where withdrawal is possible under applicable law or regulation. ISA 720 also requires the auditor to notify those charged with governance
of the auditor's concern regarding the other information and take any further
appropriate action if there is a material misstatement of fact in the other information which management refuses to correct.

ASB
SAS 118 contains similar requirements to those in Auditing Standard No. 16.
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Difficult or Contentious Matters for which the Auditor Consulted
PCAOB
Auditing Standard No. 16 requires the auditor to communicate to the audit committee matters that are difficult or contentious for which the auditor consulted
outside the engagement team and that the auditor reasonably determined are
relevant to the audit committee's oversight of the financial reporting process.

IAASB and ASB
ISA 260 and AU-C Section 260 do not include a similar requirement.

Management Consultation with Other Accountants
PCAOB
When the auditor is aware that management consulted with other accountants
about significant auditing or accounting matters and the auditor has identified
a concern regarding such matters, Auditing Standard No. 16 requires the auditor to communicate to the audit committee his or her views about such matters
that were the subject of such consultation.

IAASB
ISA 260 does not include a similar requirement.

ASB
AU-C Section 260 requires the auditor to communicate to those charged with
governance the auditor's views about matters that were the subject of management's consultations with other accountants on accounting or auditing matters
when the auditor is aware that such consultations occurred.

Going Concern
PCAOB
Paragraph 17 of Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee, when applicable, certain matters
relating to the auditor's evaluation of the company's ability to continue as a
going concern. These matters include (a) If the auditor believes there is substantial doubt about the company's ability to continue as a going concern for
a reasonable period of time, the conditions and events that the auditor identified that, when considered in the aggregate, indicate that there is substantial
doubt; (b) If the auditor concludes, after consideration of management's plans,
that substantial doubt about the company's ability to continue as a going concern is alleviated, the basis for the auditor's conclusion, including elements the
auditor identified within management's plans that are significant to overcoming the adverse effects of the conditions and events; (c) if the auditor concludes,
after consideration of management's plans, that substantial doubt about the
company's ability to continue as a going concern for a reasonable period of time
remains, the effects, if any, on the financial statements and the adequacy of the
related disclosure and the effects on the auditor's report.
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IAASB
ISA 570 requires the auditor to communicate events or conditions identified
that may cast significant doubt on the entity's ability to continue as a going
concern. This communication includes whether the events or conditions constitute a material uncertainty; whether the use of the going concern assumption
is appropriate in the preparation and presentation of the financial statements;
and the adequacy of related disclosures in the financial statements.

ASB
SAS 126 requires the auditor to communicate with those charged with governance the nature of the conditions or events identified, the possible effects on
the financial statements and the adequacy of related disclosures in the financial
statements, and the effects on the auditor's report if, after considering identified conditions or events in the aggregate and after considering management's
plans, the auditor concludes that substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time remains.

Uncorrected and Corrected Misstatements
PCAOB
Auditing Standard No. 16 requires the auditor to provide the audit committee with the schedule of uncorrected misstatements related to accounts and
disclosures that the auditor presented to management. Auditing Standard No.
16 also requires the auditor to discuss with the audit committee, or determine
that management has adequately discussed with the audit committee, the basis for the determination that the uncorrected misstatements were immaterial,
including the qualitative factors considered. Additionally, Auditing Standard
No. 16 requires the auditor to communicate that uncorrected misstatements or
matters underlying those uncorrected misstatements could potentially cause
future-period financial statements to be materially misstated. Auditing Standard No. 16 also requires the auditor to communicate to the audit committee
those corrected misstatements, other than those that are clearly trivial, related
to accounts and disclosures that might not have been detected except through
the auditing procedures performed, and discuss with the audit committee the
implications that such corrected misstatements might have on the company's
financial reporting process.

IAASB and ASB
ISA 450 and AU-C Section 260 include requirements for the auditor to communicate uncorrected misstatements and the effect that they, individually or in
aggregate, may have on the opinion in the auditor's report. The auditor's communication shall identify the material uncorrected misstatements individually.
Additionally, under ISA 450 and the AU-C Section 260, the auditor is required
to communicate the effect of uncorrected misstatements related to prior periods
on the relevant classes of transactions, account balances or disclosures, and the
financial statements as a whole.
ISA 450 and AU-C Section 450 require the auditor to request that uncorrected
misstatements be corrected. Auditing Standard No. 16 does not require the
auditor to make this request, because under SEC rules the financial statements
are required to reflect all material correcting adjustments identified by the
auditor.
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ISA 450 does not include a requirement for the auditor to communicate corrected misstatements to those charged with governance. AU-C Section 260 requires the auditor to communicate material, corrected misstatements that were
brought to the attention of management as a result of audit procedures.

Material Written Communication
PCAOB
Auditing Standard No. 16 requires the auditor to communicate to the audit
committee other material written communications between the auditor and
management.

IAASB and ASB
ISA 260 and AU-C Section 260 require the auditor to communicate to those
charged with governance written representations the auditor is requesting.

Disagreements with Management
PCAOB
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee any disagreements with management about matters, whether or not satisfactorily resolved, that individually or in the aggregate could be significant to the company's financial statements or the auditor's
report. Auditing Standard No. 16 also states that disagreements with management do not include differences of opinion based on incomplete facts or preliminary information that are later resolved by the auditor obtaining additional
relevant facts or information prior to the issuance of the auditor's report.

IAASB
The ISAs do not include a similar requirement.

ASB
AU-C Section 260 requires the auditor to communicate disagreements with
management, if any.

Other Matters
PCAOB
Auditing Standard No. 16 includes a requirement for the auditor to communicate to the audit committee other matters arising from the audit that are significant to the oversight of the financial reporting process. This communication
includes, among other matters, complaints or concerns regarding accounting
or auditing matters that have come to the auditor's attention during the audit
and the results of the auditor's procedures regarding such matters.

IAASB and ASB
ISA 260 and AU-C Section 260 include a similar requirement for the auditor
to communicate other matters to those charged with governance that, in the
auditor's professional judgment, are significant and relevant to the oversight
of the financial reporting process.
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Form and Documentation of Communications
PCAOB
Auditing Standard No. 16 requires the auditor to communicate the matters in
the standard to the audit committee, either orally or in writing, unless otherwise specified in Auditing Standard No. 16. In addition, the standard also requires the auditor to document the communications in the work papers whether
such communications took place orally or in writing. Auditing Standard No. 16
also requires the auditor to include a copy of or a summary of management's
communication provided to the audit committee in the audit documentation,
if as part of its communications to the audit committee, management communicated some or all of the matters related to accounting policies and practices,
estimates, significant unusual transactions, or uncorrected misstatements to
the audit committee, and, as a result, the auditor did not communicate these
matters at the same level of detail as management.

IAASB
ISA 260 requires the auditor to communicate in writing with those charged with
governance regarding significant findings from the audit if, in the auditor's
professional judgment, oral communication would not be adequate. Written
communication need not include all matters that arose during the course of the
audit.

ASB
AU-C Section 260 requires the auditor to communicate in writing with those
charged with governance significant findings or issues from the audit if, in the
auditor's professional judgment, oral communication would not be adequate.
This communication need not include matters that arose during the course of
the audit that were communicated with those charged with governance and
satisfactorily resolved.

Timing
PCAOB
Auditing Standard No. 16 requires the communications to the audit committee
to be made in a timely manner and prior to the issuance of the auditor's report.4

IAASB and ASB
ISA 260 and AU-C Section 260 require that the auditor should communicate
with those charged with governance on a timely basis.

4
Auditing Standard No. 16 includes the following exception for registered investment
companies—Consistent with SEC Rule 2-07 of Regulation S-X, 17 C.F.R. §210.2-07, in the case of
a registered investment company, audit committee communication should occur annually, and if the
annual communication is not within 90 days prior to the filing of the auditor's report, the auditor should
provide an update, in the 90-day period prior to the filing of the auditor's report, of any changes to the
previously reported information.

REL 2012-004

3599

Standards for Attestation Engagements

PCAOB Release No. 2013-007

Standards for Attestation Engagements
Related to Broker and Dealer Compliance
or Exemption Reports Required by the U.S.
Securities and Exchange Commission and
Related Amendments to PCAOB Standards
PCAOB Release No. 2013-007
October 10, 2013
PCAOB Rulemaking
Docket Matter No. 035

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or the "Board") is adopting two new attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, and
Review Engagements Regarding Exemption Reports of Brokers and Dealers. The
Board is also adopting related amendments to certain PCAOB standards. The
attestation standards and related amendments will be applicable to all registered firms conducting attestation engagements related to broker and dealer
compliance or exemption reports required by the U.S. Securities and Exchange
Commission ("SEC" or "Commission").

Board Contacts
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org),
Barbara Vanich, Associate Chief Auditor (202/207-9363, vanichb@pcaobus.org),
and Nicholas Grillo, Assistant Chief Auditor (202/207-9104, grillon@pcaobus.
org).

I. Introduction
On July 30, 2013, the SEC adopted amendments to Rule 17a-51 under the
Securities Exchange Act of 1934 ("Exchange Act") to strengthen and clarify
broker and dealer annual financial reporting requirements and also facilitate
the ability of the PCAOB to implement the oversight of independent public

1
See Rule 17a-5, 17 C.F.R. § 240.17a-5 ("SEC Rule 17a-5") and SEC Exchange Act Release No.
34-70073, Broker-Dealer Reports (July 30, 2013), 78 Federal Register 51910 (August 21, 2013) ("SEC
Release"), available at http://www.sec.gov/rules/final/2013/34-70073.pdf.
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accountants of brokers2 and dealers3 provided by Section 982 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act").4
The Board is adopting two attestation standards, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers (the "examination standard") and Review Engagements Regarding Exemption Reports of Brokers and
Dealers (the "review standard") (collectively, the "attestation standards"). These
attestation standards will apply to examination engagements regarding compliance reports of brokers and dealers ("examination engagements") and review engagements regarding exemption reports of brokers and dealers ("review engagements"), pursuant to requirements contained in SEC Rule 17a-5.5
Pursuant to SEC Rule 17a-5, the audits of brokers and dealers, including the
attestation engagements covered by this release, are required to be performed
under PCAOB standards.6 Before these amendments to SEC Rule 17a-5, audits
of brokers and dealers were required to be performed under generally accepted
auditing standards ("GAAS") established by the American Institute of Certified Public Accountants ("AICPA"). The attestation standards will be effective,
subject to approval by the SEC, for examination engagements and review engagements for fiscal years ending on or after June 1, 2014. This effective date
would coincide with the effective date for the corresponding amendments to
SEC Rule 17a-5.

II. Background
Sections 17(a) and (e) of the Exchange Act and SEC Rule 17a-5 together generally require a broker or dealer to, among other things, file an annual report7 with
the SEC and the broker's or dealer's designated examining authority ("DEA").8
SEC Rule 17a-5 requires the annual report to contain, among other things:
a. A financial report consisting of audited financial statements and
supporting schedules;9 and
b. A compliance report or an exemption report.10
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
Pub. L. No. 111-203, 124 Stat. 1376 (2010).
5
See paragraphs (g)(2)(i) and (ii) of SEC Rule 17a-5.
6
See paragraph (g) of SEC Rule 17a-5.
7
Paragraph (d) of SEC Rule 17a-5 contains general requirements for annual reports to be filed by
SEC-registered brokers and dealers. Paragraphs (d)(1)(iii) and (iv) of SEC Rule 17a-5 provide certain
limited exceptions to the requirement to file an annual report.
8
Under SEC Rule 17d-1, 17 C.F.R. § 240. 17d-1, a registered broker or dealer that is a member
of more than one securities self-regulatory organization may be assigned a "designated examining
authority" or "DEA" that is responsible for examining the broker or dealer for compliance with SEC
financial responsibility rules. An example of a securities self-regulatory organization that is a designated examining authority is the Financial Industry Regulatory Authority.
9
See paragraph (d)(2) of SEC Rule 17a-5. Auditing Standard No. 17, Auditing Supplemental
Information Accompanying Audited Financial Statements (PCAOB Release No. 2013-008) (October
10, 2013), applies to the audit procedures performed and the audit report on supporting schedules.
10
See paragraphs (d)(3) and (4) of SEC Rule 17a-5. The attestation standard in Appendix 1 of
this release applies to an examination of certain statements made by the broker or dealer in the
compliance report. The attestation standard in Appendix 2 of this release applies to a review of the
statements made by the broker or dealer in the exemption report.
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The requirements for the compliance report and the exemption report are new
requirements that are the result of the Commission's amendments to SEC Rule
17a-5. According to the SEC, these reports contain information regarding broker and dealer compliance with key SEC financial responsibility rules11 that
enhance the ability of the SEC to oversee the financial responsibility practices
of registered brokers and dealers and, in particular, the safekeeping of customer
assets.
Generally, SEC Rule 17a-5 provides that brokers or dealers that did not claim
an exemption from SEC Rule 15c3-3 throughout the most recent fiscal year
must prepare and file the compliance report. A broker or dealer must prepare
and file the exemption report if the broker or dealer did claim that it was exempt
from SEC Rule 15c3-3 throughout the most recent fiscal year.
Brokers and dealers also must generally file reports prepared by a PCAOB
registered independent public accountant covering the financial report and the
compliance report or exemption report, as applicable.12
The auditor's examination report or review report would replace the prior
requirement in SEC Rule 17a-5 that the auditor report on material inadequacies identified in the broker's or dealer's accounting system, internal accounting controls, procedures of the broker or dealer for safeguarding securities, and certain practices and procedures related to customer protection and
securities.

III. Considerations in Adopting the Attestation Standards
The Board is adopting the attestation standards to establish requirements
aligned with the auditor's responsibilities under SEC Rule 17a-5.13 Specifically,
the attestation standards establish requirements for examining certain statements in a broker's or dealer's compliance report and reviewing a broker's or
dealer's statements in an exemption report. The Board is also adopting related
amendments to certain PCAOB standards, including amendments regarding
documentation and amendments to require engagement quality reviews of the
examination and the review engagements.14
The attestation standards for the examination and review engagements, included in appendices 1 and 2 of this release, represent stand-alone standards that are based on existing concepts and principles in the existing

11
The SEC Release used the term "financial responsibility rules" to refer to: 17 C.F.R. § 240.15c31 ("SEC Rule 15c3-1" or the "net capital rule"); 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3"); 17 C.F.R.
§ 240.17a-13 ("SEC Rule 17a-13"); and any rule of the DEA of the broker or dealer that requires
account statements to be sent to the customers of the broker or dealer (an "account statement rule").
See the SEC Release at 8-9. The terms "financial responsibility rules" and "account statement rule"
have the same meaning in these standards as they have in the SEC Release.
12
See paragraph (d)(1)(i)(C) of SEC Rule 17a-5.
13
See paragraphs (g) and (h) of SEC Rule 17a-5.
14
In addition, on February 28, 2012, the Board proposed to update certain of its rules to conform
to the Dodd-Frank Act amendments to the Sarbanes-Oxley Act of 2002. See Proposed Amendments
to Conform the Board's Rules and Forms to the Dodd-Frank Act and Make Certain Updates and
Clarifications, PCAOB Release No. 2012-002 (February 28, 2012). Among other things, these proposed
amendments would amend the Board's rules to require that registered firms comply with the Board's
interim standards in broker or dealer engagements. See proposed amendments to Rule 1001(a)(v),
Rule 1001(a)(vi), Rule 3200T, and Rule 3300T, Rule 3400T, Rule 3500T, and Rule 3600T. The Board
expects to act on these proposed amendments in a separate rulemaking in the near future.
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attestation standards but are tailored for the specific requirements under SEC
Rule 17a-5.15
In general, both standards set forth a framework of specific procedures that
are required for auditors to opine or conclude on a broker's or dealer's statements—referred to in the standards as "assertions"16 —in compliance reports
and exemption reports required by SEC Rule 17a-5, respectively.17
Furthermore, both of the attestation standards emphasize coordination between the examination engagement or review engagement, the audit of the
broker's or dealer's financial statements and audit procedures performed on
the supporting schedules (referred to in this release as "supplemental information"). This emphasis on coordination, when properly executed, can promote
overall audit effectiveness and avoid redundancy in the work performed. For
example, auditors can take into account, when appropriate, evidence obtained
while planning and performing the audit of the financial statements and the
audit procedures performed on supplemental information in planning and performing the attestation engagement.
This emphasis on coordination is also a key aspect of Auditing Standard No. 17,
Auditing Supplemental Information Accompanying Audited Financial Statements (the "auditing standard"),18 which the Board is separately adopting. Auditing Standard No. 17 will apply when the auditor of the financial statements
is engaged to perform audit procedures and report on supplemental information
accompanying audited financial statements in accordance with PCAOB standards, including supporting schedules prepared pursuant to SEC Rule 17a-5.19
The auditing standard also includes requirements for the procedures on the
supplemental information to be planned and performed in conjunction with
the audit of the financial statements, and for the audits of brokers and dealers
to be coordinated with the attestation engagements related to compliance or
exemption reports.20
In the Board's view, the attestation standards further the public interest and
promote investor protection because they are tailored to the corresponding requirements of SEC Rule 17a-5, which are designed to provide safeguards with
respect to broker and dealer custody of customer securities and funds. For example, the specific requirements in the examination standard for evaluating
Internal Control Over Compliance21 can help auditors to identify deficiencies
in a broker's or dealer's internal controls for safeguarding customer securities
and funds or maintaining necessary capital or reserves. Similarly, the specific
15
The requirements in the examination standard are generally consistent with the requirements
of AT sec. 101, Attest Engagements, and AT sec. 601, Compliance Attestation. Similarly, the requirements in the review standard are generally consistent with AT sec. 101. However, when an auditor
performs an engagement pursuant to the examination standard or a review pursuant to the review
standard, AT sec. 101 and AT sec. 601 would not apply.
16
These standards use the term "assertion" to refer to the broker's or dealer's individual statements that are covered by the examination and review. In the examination standard, the term "assertion" also distinguishes the portion of the statements in the broker's or dealer's compliance report
that are covered by the examination.
17
See paragraphs (i)(3)(iii)(A) and (B) of SEC Rule 17a-5 for the specific requirement for an
opinion or conclusion to be expressed in the auditor's report.
18
See Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited
Financial Statements, PCAOB Release No. 2013-008 (October 10, 2013).
19
See paragraph (d)(2) of SEC Rule 17a-5.
20
See the note to paragraph 3.c. of Auditing Standard No. 17.
21
Consistent with SEC Rule 17a-5, the examination standard defines "Internal Control Over
Compliance" as "internal controls that have the objective of providing the broker or dealer with reasonable assurance that non-compliance with the [financial responsibility rules], will be prevented or
detected on a timely basis." See paragraph (d)(3)(ii) of SEC Rule 17a-5.
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requirements in the review standard should focus auditors on whether the broker or dealer appropriately meets the exemption provisions in paragraph (k) of
SEC Rule 15c3-3.
Also, the SEC Release states that SEC enforcement actions alleging fraudulent
conduct by brokers and dealers highlight the need for enhancements to the rules
governing broker and dealer custody of customer assets, including increased
focus on compliance and internal compliance controls by brokers and dealers
and their auditors.22 The attestation standards include requirements related to
the auditor's consideration of fraud risks, including the risk of misappropriation
of customer assets. The new standard includes requirements for testing controls
of the broker or dealer for safeguarding customer assets and funds and for
performing procedures to obtain evidence about the existence of customer funds
and securities held for customers.
Furthermore, PCAOB inspections staff in their inspections of broker and
dealer audits have identified auditing deficiencies in 57 of 60 audits that
were conducted under GAAS and the prior SEC Rule 17a-5.23 The attestation
standards—tailored for the new audit and reporting requirements under SEC
Rule 17a-5—establish an approach specific to examining compliance reports
and reviewing exemption reports that should provide greater clarity as to the
procedures that should be used and facilitate consistent compliance for auditors
of SEC registered brokers and dealers.
The financial responsibility rules serve an important investor protection function by requiring brokers and dealers to maintain minimum levels of net capital
and take steps to safeguard customer securities and cash.24 As described in the
SEC Release, the new requirements for engagement of accountants should result in higher levels of compliance with the financial responsibility rules by increasing the focus of carrying brokers and dealers and their independent public
accountants on specific statements made in compliance reports and increasing
the focus of non-carrying brokers and dealers and their independent public accountants regarding whether the broker or dealer meets applicable exemption
provisions.25 Moreover, in the Board's view, the involvement of auditors, under
the attestation standards and PCAOB oversight, should enhance the quality
of the compliance information provided to the SEC and used in its regulatory
oversight, which is important to the protection of investors who entrust their
cash and securities with brokers and dealers.

A. Consideration of Comments Received
In developing the attestation standards, the Board also considered comments
received. On July 12, 2011, the Board proposed two attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers ("proposed examination standard"), and Review Engagements Regarding
Exemption Reports of Brokers and Dealers ("proposed review standard") (collectively, the "proposed attestation standards") and related amendments to
PCAOB standards. The proposed attestation standards were developed to align
the standards of the PCAOB with the SEC's 2011 proposed amendments to SEC

22

See the SEC Release at 206-207.
See Second Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers, PCAOB Release No. 2013-006 (August 19, 2013) at 6.
24
See the SEC Release at 255.
25
See the SEC Release at 238.
23
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Rule 17a-5 ("SEC Proposed Rule 17a-5"),26 which included requirements for brokers and dealers to engage auditors to perform either a compliance examination
engagement or review engagement, whichever would be required pursuant to
the SEC's proposed amendments.
The Board received eleven comment letters on the proposed attestation standards. Commenters generally were supportive of the Board's efforts to draft
attestation standards applicable to brokers and dealers and the Board's efforts
to align the attestation standards with the Commission's proposed amendments
to SEC Rule 17a-5. Commenters provided observations and comments on certain requirements and other specific aspects of the attestation standards and
related amendments to PCAOB standards. Many of the significant comments,
which dealt with the meaning of the term "material non-compliance" in the
context of the auditor's examination of the broker's or dealer's assertions in
the compliance report, are no longer applicable because of subsequent changes
made by the SEC in its adoption of final amendments to SEC Rule 17a-5. The
Board did, however, revise the attestation standards in response to certain of
the comments received. Also, the Board made revisions to the standards in view
of the final requirements contained in the SEC's amendments. Such changes
are intended to align the Board's attestation standards with the SEC's requirements. Section IV below summarizes the key points and changes made to the
attestation standards. Appendix 4 discusses the significant comments received
on the proposed attestation standards in greater detail, as well as the revisions
to the attestation standards.

IV. Overview of the Attestation Standards
A. Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports
of Brokers and Dealers
The examination standard, which is presented in Appendix 1, establishes requirements for the auditor with respect to the auditor's examination regarding
a broker's or dealer's compliance report. Consistent with SEC Rule 17a-5, the
examination standard requires auditors to obtain sufficient appropriate evidence to opine on a broker's or dealer's statements in its compliance report as
to whether:

•

The Internal Control Over Compliance of the broker or dealer was
effective during the most recent fiscal year;

•

The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;

•

The broker or dealer was in compliance with the net capital rule
and 17 C.F.R. § 240.15c3-3(e) (the "reserve requirements rule") as
of the end of the most recent fiscal year; and

•

The information the broker or dealer used to state whether it was
in compliance with the net capital rule and reserve requirements

26
See SEC Exchange Act Release No. 34-64676, Broker-Dealer Reports (June 15, 2011), 76 Federal
Register 37572 (June 27, 2011).
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rule was derived from the books and records of the broker or
dealer.27
The examination standard provides requirements for auditors that:

•

Focus the auditor on the matters that are most important to the
auditor's conclusions regarding the broker's or dealer's assertions;

•

Incorporate consideration of fraud risks, including the risk of misappropriation of customer assets;

•

Are designed to be scalable based on the broker's or dealer's size
and complexity;

•

Coordinate the examination engagement with the audit of the financial statements and the audit procedures performed on supplemental information; and

•

Describe how to report on an examination engagement, in connection with the requirements of SEC Rule 17a-5.

The examination standard retains the requirement that the auditor obtain reasonable assurance to support the auditor's opinion. In particular, the examination standard requires the auditor to obtain reasonable assurance in order to
opine on whether the broker's or dealer's assertions are fairly stated, in all material respects. This replaces the requirement to obtain reasonable assurance
in prior SEC Rule 17a-5, which stated that "[t]he scope of the audit and review
of the accounting system, the internal control and procedures for safeguarding
securities shall be sufficient to provide reasonable assurance that any material inadequacies existing at the date of the examination in (a) the accounting
system; (b) the internal accounting controls; (c) procedures for safeguarding
securities; and (d) the practices and procedures whose review is specified [in
SEC Rule 17a-5] would be disclosed."28
The examination standard reflects changes from the proposed standard to align
with SEC Rule 17a-5 and in light of comments received. Significant revisions
include the following:

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5;

•

The requirements for auditor testing of controls over compliance
were revised to cover internal controls over compliance both as of
the end of the fiscal year and during the fiscal year, as provided
by SEC Rule 17a-5; and

•

The requirements for auditors to test for compliance were revised
in view of the changes to SEC Rule 17a-5 to focus specifically on

27
See paragraphs (d)(3)(i)(A)(2),(3),(4), and (5), (g)(2)(i), and (i)(3)(iii)(A) of SEC Rule 17a-5. The
scope of the auditor's examination does not encompass the statement as to whether the broker or
dealer has established and maintained Internal Control Over Compliance required by paragraph
(d)(3)(i)(A)(1) of SEC Rule 17a-5.
28
Prior to the amendments, SEC Rule 17a-5 provided that "[a]dditionally, as specific objectives,
the audit shall include reviews of the practices and procedures followed by the client: (i) In making the
periodic computations of aggregate indebtedness and net capital under 17 C.F.R. § 240.17a-3(a)(11)
and the reserve required by 17 C.F.R. § 240.15c3-3(e); (ii) In making the quarterly securities examinations, counts, verifications and comparisons and the recordation of differences required by 17 C.F.R.
§ 240.17a-13; (iii) In complying with the requirement for prompt payment for securities of section 4(c)
of Regulation T (§ 220.4(c) of chapter II of title 12) of the Board of Governors of the Federal Reserve
System; and (iv) In obtaining and maintaining physical possession or control of all fully paid and excess margin securities of customers as required by 17 C.F.R. § 240.15c3-3. Such review shall include a
determination as to the adequacy of the procedures described in the records required to be maintained
pursuant to 17 C.F.R. § 240.15c3-3(d)(4)."
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testing compliance with the net capital rule and reserve requirements rule.

Appendix 4 discusses further the revisions reflected in the examination standard.

B. Attestation Standard No. 2, Review Engagements
Regarding Exemption Reports of Brokers and Dealers
The review standard, which is presented in Appendix 2, establishes requirements for the auditor with respect to the auditor's review regarding the broker's or dealer's exemption report. Consistent with SEC Rule 17a-5, the review
standard establishes requirements that apply when an auditor is engaged to
perform a review of the broker's or dealer's statements in an exemption report.29
Like the examination standard, the review standard establishes requirements
that are designed specifically for the review required by SEC Rule 17a-5.30 The
review standard establishes requirements for making inquiries and performing
other procedures that are commensurate with the auditor's responsibility to
obtain moderate assurance31 regarding whether one or more conditions exist
that would cause one or more of the broker's or dealer's assertions not to be
fairly stated, in all material respects. The broker's or dealer's exemption report
includes the following assertions:

•

A statement that identifies the provisions in paragraph (k) of SEC
Rule15c3-3 (the "exemption provisions") under which the broker or
dealer claimed an exemption from SEC Rule 15c3-3 (the "identified
exemption provisions");

•

A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without exception or (2) met the identified exemption provisions throughout
the most recent fiscal year except as described in the exemption
report; and

•

If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature
of each exception and the approximate date(s) on which the exceptions existed.32

The auditor's review report regarding a broker's or dealer's exemption report
replaces the statement provided by auditors under the prior SEC rules. Before
the amendments, SEC Rule 17a-5 provided that the auditor engaged by the broker or dealer must "ascertain that the conditions of the exemption were being
complied with as of the examination date and that no facts came to the independent public accountant's attention to indicate that the exemption had not been
complied with during the period since the independent public accountant's last
examination."

29

See paragraphs (d)(4) and (g)(2)(ii) of SEC Rule 17a-5.
Id.
31
Obtaining moderate assurance in a review engagement is consistent with both existing PCAOB
standards and the SEC Release. AT sec. 101.55 describes a review as an attest engagement designed
to provide a moderate level of assurance. See the SEC Release at 88, which states that a "moderate
level of assurance [is] contemplated by the required review."
32
See paragraph (d)(4) of SEC Rule 17a-5.
30
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The procedures required by the review standard include evaluating relevant
evidence obtained from the audit of the financial statements and the audit
procedures performed on supplemental information and are designed to enable
the auditor to scale the review engagement based on the broker's or dealer's
size and complexity. The review standard also establishes requirements for the
content of the review report.
The review standard reflects changes from the proposed standard to align the
standard with SEC Rule 17a-5 and in light of comments received. Significant
revisions include the following:

•

The requirements of the standard were revised to include consideration of disclosure of exceptions to the exemption provisions, as
provided by SEC Rule 17a-5; and

•

The auditor's reporting requirements were revised to align with
the statements of the broker or dealer pursuant to SEC Rule 17a-5.

V. Economic Considerations, including Audits
of Emerging Growth Companies
A. Economic Considerations
This release, and the related appendices, provide additional detail regarding
the background and need for the new attestation standards; significant comments received; and alternatives considered. As discussed below, the Board also
considered the economic consequences of the new standards.33
As noted above, in developing the attestation standards, the Board's objective
was to consider the SEC's amendments to SEC Rule 17a-5 and evaluate whether
its standards were appropriate for the SEC's requirements for examinations of
compliance reports and reviews of exemption reports.
As part of its process, the Board also considered the SEC's economic analysis
related to its amendments to SEC Rule 17a-5. The SEC's analysis considers
the economic effects, including the benefits and costs, of the new examinations
of compliance reports and reviews of exemption reports that are now required
by the SEC to be filed by registered brokers and dealers pursuant to SEC Rule
17a-5 and includes considerations relating to efficiency, competition, and capital
formation.34
The SEC's economic analysis considered the Board's proposed attestation standards. As described in the SEC Release, after considering the views of commenters relating to anticipated costs, including with respect to the Board's
proposed attestation standards, the SEC concluded that, while the total costs
associated with the new compliance and review requirements would depend on
the final PCAOB standards for attestation engagements, "as the PCAOB's proposed standards were tailored to the proposed amendments, nothing in those
standards causes the Commission to change its estimates of the costs associated with these requirements, or to question that the benefits will justify the

33
The Board did not specifically request comments that attempted to quantify costs related to the
attestation standards, but the Board did request comment on the appropriateness of the standards and
received comments that pertained to audit effort and related costs that it considered. The discussion
in this section reflects the Board's qualitative assessment of the standards.
34
See the SEC Release, which discusses costs and benefits of the requirements for examined
compliance reports and reviewed exemption reports at 226-245.

REL 2013-007

3608

Select PCAOB Releases

costs."35 The Board notes that, as adopted, the new attestation standards are
aligned with SEC Rule 17a-5, and most of the differences between the proposed
standards and the attestation standards in this release result from changes to
conform to the SEC's final amendments to SEC Rule 17a-5.
In addition to considering the SEC's requirements and economic analysis, the
Board also took into account other related economic considerations as discussed
below.

1. Economic Baseline
The SEC made the determination to require brokers and dealers to include in
their annual reports either a compliance report that is examined by an auditor
or an exemption report that is reviewed by an auditor.
Therefore, the SEC Release contains a discussion of the economic baseline in
its economic analysis. Aspects of the SEC's discussion of the baseline that are
relevant to the attestation standards include:

•

Before the SEC's amendments, Rule 17a-5 required that the audit under GAAS include a "review" of the broker's or dealer's accounting system, internal accounting control, and procedures for
safeguarding securities.36 The scope of the auditor's work was required to be sufficient to provide reasonable assurance that any
material inadequacies37 existing as of the date of the examination
would be disclosed.

•

Before the SEC's amendments, if the broker or dealer was exempt
from the reserve requirements rule, the auditor was required to
ascertain that the conditions of the exemption were being complied
with as of the examination date and that no facts came to the
auditor's attention to indicate that the exemption had not been
complied with during the period since the last examination.

Under the SEC's amendments, audits of brokers and dealers are now required
to be conducted in accordance with PCAOB standards, the material inadequacy
report has been replaced with an examination of the compliance report, and the
requirement to ascertain compliance with the exemption conditions has been
replaced with a review of the exemption report.

2. Consideration of Alternatives and Additional Considerations
In general, the Board sought to evaluate whether its attestation standards were
appropriate for performing and reporting on the newly required examinations
and reviews. The SEC is a key user of the new reports, which serve to facilitate
35

See the SEC Release at 241.
See the SEC Release at 70.
37
Prior to the SEC's amendments, paragraph (g)(3) of Rule 17a-5 described a "material inadequacy" in a broker's or dealer's accounting system, internal accounting controls, procedures for safeguarding securities, and practices and procedures to include "any condition which has contributed
substantially to or, if appropriate corrective action is not taken, could reasonably be expected to: (i)
inhibit a broker-dealer from promptly completing securities transactions or promptly discharging its
responsibilities to customers, other broker-dealers or creditors; (ii) result in material financial loss;
(iii) result in material misstatements of the broker-dealer's financial statements; or (iv) result in violations of the Commission's recordkeeping or financial responsibility rules to an extent that could
reasonably be expected to result in the conditions described in [(i) through (iii)] above." See the SEC
Release at 70, footnote 287.
36
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the SEC's compliance oversight function. Accordingly, the Board's standards
for those engagements needed to reflect a compliance focus and needed to be
aligned with the requirements in SEC Rule 17a-5.
The Board considered two principal alternatives: (1) issuing guidance on applying existing PCAOB attestation standards to the new examination and review
engagements, or (2) developing standards tailored to the requirements of SEC
Rule 17a-5. In considering the first alternative, the Board observed that auditors performing examinations of compliance reports would need to look to a
patchwork of requirements in existing attestation standards, including AT sec.
101 and AT sec. 601, and apply them to the new examination of the compliance
report and review of the exemption report. This could lead to more inconsistencies in compliance with the SEC's rule as compared to a tailored standard that
sets forth the necessary procedures for complying with the SEC's rule.
The Board preliminarily determined that a broker and dealer specific approach
to examining compliance reports and reviewing exemption reports that is tailored to the SEC's rule would promote consistent audit practices and compliance with the SEC's rule because auditors could more readily determine the
procedures necessary to meet the requirements for reasonable assurance in
the examination and moderate assurance in the review. The greater clarity
also can help facilitate more efficient use of audit resources, which can help
mitigate the associated costs. Since the Board's initial proposal, the high level
of auditing deficiencies observed by PCAOB inspections of audits of brokers and
dealers under pre-existing standards have underscored the Board's initial concerns about the need for standards that facilitate more consistent compliance
with the SEC's rule.38
In developing the new standards, the Board took into account economic considerations, including taking note of commenters' views on the proposed attestation standards. The Board's approach is intended to focus and streamline the
auditor's work in order to promote overall audit effectiveness and avoid duplicative procedures. The Board sought to ease the transition to the new standards
and help lessen the effect of associated costs by:

•

Building on principles and concepts in existing attestation standards, such as the general requirements in AT sec. 101, and the
risk-based principles for testing controls as set forth in Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, and Auditing Standard No. 13, The Auditor's Responses to
the Risks of Material Misstatement;

•

Focusing the auditor's attention on the most important matters
related to the objective of the examination or review, as applicable, including addressing the risk of misappropriation of customer
assets;

•

Requiring coordination of the attestation standards with the
audit of the financial statements and audit procedures on the

38
See PCAOB Release 2013-006, which reports that PCAOB inspection staff identified auditing
deficiencies in 57 of the 60 audits of brokers and dealers selected for inspection and that deficiencies
in compliance with audit requirements for brokers and dealers under the Exchange Act that were
among the most frequently noted by PCAOB inspection staff included deficiencies in audit procedures
related to net capital and customer reserve supporting schedules, compliance with the conditions of
the exemption claimed by the broker or dealer, and the accountant's supplemental report on material
inadequacies. See PCAOB Release 2013-006, Executive Summary, at ii.
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supplemental information, to enhance the effectiveness of the coordinated work and avoid unnecessary duplication of work;39 and

•

Establishing risk-based approaches for the examination and review that are scalable—that is, the required audit effort is commensurate with the broker's or dealer's size and complexity40 —
and that facilitate consistent compliance with SEC Rule 17a-5.

The Board also considered commenters' views. Commenters on the Board's proposed attestation standards generally agreed that the proposed standards were
appropriately tailored for the SEC's proposed amendments to Rule 17a-5. Notably, when the attestation standards were proposed, the PCAOB requested
comment on whether the standards were appropriately scalable based on the
size and complexity of the broker or dealer. Some commenters specifically
agreed that the standards are scalable, and no commenters asserted that the
standards are not scalable. Additionally, several comments on the proposed
standards were no longer relevant because of changes the SEC made when it
adopted the amendments.
Some commenters on the proposed standards expressed concerns about costs
associated with extending the requirements for engagement quality reviews to
encompass the attestation engagements covered by these standards. In light
of the importance of the attestation engagements to investor protection and
the high level of deficiencies observed by PCAOB inspection staff in areas that
would be covered by the attestation engagements, the Board believes that engagement quality reviews can enhance the consistency of compliance with the
SEC's rule. An effective engagement quality review can increase the likelihood
of identifying significant engagement deficiencies before the examination report or review report is issued. Additionally, the Board took note of the fact
that, in a February 2011 AICPA Peer Review Alert, the AICPA designated audits of carrying brokers or dealers as a "must select" for peer review, recognizing
the significant public interest in audits of such firms.41
Regarding the incremental costs of engagement quality reviews, because engagement quality reviews are required for audits of financial statements under
PCAOB standards, the requirements for auditors to coordinate their audits
of the financial statements and attestation engagements should facilitate the
engagement quality review of the attestation engagement and help mitigate
incremental costs. Furthermore, the Board anticipates that incremental costs
for an engagement quality review of an attest engagement will vary with the
nature of the attest engagement. For example, the required effort for an engagement quality review of a review engagement generally would be less than
for an examination engagement, and the required effort for an examination of a
smaller, less complex broker or dealer generally would be less than for a larger,
more complex broker or dealer.

39
By its terms, SEC Rule 17a-5 requires the financial statement audit and the compliance examination or review to be performed by the same auditor. See paragraph (g) of SEC Rule 17a-5.
40
This view is also analogous to the SEC's view for preparation of the compliance report discussed
in the SEC Release. In the SEC Release, the SEC observed that the controls necessary for a carrying
broker or dealer that engages in limited custodial activities generally should be less complex than the
controls necessary for a carrying broker or dealer that engages in more extensive custodial activities,
so a carrying broker or dealer with limited custodial activities should have to expend less effort to
make the statements in the compliance report regarding Internal Control Over Compliance. See the
SEC Release at 229. Similarly, the necessary audit effort related to test controls should be less for
brokers and dealers with limited custodial activities.
41
See AICPA Peer Review Alert 11-01 (February 2011).

REL 2013-007

Standards for Attestation Engagements

3611

B. Applicability to Audits of Emerging Growth
Companies
The Board is adopting the attestation standards pursuant to its authority under
the Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act").42
Before rules adopted by the Board can take effect, they must be approved by the
SEC. Pursuant to Section 107(b)(3) of Sarbanes-Oxley, the SEC shall approve
a proposed rule if it finds that the rule is "consistent with the requirements of
[the] Act and the securities laws, or is necessary or appropriate in the public
interest or for the protection of investors."
Additionally, Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act")43 amended Sarbanes-Oxley to provide that any additional rules adopted
by the PCAOB after April 5, 2012 do not apply to audits of emerging growth
companies ("EGCs")44 unless the SEC "determines that the application of such
additional requirements is necessary or appropriate in the public interest, after
considering the protection of investors, and whether the action will promote
efficiency, competition, and capital formation".45
As previously discussed, the attestation standards will apply solely in connection with audits of registered brokers and dealers pursuant to SEC Rule 17a-5.
PCAOB staff has discussed the applicability of the JOBS Act to this rulemaking with the SEC staff. The PCAOB is not aware of any EGCs that are also
registered brokers or dealers.46 Moreover, the reporting regimes for registered
brokers and dealers under SEC Rule 17a-5 are separate and distinct from those
for companies subject to reporting requirements pursuant to Section 13 and 15
of the Exchange Act or for a Securities Act registration statement. The Board
defers to the SEC on the applicability of the JOBS Act to this rulemaking and
stands ready to assist the SEC with any additional analysis that may become
necessary.

VI. Effective Date
The attestation standards will be effective, subject to approval by the SEC, for
examination engagements and review engagements for fiscal years ending on
or after June 1, 2014. This effective date coincides with the effective date for
the corresponding amendments to SEC Rule 17a-5.47
***
42
Pub. L. 107-204, 116 Stat. 745 (2002). Under Section 101 of the Act, the mission of the PCAOB
is to oversee the audit of companies that are subject to the securities laws, and related matters,
in order to protect the interests of investors and further the public interest in the preparation of
informative, accurate, and independent audit reports. Section 103 of the Act authorizes the Board to
adopt auditing standards for use by registered public accounting firms in the preparation and issuance
of audit reports "as required by [the] Act or the rules of the Commission, or as may be necessary or
appropriate in the public interest or for the protection of investors."
43
Pub. L. No. 112-106, 126 Stat. 306 (2012).
44
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company."
45
See Section 103(a)(3)(C) of Sarbanes-Oxley (15 U.S.C. § 7213(a)(3)), as amended by Section 104
of the JOBS Act, Pub. L. No. 112-106 (2012).
46
PCAOB staff has reviewed the reported industry classifications in the most recent filings of
those companies and read SEC filings of self-identified EGCs as necessary to ascertain whether any
EGCs were brokers or dealers. For those companies for which audited financial statements were
available and based on information included in the most recent audited financial statements filed as
of May 15, 2013, PCAOB staff has observed that none of the EGCs is a broker or dealer.
47
See the SEC Release at 2.
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On the 10th day of October, in the year 2013, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
Appendix 1—Attestation Standard No. 1—Examination Engagements Regarding Compliance Reports of Brokers and Dealers
Appendix 2—Attestation Standard No. 2—Review Engagements Regarding Exemption Reports of Brokers and Dealers
Appendix 3—Amendments to PCAOB Standards
Appendix 4—Additional Discussion of the Attestation Standards
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Appendix 1—Attestation Standard No. 1
Examination Engagements Regarding Compliance
Reports of Brokers and Dealers

Introduction
1. This standard establishes requirements that apply when an auditor is
engaged to perform an examination1 of certain statements made by a broker2
or dealer3 in a compliance report ("compliance report") prepared pursuant to
Securities and Exchange Act of 1934 ("Exchange Act") Rule 17a-5, 17 C.F.R.
§ 240.17a-5 ("SEC Rule 17a-5") of the U.S. Securities and Exchange Commission
("SEC").4
2. SEC Rule 17a-5 requires a broker's or dealer's compliance report to include the following statements (hereinafter referred to as "assertions") by the
broker or dealer as to whether:5
a.
b.
c.

d.

The Internal Control Over Compliance6 of the broker or
dealer was effective during the most recent fiscal year;
The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;7
The broker or dealer was in compliance with 17 C.F.R. §§ 240.15c31 (the "net capital rule") and 240.15c3-3(e) (the "reserve requirements rule") as of the end of the most recent fiscal year; and
The information the broker or dealer used to state whether it was
in compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the broker
or dealer.

1
See paragraphs (d)(1)(i)(C) and (g)(2)(i) of SEC Rule 17a-5, which require that certain brokers
or dealers file with the SEC a report prepared by an independent accountant based on an examination
of the compliance report, if the broker or dealer is required to file a compliance report with the SEC.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
See paragraph (g)(2)(i) of SEC Rule 17a-5.
5
The scope of the auditor's examination does not encompass the statement required by paragraph (d)(3)(i)(A)(1) of SEC Rule 17a-5, which is a statement as to whether the broker or dealer has
established and maintained Internal Control Over Compliance as that term is defined in paragraph
(d)(3)(ii) of SEC Rule 17a-5. See paragraphs (d)(3) and (g)(2)(i) of SEC Rule 17a-5.
6
Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
The definitions of the terms in Appendix A are consistent with paragraphs (d)(3)(ii) and (iii) of SEC
Rule 17a-5.
7
See paragraph (d)(3)(iii) of SEC Rule 17a-5, which provides that "a broker or dealer is not
permitted to conclude that its Internal Control Over Compliance was effective during the most recent
fiscal year if there were one or more material weaknesses in its Internal Control Over Compliance
during the most recent fiscal year. The broker or dealer is not permitted to conclude that its Internal
Control Over Compliance was effective as of the end of the most recent fiscal year if there were one or
more material weaknesses in its Internal Control Over Compliance as of the end of the most recent
fiscal year."
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Objective
3. When performing an examination of the assertions made by a broker
or dealer in a compliance report (an "examination engagement"), the auditor's
objective is to express an opinion regarding whether the assertions made by
the broker or dealer in its compliance report are fairly stated, in all material
respects.
4. To express an opinion on the assertions made by a broker or dealer in
a compliance report, the auditor must plan and perform the examination engagement to obtain appropriate evidence that is sufficient8 to obtain reasonable
assurance9 about whether (1) one or more Material Weaknesses existed during the most recent fiscal year specified in the broker's or dealer's assertion; (2)
one or more Material Weaknesses existed as of the end of the most recent fiscal
year specified in the broker's or dealer's assertion; and (3) one or more instances
of non-compliance with the net capital rule or the reserve requirements rule
existed as of the end of the most recent fiscal year specified in the broker's or
dealer's assertion.
Note: Because the broker's or dealer's assertions include assertions regarding
Internal Control Over Compliance and its compliance with both the net capital rule and the reserve requirements rule, the auditor's examination should
evaluate (a) the effectiveness of Internal Control Over Compliance with each
financial responsibility rule10 during, and as of the end of, the most recent
fiscal year, and (b) compliance with the net capital rule and with the reserve
requirements rule as of the end of the most recent fiscal year.
Note: The auditor is not required to express an opinion on the process the broker
or dealer used to arrive at the conclusions stated in the broker's or dealer's
assertions.

5. The auditor also must plan and perform the examination engagement
to obtain appropriate evidence that is sufficient to obtain reasonable assurance
to support the auditor's opinion regarding whether the assertion by the broker
or dealer that the information used to assert compliance with the net capital
rule and the reserve requirements rule was derived from the books and records
of the broker or dealer, is fairly stated, in all material respects.

Performing the Examination Engagement
General Requirements
6. An auditor who performs an examination engagement pursuant to this
standard must:
a.
b.

Have adequate technical proficiency in attestation engagements;
Obtain an understanding of the financial responsibility rules and
other rules and regulations that are relevant to the broker's or
dealer's assertions;

8
See the description of "sufficiency" and "appropriateness" in Auditing Standard No. 15, Audit
Evidence.
9
Although not absolute assurance, reasonable assurance is a high level of assurance.
10
The term "financial responsibility rules" refers to: 17 C.F.R. § 240.15c3-1 ("SEC Rule 15c3-1"
or the "net capital rule"); 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3"); 17 C.F.R. § 240.17a-13 ("SEC
Rule 17a-13"); and any rule of the designated examining authority ("DEA") of the broker or dealer
that requires account statements to be sent to the customers of the broker or dealer. The financial
responsibility rules are the same as the rules cited in paragraph (d)(3)(ii) of SEC Rule 17a-5.
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c.

Determine the auditor's compliance with independence and ethics
requirements; and

d.

Exercise due professional care, which includes application of professional skepticism, in planning and performing the examination
and the preparation of the report.
Note: Due professional care imposes a responsibility on each engagement team member to comply with this standard. The exercise of due professional care requires critical review at every
level of supervision of the work done and the judgment exercised
by those assisting in the engagement, including preparing the report.11
Note: Auditing Standard No. 3, Audit Documentation, establishes
the documentation requirements for examination engagements
performed pursuant to this standard.

7. The engagement partner is responsible for the examination engagement
and performance of the examination procedures. Accordingly, the engagement
partner is responsible for proper planning of the examination engagement,
proper supervision of the work of engagement team members, and compliance
with the requirements of this standard. The engagement partner may seek
assistance from appropriate engagement team members in fulfilling these responsibilities.
Note: For purposes of this standard, the term "engagement partner" means the
member of the engagement team with primary responsibility for the examination engagement.
Note: Proper planning includes establishing an overall strategy for the examination engagement and developing a plan for the engagement, which includes,
in particular, the nature, timing, and extent of procedures necessary to obtain
reasonable assurance. Proper supervision includes supervising the work of engagement team members so that the work is performed as directed and supports
the conclusions reached.

Relationship Between the Examination Engagement and the Audit of
the Financial Statements and the Audit Procedures Performed on
Supplemental Information
8. The examination engagement should be coordinated with the audit of
the financial statements and the audit procedures performed on supplemental
information of the broker or dealer.12 In planning and performing procedures
for, and evaluating the results of the procedures performed in, the examination
engagement, the auditor should take into account relevant evidence from the
audit of the financial statements and the audit procedures performed on the
supplemental information. However, the objectives of the financial statement

11
The auditor's responsibility to exercise due professional care is consistent with the description
in paragraphs .40-.41 of AT sec. 101, Attest Engagements.
12
Under the definition of supplemental information included in Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, supplemental information includes the supporting schedules described in paragraph (d)(2) of SEC Rule 17a-5, which are
required to be filed with the SEC, DEA, and the Securities Investor Protection Corporation ("SIPC")
by brokers and dealers. Such supporting schedules include a Computation of Net Capital Under SEC
Rule 15c3-1, a Computation for Determination of the Reserve Requirements under Exhibit A of SEC
Rule 15c3-3, and Information Relating to Possession or Control Requirements Under SEC Rule 15c3-3.
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audit and the examination engagement are not the same, so the auditor must
plan and perform the work to meet the objectives of both engagements.

Planning the Examination Engagement
9. The auditor should plan the examination engagement to perform procedures that are sufficient to provide a reasonable basis for determining whether
the broker's or dealer's assertions are fairly stated, in all material respects. In
planning the examination engagement, the auditor should:
a.

Evaluate the nature of instances of non-compliance with the financial responsibility rules and Deficiencies in Internal Control Over Compliance identified during previous examination
engagements;

b.

Obtain an understanding of the broker's or dealer's processes, including relevant controls, regarding compliance with the financial
responsibility rules13 ;
Note: The nature, timing, and extent of procedures that are necessary to obtain an understanding of the broker's or dealer's processes, including relevant controls, regarding compliance with the
financial responsibility rules depend on the size and complexity of
the broker or dealer; the auditor's existing knowledge of the broker's or dealer's processes and controls; the degree to which the
broker's or dealer's compliance depends on the completeness and
accuracy of the broker's or dealer's internally-generated data; the
nature and extent of changes in systems and operations, if any;
and the nature of the broker's or dealer's documentation of its
processes and controls.
Note: Obtaining an understanding of the broker's or dealer's processes, including relevant controls, includes evaluating the design
of controls that are relevant to the examination and determining
whether the controls have been implemented.

c.

Obtain an understanding of instances of non-compliance with the
financial responsibility rules and Deficiencies in Internal Control
Over Compliance identified by management during the most recent fiscal year;

d.

Assess the risks associated with related parties,14 including related parties that are investment advisors or entities with which
the broker or dealer has a custodial or clearing relationship, that
are relevant to compliance and controls over compliance;

e.

Obtain an understanding of management's competence regarding
the relevant rules and regulations;

f.

Read the Financial and Operational Combined Uniform Single
Reports ("FOCUS Reports")15 filed by the broker or dealer and
obtain an understanding of the reasons for resubmissions, if any;

13
Appendix B of this standard discusses considerations for brokers and dealers with multiple
divisions or branches.
14
The auditor should look to the definition in the applicable financial reporting framework with
respect to the term "related parties."
15
The FOCUS Reports are: Form X-17A-5 Schedule I; Form X-17A-5 Part II; Form X-17A-5 Part
IIa; Form X-17A-5 Part IIb; and Form X-17A-5 Part III.
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g.

Read reports of internal auditors, others who perform an equivalent function, compliance functions, and other auditors that are
relevant to the broker's or dealer's assertions;
h. Inquire of management, and, if applicable, other individuals at
the broker or dealer who have relevant knowledge regarding regulatory examinations and correspondence between the SEC or
the broker's or dealer's DEA and the broker or dealer that are
relevant to the broker's or dealer's assertions;
i. Read correspondence and notifications regarding non-compliance
that the broker or dealer has sent to or received from the SEC
or the broker's or dealer's DEA that are relevant to the broker's
or dealer's assertions, and, when necessary in the circumstances,
make inquiries of the regulatory agencies; and
j. Obtain an understanding of the nature and frequency of customer
complaints that are relevant to compliance with the financial
responsibility rules.
10. In addition, in planning the examination engagement, the auditor
should assess the risk of fraud, including the risk of misappropriation of customer assets, relevant to compliance with the net capital rule and the reserve
requirements rule and the effectiveness of the broker's or dealer's Internal
Control Over Compliance.

Testing Controls over Compliance
11. The auditor must test those controls that are important to the auditor's
conclusion about whether the broker or dealer maintained effective Internal
Control Over Compliance for each financial responsibility rule during the fiscal
year and as of the end of the fiscal year. The auditor must obtain evidence that
the controls over compliance selected for testing are designed effectively and
operated effectively during the fiscal year and as of the fiscal year end.
12. For each control selected for testing, the evidence necessary to persuade
the auditor that the control is effective depends upon the risk associated with
the control. The risk associated with a control consists of the risk that the control
might not be effective and, if not effective, the risk that a Material Weakness
would result. As the risk associated with the control being tested increases, the
persuasiveness of the evidence that the auditor should obtain also increases.
Note: Although the auditor must obtain evidence about the effectiveness of
the selected controls for each financial responsibility rule, the auditor is not
responsible for obtaining sufficient evidence to support an opinion about the
effectiveness of each individual control.

13. Factors that affect the risk associated with a control include:

•
•

The nature of the financial responsibility rule;

•

Changes in the broker's or dealer's policies or procedures or personnel that might adversely affect control design or operating
effectiveness;

•

The broker's or dealer's history of instances of non-compliance
with the financial responsibility rule that the control is intended
to prevent or detect;

The risk associated with non-compliance with the financial responsibility rule and the significance of potential non-compliance;
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•

The existence and effectiveness of controls that monitor other controls;

•
•
•

The risk of management override of controls over compliance;

•

The competence of the personnel who perform the control or monitor its performance and whether there have been changes in key
personnel who perform the control or monitor its performance;

•

The extent of use of part-time personnel to perform controls over
compliance;

•

Whether the control relies on performance by an individual or is
automated (i.e., an automated control would generally be expected
to be lower risk if relevant information technology general controls
are effective); and

•

The complexity of the control and the significance of the judgments
made in connection with its operation.

The nature of the control and the frequency with which it operates;
The degree to which the control relies on the effectiveness of other
controls (e.g., the control environment or information technology
general controls);

Testing Design Effectiveness
14. The auditor should test the design effectiveness of the selected controls
by determining whether the broker's or dealer's controls, if they are operating
as prescribed by persons possessing the necessary authority and competence
to perform the control effectively, can effectively prevent or detect instances of
non-compliance with the financial responsibility rules on a timely basis.
Note: If a broker or dealer makes changes to its policies and procedures or key
personnel during the fiscal year, the auditor should obtain evidence regarding
the design effectiveness of the selected controls before and after the change.

15. Procedures the auditor performs to obtain evidence about design effectiveness include inquiry of appropriate personnel, observation of the broker's or
dealer's operations, and inspection of relevant documentation. Walkthroughs
that include these procedures ordinarily are sufficient to evaluate design
effectiveness.
Testing Operating Effectiveness
16. The auditor should test the operating effectiveness of the selected controls by determining whether each selected control is operating as designed and
whether the person performing the control possesses the necessary authority
and competence to perform the control effectively.
Note: The auditor should obtain evidence regarding the operating effectiveness
of the selected controls throughout the entire year and as of the end of the fiscal
year.

17. Procedures the auditor performs to test operating effectiveness include
a mix of inquiry of appropriate personnel, observation of the broker's or dealer's
operations, inspection of relevant documentation, and re-performance of the
control.
18. The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix of the nature, timing, and extent of the auditor's
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procedures. Further, for an individual control, different combinations of the nature, timing, and extent of testing might provide sufficient evidence in relation
to the risk associated with the control.
Note: Generally, a conclusion that a control is not operating effectively can be
supported by less evidence than is necessary to support a conclusion that a
control is operating effectively.

Using Evidence Obtained in Past Examination Engagements
19. The auditor should obtain evidence during the current fiscal year about
the design and operating effectiveness of controls selected for testing. If controls
selected for testing in the current year were tested in past examination engagements, and if the auditor plans to use evidence about the effectiveness of those
controls that was obtained in prior years, the auditor should take into account
the factors discussed in paragraph 13 and the following factors to determine
the evidence needed during the current fiscal year examination:

•

The nature, timing, and extent of procedures performed in previous examination engagements;

•
•

The results of the previous years' testing of the control; and
Changes in the control or the process in which the control operates
since the previous examination engagement.

Using Tests of Controls that are Modified During the Year
20. A broker or dealer might implement changes to controls over compliance to make them more effective or efficient or to address control deficiencies.
The auditor should obtain an understanding of the reason for the change and
obtain evidence regarding the design and operating effectiveness of the new
and superseded controls. The nature, timing, and extent of the testing of new
and superseded controls depend on the evidence needed to support the auditor's conclusions about the effectiveness of Internal Control Over Compliance
during and as of the end of the fiscal year.

Performing Compliance Tests
21. The auditor must perform procedures ("compliance tests") that are sufficient to support the auditor's conclusions regarding whether the broker or
dealer was in compliance with the net capital rule and reserve requirements
rule as of the end of its most recent fiscal year. This includes performing the
following procedures on the schedules16 the broker or dealer used to determine
compliance with the net capital rule and the reserve requirements rule as of
its fiscal year end:
a.

b.
c.

Evaluate whether the amounts in the schedules were determined
in accordance with the net capital rule or reserve requirements
rule, as applicable;
Test the accuracy and completeness of the information in the
schedules;
Determine whether the broker or dealer maintained the required
level of net capital in accordance with the net capital rule;

16
The term "schedules" used in this paragraph refers to the computations of the broker or dealer,
in whatever form, that are performed to determine the broker's or dealer's compliance with the net
capital rule and the reserve requirements rule.
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d.

Determine whether the broker or dealer maintained a special reserve bank account for the exclusive benefit of customers and deposited funds in at least the required amount in accordance with
the reserve requirements rule;

e.

Determine whether the information in the schedules was derived
from the books and records of the broker or dealer; and

f.

Determine whether the broker or dealer made the notifications,
if any, required by the net capital rule and reserve requirements
rule as of the end of the most recent fiscal year.
Note: Procedures performed as part of the audit of the financial
statements and audit procedures performed on supplemental information also might provide evidence regarding the broker's or
dealer's compliance with the net capital rule and the reserve requirements rule.

22. The auditor should plan and perform compliance tests that are responsive to the risks, including fraud risks, associated with non-compliance with the
net capital rule and the reserve requirements rule. As the risk associated with
non-compliance with the net capital rule or the reserve requirements rule increases, the persuasiveness of the evidence that the auditor should obtain from
compliance tests also increases. The evidence provided by the auditor's compliance tests depends upon the mix of the nature, timing, and extent of those
procedures. Inquiry alone does not provide sufficient appropriate evidence to
support the auditor's conclusions about the broker's or dealer's compliance with
the net capital rule or the reserve requirements rule.
23. In conjunction with performing the compliance tests pursuant to paragraphs 21 and 22, the auditor must perform procedures to obtain evidence about
the existence of customer funds or securities held for customers.
Note: Examples of procedures that provide evidence about the existence of customer assets include: (1) counting customer securities or observing and testing
the broker's or dealer's procedures for physical inspection and (2) confirming
customer security positions directly with depositories and clearing organizations. Procedures performed in the audit of the financial statements and the
audit procedures performed on supplemental information to test the existence
of assets held for customers also may provide evidence that is relevant to the
requirement in this paragraph.

Effect of Tests of Internal Controls on Compliance Tests
24. The auditor should take into account the results of the auditor's tests of
controls over compliance with the net capital rule and the reserve requirements
rule in determining the necessary nature, timing, and extent of compliance
tests. If the test results indicate that the controls are effective, less evidence is
needed from compliance tests. If the test results indicate that the controls are
ineffective, the auditor should revise the planned compliance tests as necessary
to obtain more persuasive evidence regarding compliance.

Evaluating the Results of the Examination Procedures
25. In forming an opinion on whether the assertions made by the broker
or dealer in the compliance report are fairly stated, in all material respects,
the auditor should evaluate all evidence obtained, regardless of whether the
evidence corroborates or contradicts the broker's or dealer's assertions.
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26. The auditor should evaluate:
a.

Identified instances of non-compliance with the net capital rule
and the reserve requirements rule to determine whether any instance of noncompliance existed as of the end of the most recent
fiscal year;
b. Identified instances in which the information used to assert compliance with the net capital rule or the reserve requirements rule
was not derived from the broker's or dealer's books and records
to determine whether they are material, individually or in combination; and
c. Identified Deficiencies in Internal Control Over Compliance to determine whether the deficiencies, individually or in combination,
are Material Weaknesses.
Note: A Material Weakness can exist even when no instances
of non-compliance exist. However, instances of non-compliance
might indicate the existence of one or more Deficiencies in Internal Control Over Compliance.
Note: The auditor cannot assume that an identified instance of
non-compliance or an identified Deficiency in Internal Control
Over Compliance is an isolated occurrence. The auditor should
evaluate the effect of any instance of noncompliance or identified
control deficiency on the auditor's assessment of the risks associated with controls and noncompliance.
Note: The auditor also should evaluate the effect on the audit
of the financial statements and audit procedures performed on
supplemental information of any noncompliance, Material Weaknesses, or instances in which the information used to assert compliance with the net capital rule or reserve requirements rule was
not derived, in all material respects, from the broker's or dealer's
books and records.
27. The auditor should evaluate whether he or she has obtained sufficient appropriate evidence to support the conclusions to be presented in the
examination report taking into account the risks associated with controls and
non-compliance, the results of the examination procedures performed, and the
appropriateness (i.e., the relevance and reliability) of the evidence obtained.
28. If the auditor has not obtained sufficient appropriate evidence about
an assertion or has substantial doubt about an assertion, the auditor should
perform procedures to obtain further evidence to address the matter.
29. If the auditor is unable to obtain sufficient appropriate evidence about
an assertion, the auditor should express a disclaimer of opinion.17

Subsequent Events
30. For the period from the end of the period specified in the broker's or
dealer's assertions to the date of the auditor's examination report (the "subsequent period"), the auditor should perform procedures to identify subsequent
events relevant to the auditor's conclusions about the assertions made by the
17
See Appendix C of this standard, "Examination Report Modifications," which describes the situations in which the auditor should modify his or her examination report and the specific modifications
to be made to the auditor's examination report. The requirement in paragraph 29 does not preclude
the auditor from withdrawing from the examination engagement.
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broker or dealer in the compliance report. Such procedures should include, but
are not limited to:
a.

Reading relevant reports of internal auditors, others who perform
an equivalent function, compliance functions, and other auditors,
and correspondence that the broker or dealer has sent to or received from the SEC or the broker's or dealer's DEA during the
subsequent period that is relevant to the broker's or dealer's assertions; and

b.

Evaluating information obtained through other engagements performed by the auditor for the broker or dealer, including subsequent events procedures performed in the audit of the financial
statements and the audit procedures performed on supplemental
information.

31. The auditor should evaluate the results of the procedures described
in the previous paragraph to determine whether the results corroborate or
contradict the broker's or dealer's assertions.

Obtaining a Representation Letter
32. The auditor should obtain written representations from management
of the broker or dealer:
a.

Acknowledging management's responsibility for establishing and
maintaining a system of internal control with the objective of providing the broker or dealer with reasonable assurance that any
instances of noncompliance with the financial responsibility rules
will be prevented or detected on a timely basis;

b.

Stating the broker's or dealer's assertions included in the compliance report are the responsibility of management;

c.

Stating that management has made available to the auditor all
records and other information relevant to the broker's or dealer's
assertions, including all known matters contradicting the assertions, and all communications from regulatory agencies, internal
auditors, others who perform an equivalent function, compliance
functions, and other auditors, that are relevant to the broker's
or dealer's assertions, received through the date of the auditor's
report; and

d.

Stating whether there were, subsequent to the period addressed
in the broker's or dealer's assertions, any known events or other
factors that might significantly affect the broker's or dealer's assertions.

33. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the engagement, as described in Appendix C of this standard.

Communication Requirements
34. The auditor should communicate to management all identified Deficiencies in Internal Control Over Compliance.
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35. The auditor should communicate to management and the audit committee18 identified instances of non-compliance with the financial responsibility
rules, identified Material Weaknesses, and identified instances in which information used to determine compliance with the net capital rule or the reserve
requirements rule was not derived, in all material respects, from the broker's
or dealer's books and records.
Note: The auditor also must comply with the requirements of paragraph (h) of
SEC Rule 17a-5, which contains notification requirements that apply to auditors of brokers and dealers.

Reporting on the Examination Engagement
36. The auditor's examination report must include the following elements, modified as necessary in the circumstances and manner discussed in
Appendix C:
a.
b.

c.

d.

e.

f.

g.

A title that includes the word independent;
An identification of the compliance report and the broker's or
dealer's assertions regarding the effectiveness of Internal Control Over Compliance during the fiscal year and as of the fiscal
year end, compliance with the net capital rule and the reserve
requirements rule as of the fiscal year end, and whether the information used to assert compliance with those rules was derived
from the broker's or dealer's books and records;
A statement that management of the broker or dealer is responsible for establishing and maintaining a system of internal control
that has the objective of providing the broker or dealer with reasonable assurance that any instances of non-compliance with the
financial responsibility rules will be prevented or detected on a
timely basis;
A statement that the auditor's responsibility is to express an opinion on the broker's or dealer's assertions based on his or her examination;
A statement that the examination was conducted in accordance
with the standards of the Public Company Accounting Oversight
Board (United States);
A statement that the standards of the Public Company Accounting Oversight Board require that the auditor plan and perform the
examination engagement to obtain reasonable assurance about
whether the broker's or dealer's Internal Control Over Compliance was effective during and as of the end of the most recent
fiscal year, whether the broker or dealer complied with the net
capital rule and the reserve requirements rule as of the end of
the most recent fiscal year, and whether the information used to
assert compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the
broker or dealer;
A statement that an examination engagement includes evaluating the design and operating effectiveness of Internal Control
Over Compliance; testing and evaluating the broker's or dealer's

18
For purposes of this standard, the term "audit committee" has the same definition as that in
Auditing Standard No. 16, Communications with Audit Committees.
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compliance with the net capital rule and the reserve requirements
rule; determining whether the information used to assert compliance with the net capital rule and reserve requirements rule
was derived from the broker's or dealer's books and records; and
performing such other procedures as the auditor considered necessary in the circumstances;
h. A statement that the auditor believes the examination provides
a reasonable basis for his or her opinion;19
i. The auditor's opinion on whether the assertions made by the broker or dealer in the compliance report are fairly stated, in all
material respects;
j. The manual signature of the auditor's firm;
k. The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's examination report has been
issued; and
l. The date of the examination report.
37. The following example examination report expressing an unqualified
opinion on the assertions made by a broker or dealer in a compliance report
illustrates the report elements described in this section.
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have examined W Broker's statements, included in the accompanying [title
of the compliance report], that (1) W Broker's internal control over compliance
was effective during the most recent fiscal year ended [date]; (2) W Broker's
internal control over compliance was effective as of [date]; (3) W Broker was
in compliance with 17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e) as of [date]; and
(4) the information used to state that W Broker was in compliance with 17
C.F.R. §§ 240.15c3-1 and 240.15c3-3(e) was derived from W Broker's books and
records. W Broker's management is responsible for establishing and maintaining a system of internal control over compliance that has the objective of providing W Broker with reasonable assurance that non-compliance with 17 C.F.R.
§ 240.15c3-1, 17 C.F.R. § 240.15c3-3, 17 C.F.R. § 240.17a-13, or Rule [fill in
name/number] of [fill in DEA] that requires account statements to be sent to
the customers of W Broker will be prevented or detected on a timely basis. Our
responsibility is to express an opinion on W Broker's statements based on our
examination.
[Scope paragraph]
We conducted our examination in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the examination to obtain reasonable assurance about whether W Broker's internal control over compliance was effective
as of and during the most recent fiscal year ended [date]; W Broker complied
with 17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e) as of [date]; and the information used to assert compliance with 17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e)
as of [date] was derived from W Broker's books and records. Our examination
includes testing and evaluating the design and operating effectiveness of internal control over compliance, testing and evaluating W Broker's compliance with

19
When management has made an interpretation of the financial responsibility rules and the
auditor has determined that it is necessary to emphasize this interpretation in the auditor's report,
the auditor may include a paragraph stating the description and the source of the interpretation made
directly following the scope paragraph.
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17 C.F.R. §§ 240.15c3-1 and 240.15c3-3(e), determining whether the information used to assert compliance with 240.15c3-1 and 240.15c3-3(e) was derived
from W Broker's books and records, and performing such other procedures as
we considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.
[Opinion paragraph]
In our opinion, W Broker's statements referred to above are fairly stated, in all
material respects.
[Signature]
[City and State or Country]
[Date]

Examination Report Date
38. The auditor should date the examination report no earlier than the
date on which the auditor obtains sufficient appropriate evidence to support
his or her opinion.
Note: Because of the coordination between the examination engagement, the
audit of the financial statements and the audit procedures performed on supplemental information, the date of the examination report should not be earlier
than the date of the auditor's report on the financial statements and supplemental information.
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Appendix A
Definitions
A1. For purposes of this standard, the terms listed below are defined as
follows:
A2. Deficiency in Internal Control Over Compliance—A Deficiency in Internal Control Over Compliance exists when the design or operation of a control does not allow the management or employees of the broker or dealer, in
the normal course of performing their assigned functions, to prevent or detect
on a timely basis non-compliance with 17 C.F.R. § 240.15c3-1, § 240.15c3-3,
§ 240.17a-13 or any rule of the designated examining authority of the broker
or dealer that requires account statements to be sent to the customers of the
broker or dealer.1
A3. Internal Control Over Compliance—Internal controls that have the
objective of providing the broker or dealer with reasonable assurance that noncompliance with 17 C.F.R. § 240.15c3-1, § 240.15c3-3, § 240.17a-13, or any rule
of the designated examining authority of the broker or dealer that requires
account statements to be sent to the customers of the broker or dealer, will be
prevented or detected on a timely basis.2
A4. Material Weakness—A Material Weakness is a deficiency, or a combination of deficiencies, in Internal Control Over Compliance such that there
is a reasonable possibility that non-compliance with 17 C.F.R. § 240.15c3-1 or
17 C.F.R. § 240.15c3-3(e) will not be prevented or detected on a timely basis or
that non-compliance to a material extent with 17 C.F.R. § 240.15c3-3, except for
paragraph (e), 17 C.F.R. § 240.17a-13, or any rule of the designated examining
authority of the broker or dealer that requires account statements to be sent
to the customers of the broker or dealer will not be prevented or detected on a
timely basis.3

1
The definition of "Deficiencies in Internal Control Over Compliance" is consistent with the same
term in paragraph (d)(3)(iii) of SEC Rule 17a-5.
2
The definition of "Internal Control Over Compliance" is consistent with the same term in paragraph (d)(3)(ii) of SEC Rule 17a-5.
3
The definition of a "Material Weakness" is consistent with the same term in paragraph (d)(3)(iii)
of SEC Rule 17a-5.
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Appendix B
Considerations for Brokers and Dealers with Multiple
Divisions or Branches
B1. When the broker or dealer has multiple divisions or branches, the auditor should determine the extent to which he or she should perform examination
procedures at selected divisions or branches to obtain sufficient appropriate evidence to support the conclusions expressed in the auditor's examination report.
This includes determining the divisions or branches at which to perform examination procedures, as well as the nature, timing, and extent of the procedures
to be performed at those individual divisions or branches. In determining the
extent of the examination procedures to be performed, the auditor should take
into account:
a.
b.

c.
d.

The degree to which the financial responsibility rules relate to
activities at the division or branch level;
The nature and significance of the related assets, transactions, or
activities at the division or branch to the financial responsibility
rules;
The degree of centralization of records or information processing
relevant to the financial responsibility rules; and
The degree and effectiveness of management supervision and
monitoring of the relevant activities of the division or branch.
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Appendix C
Examination Report Modifications
C1. The auditor should modify his or her examination report if any of the
following conditions exist:
a.

There is non-compliance with the net capital rule or the reserve
requirements rule as of the end of the most recent fiscal year, one
or more Material Weaknesses in Internal Control Over Compliance during or as of the end of the most recent fiscal year, or the
information used to assert compliance with the net capital rule
or the reserve requirements rule was not derived, in all material respects, from the books and records of the broker or dealer
(paragraphs C2-C3).

b.

There is a restriction on the scope of the examination engagement
(paragraphs C4-C8).

c.

There is information other than the assertions and descriptions
required under paragraph (d)(3)(i) of SEC Rule 17a-5 contained
in the compliance report (paragraphs C9-C10).

Non-Compliance, Material Weakness, or Instance in which
Information Used to Assert Compliance was not Derived from
the Broker’s or Dealer’s Books and Records
C2. If (1) one or more instances of non-compliance with the net capital rule
or the reserve requirements rule exist as of the end of the fiscal year; (2) one or
more Material Weaknesses in Internal Control Over Compliance exist during or
as of the end of the fiscal year; or (3) the information used to assert compliance
with the net capital rule or the reserve requirements rule was not derived, in
all material respects, from the books and records of the broker or dealer, the
auditor must express an adverse opinion directly on the subject matter of the
respective assertions, rather than on the assertions themselves, unless there is
a restriction on the scope of the examination engagement.
Note: The requirement in this paragraph to express an adverse opinion applies
regardless of whether the non-compliance, Material Weakness, or other matters
preventing the unqualified opinion were identified by management or by the
auditor.

C3. When expressing such an adverse opinion, the auditor's examination
report should include, as applicable:
a.

b.

c.
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A statement that non-compliance with the net capital rule or the
reserve requirements rule has been identified and an identification of each instance of non-compliance described in the broker's
or dealer's compliance report as of the end of the most recent fiscal
year.
A statement that one or more Material Weaknesses in Internal
Control Over Compliance have been identified during the fiscal
year and an identification of each Material Weakness described
in the compliance report.
A statement that one or more Material Weaknesses in Internal
Control Over Compliance have been identified as of the end of
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the fiscal year and an identification of each Material Weakness
described in the compliance report.
A statement that one or more instances in which the information
used to assert compliance with the net capital rule or the reserve
requirements rule was not derived, in all material respects, from
the broker's or dealer's books and records have been identified.
Note: If a description of all identified instances of noncompliance
with the net capital rule or the reserve requirements rule and all
identified Material Weaknesses has not been included in the broker's or dealer's compliance report, the examination report must
be modified to describe those instances of non-compliance or Material Weaknesses that the auditor has identified but that are not
described in the broker's or dealer's compliance report.1

Scope Limitations
C4. The auditor can express an opinion on whether the assertions made
by a broker or dealer in a compliance report are fairly stated, in all material
respects, only if the auditor has been able to apply the procedures necessary
in the circumstances. If there are restrictions on the scope of the examination
engagement, the auditor should withdraw from the engagement or disclaim an
opinion. A disclaimer of opinion should state that the auditor does not express
an opinion on the assertions made by the broker or dealer in the compliance
report.
C5. When disclaiming an opinion because of a scope limitation, the auditor
should state that the scope of the examination engagement was not sufficient for
the auditor to express an opinion and, in a separate paragraph or paragraphs,
the substantive reasons for the disclaimer, including the procedures that were
deemed necessary by the auditor that have been omitted and the reason for their
omission. The auditor should not identify the procedures that were performed
nor include the statements describing the characteristics of an examination
engagement.
C6. When the auditor plans to disclaim an opinion and the limited procedures performed by the auditor caused the auditor to conclude that: (1) one or
more instances of non-compliance with the net capital rule or the reserve requirements rule existed as of the end of the fiscal year; (2) one or more Material
Weaknesses in Internal Control Over Compliance existed during or as of the
end of the most recent fiscal year; or (3) the information used to assert compliance with the net capital rule or the reserve requirements rule was not derived,
in all material respects, from the books and records of the broker or dealer, the
auditor's report also must include the matters described in paragraph C3, as
applicable.
C7. The auditor may issue a report disclaiming an opinion on the assertions made by a broker or dealer in a compliance report as soon as the auditor
concludes that a scope limitation will prevent the auditor from obtaining the
reasonable assurance necessary to express an opinion. The auditor is not required to perform any additional work before issuing a disclaimer when the
auditor concludes that he or she will not be able to obtain sufficient evidence to
express an opinion.
1
Paragraphs (d)(3)(i)(B) and (C) of SEC Rule 17a-5 require the broker's or dealer's compliance
report to contain a description of each material weakness in Internal Control Over Compliance during
the most recent fiscal year and any instance of non-compliance with the net capital rule or the reserve
requirements rule as of the end of the most recent fiscal year.
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Note: In this case, in following the direction in paragraph 38 of this standard
regarding dating the auditor's examination report, the report date is the date
on which the auditor concludes that he or she will not be able to obtain sufficient
evidence to express an opinion.

C8. If the auditor concludes that he or she cannot express an opinion because of a limitation on the scope of the examination engagement, the auditor should communicate on a timely basis, in writing, to management and
the audit committee that the examination engagement cannot be satisfactorily
completed.

Other Information in the Compliance Report
C9. If the compliance report contains other information besides the statements and descriptions required by SEC Rule 17a-5,2 the auditor should disclaim an opinion on the other information.
C10. If the auditor believes that the other information in the compliance
report contains a material misstatement of fact, he or she should discuss the
matter with management of the broker or dealer. If, after discussing the matter
with management, the auditor concludes that a material misstatement of fact
remains, the auditor should notify management and the audit committee of the
auditor's views concerning the information.3

2

See paragraph (d)(3)(i) of SEC Rule 17a-5.
See also AU sec. 317, Illegal Acts by Clients, which describes the auditor's responsibilities in a
financial statement audit regarding illegal acts.
3
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Appendix 2—Attestation Standard No. 2
Review Engagements Regarding Exemption Reports
of Brokers and Dealers

Introduction
1. This standard establishes requirements that apply when an auditor is
engaged to perform a review1 of the statements made by a broker2 or dealer3
in an exemption report ("exemption report") prepared pursuant to Securities
and Exchange Act of 1934 ("Exchange Act") Rule 17a-5, 17 C.F.R. § 240.17a-5
("SEC Rule 17a-5") of the U.S. Securities and Exchange Commission ("SEC").4
2. SEC Rule 17a-5 requires a broker's or dealer's exemption report to contain the following statements by the broker or dealer:
a.

b.

c.

A statement that identifies the provisions in paragraph (k) of SEC
Rule 15c3-35 (the "exemption provisions") under which the broker or dealer claimed an exemption from SEC Rule 15c3-3 (the
"identified exemption provisions");
A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without
exception or (2) met the identified exemption provisions throughout the most recent fiscal year except as described in the exemption report; and
If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature of each exception and the approximate date(s) on which the
exception existed.6

Objective
3. When performing a review of the statements (hereinafter referred to
as "assertions") made by a broker or dealer in an exemption report (a "review
engagement"), the auditor's objective is to state whether, based upon the results
of the review procedures, the auditor is aware of any material modifications that
should be made to the broker's or dealer's assertions for the assertions to be
fairly stated, in all material respects.
1
See paragraphs (d)(1)(i)(C) and (g)(2)(ii) of SEC Rule 17a-5, which require that certain brokers
or dealers file with the SEC a report prepared by an independent accountant based on a review of
the statements in the exemption report, if the broker or dealer is required to file an exemption report
with the SEC.
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
See paragraph (g)(2)(ii) of SEC Rule 17a-5.
5
See 17 C.F.R. § 240.15c3-3 ("SEC Rule 15c3-3").
6
See paragraph (d)(4) of SEC Rule 17a-5.
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4. The auditor must plan and perform the review engagement to obtain
appropriate evidence that is sufficient to obtain moderate assurance7 about
whether one or more conditions exist that would cause one or more of the broker's or dealer's assertions not to be fairly stated, in all material respects. Such
conditions include:
a.

b.

c.

The broker's or dealer's assertion that identifies the provisions
in paragraph (k) of SEC Rule 15c3-3 under which the broker or
dealer claimed an exemption for SEC Rule 15c3-3 is inaccurate;
The broker or dealer asserts that it met the identified exemption
provisions in paragraph (k) of SEC Rule 15c3-3 without exception
when the auditor is aware of exceptions in meeting the exemption
provisions; or
The broker's or dealer's assertion that identifies and describes
each exception during the most recent fiscal year in meeting the
identified exemption provisions in paragraph (k) of SEC Rule
15c3-3 is inaccurate or incomplete.

Performing the Review Engagement
General Requirements
5. An auditor who performs a review engagement must:
a.
b.

Have adequate technical proficiency in attestation engagements;
Obtain an understanding of the exemption conditions and other
rules and regulations that are relevant to the broker's or dealer's
assertions;
c. Determine the auditor's compliance with independence and ethics
requirements; and
d. Exercise due professional care, which includes application of professional skepticism, in planning and performing the review and
preparation of the report.
Note: Due professional care imposes a responsibility on each engagement team member to comply with this standard. The exercise of due professional care requires critical review at every
level of supervision of the work done and the judgment exercised
by those assisting in the engagement, including preparing the
report.8
Note: Auditing Standard No. 3, Audit Documentation, establishes
the documentation requirements for review engagements performed pursuant to this standard.
6. The engagement partner is responsible for the review engagement and
performance of the review procedures. Accordingly, the engagement partner is
responsible for proper planning of the review engagement, proper supervision

7
Moderate assurance is obtained by performing with due professional care the inquiries and
other procedures required by this standard in order to reach a conclusion about whether there is a
need to modify the broker's or dealer's assertions regarding the exemption provisions for the assertions
to be fairly stated, in all material respects. Further, this standard is consistent with the concept of
moderate assurance as described in paragraph .55 of AT sec. 101, Attest Engagements.
8
The auditor's responsibility to exercise due professional care is consistent with the description
in paragraphs .40-.41 of AT sec. 101.
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of the work of engagement team members, and compliance with the requirements of this standard. The engagement partner may seek assistance from
appropriate engagement team members in fulfilling these responsibilities.
Note: For purposes of this standard, the term "engagement partner" means the
member of the engagement team with primary responsibility for the review
engagement.
Note: Proper planning includes determining the nature, timing, and extent
of procedures necessary to obtain moderate assurance. Proper supervision includes supervising the work of engagement team members so that the work is
performed as directed and supports the conclusions reached.

Relationship Between the Review Engagement and the Audit
of Financial Statements and the Audit Procedures Performed
on Supplemental Information
7. The review engagement should be coordinated with the audit of the
financial statements and the audit procedures performed on supplemental information of the broker or dealer.9 In planning and performing procedures for,
and evaluating the results of the procedures performed in, the review engagement, the auditor should take into account relevant evidence from the audit
of the financial statements and the procedures performed on the supplemental
information. However, the objectives of the financial statement audit and the
review engagement are not the same, so the auditor must plan and perform the
work to meet the objectives of both engagements.

Review Procedures
8. A review engagement includes the following procedures:
a.

Reading the exemption report to determine the exemption provisions under which the broker or dealer asserts its exemption and
the identified exceptions to the exemption provisions;

b.

Performing inquiries and other review procedures set forth in this
standard; and

c.

Evaluating whether the evidence indicates that there should be
modifications to the broker's or dealer's assertions based on the
results of the procedures performed.

9. The nature, timing, and extent of the necessary inquiries and other
review procedures depend on:
a.

The following risk factors:
(1) The broker's or dealer's history of instances of noncompliance with the exemption provisions;

9
Under the definition of supplemental information included in Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, supplemental information includes the supporting schedules described in paragraph (d)(2) of SEC Rule 17a-5, which are
required to be filed by brokers and dealers with the SEC and the broker's and dealer's designated examining authority ("DEA") and the Securities Investor Protection Corporation ("SIPC"). Such supporting
schedules consist of, as applicable, a Computation of Net Capital Under Rule 15c3-1, a Computation
for Determination of the Reserve Requirements under Exhibit A of SEC Rule 15c3-3, and Information
Relating to Possession or Control Requirements Under SEC Rule 15c3-3.
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(2) Changes in the broker's or dealer's procedures, controls, or
the environment in which the controls operate since the
prior year;
(3) Changes in the broker's or dealer's operations that are relevant to compliance with the exemption provisions;
(4) Competence of the personnel who are responsible for compliance with the exemption provisions or who perform important controls over compliance, and whether there have
been changes in those personnel during the period of the
review;
(5) The risk of fraud, including the risk of misappropriation
of customer assets, relevant to the exemption provisions;
(6) Potential non-compliance associated with related parties,10 including related parties that are investment advisors or entities with which the broker or dealer has a
custodial or clearing relationship;
(7) The degree to which the broker's or dealer's processes that
relate to the exemption provisions are performed, monitored, or controlled in a centralized or decentralized environment; and
b.

Evidence about the broker's or dealer's compliance with the exemption provisions or about the effectiveness of controls over compliance with the exemption provisions obtained from the audit of
the financial statements and the audit procedures performed on
supplemental information.

10. The auditor should perform procedures to identify exceptions to the
exemption provisions, including the following:
a.

If the broker or dealer identified exceptions to the exemption provisions during the year under review, the auditor should read the
broker's or dealer's documentation regarding the exceptions to the
exemption provisions and compare it to the information included
in the exemption report.

b.

Inquire of management, and, if applicable, other individuals at
the broker or dealer who have relevant knowledge regarding:
(1) Whether the broker or dealer was in compliance with the
exemption provisions throughout the year under review or
whether exceptions have been identified.
(2) Regulatory examinations and correspondence between the
SEC or the broker's or dealer's DEA and the broker or
dealer that are relevant to compliance with the exemption
provisions.
Note: If the broker or dealer has sent or received correspondence with the SEC or the broker's or dealer's DEA
that is relevant to compliance with the exemption provisions, the auditor should read such correspondence and,
when necessary in the circumstances, make inquiries of
the regulatory agencies.

10
The auditor should look to the definition in the applicable financial reporting framework with
respect to the term "related parties."
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(3) Subsequent events through the date of the auditor's review
report that might have a material effect on the broker's or
dealer's assertions.
Inquire of individuals at the broker or dealer who have relevant
knowledge of controls relevant to the broker's or dealer's compliance with the exemption provisions regarding:
(1) The controls that are in place to maintain compliance with
the exemption provisions, including the nature of the controls and their frequency of operation.
Note: The auditor should take into account procedures performed during the audit of the financial statements and the
audit procedures performed on supplemental information
in obtaining an understanding of controls or other activities relevant to the broker's or dealer's compliance with
the exemption provisions.
(2) Whether the individual is aware of:
i. Any exceptions to the exemption provisions and,
if so, the nature, frequency, timing, and cause (if
known) of the exceptions to the exemption provisions, during the year under review.
ii. Any deficiencies in controls over compliance with
the exemption provisions and, if so, the nature,
frequency, and cause (if known) of the control deficiencies during the year under review.
Inquire of individuals who are responsible for monitoring compliance with the exemption provisions or the controls over compliance regarding:
(1) The nature and frequency of the monitoring activities.
(2) The results of those monitoring activities, including the
nature, frequency, timing, and cause (if known) of any exceptions to the exemption provisions or deficiencies in controls over compliance.
(3) The nature and frequency of customer complaints that are
relevant to the broker's or dealer's compliance with the
exemption provisions.
Read reports of internal auditors, others who perform an equivalent function, compliance functions, and other auditors that are
relevant to the broker's or dealer's compliance with the exemption
provisions.
Read regulatory filings of the broker or dealer that are relevant to
the broker's or dealer's compliance with the exemption provisions.
Evaluate whether the evidence obtained and the results of the
procedures performed in the audit of the financial statements
and the audit procedures performed on supplemental information corroborate or contradict the broker's or dealer's assertions
regarding compliance with the exemption provisions.
Note: Examples of procedures performed during the audit of the
financial statements that might provide evidence relevant to the
broker's or dealer's compliance with the exemption provisions include: (i) testing related to customer trades; (ii) testing of specially
designated cash accounts; (iii) testing investment inventory or
transactions related to the broker's or dealer's trading for its own
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h.

account; and (iv) reading the clearing agreement in connection
with testing trade fee or commission revenue or expenses.
Perform other procedures as necessary in the circumstances to
obtain moderate assurance regarding whether a material modification should be made to the broker's or dealer's assertions for
the assertions to be fairly stated, in all material respects.

Evaluating the Results of the Review Procedures
11. The auditor should evaluate whether information has come to the auditor's attention that causes the auditor to believe that one or more of the
broker's or dealer's assertions are not fairly stated, in all material respects.11
If a broker's or dealer's assertion is not fairly stated, in all material respects,
the auditor should:
a.

Modify the review report, as discussed in paragraph 19 of this
standard; and
b. Evaluate the effect of the matter on the audit of the financial
statements and the audit procedures performed on supplemental
information.
12. If information coming to the auditor's attention indicates that one or
more exceptions to the exemption provisions occurred during the year under
review or might exist at year-end, other than exceptions disclosed in the exemption report, that might cause one or more of the broker's or dealer's assertions
not to be fairly stated, in all material respects, or if the auditor has substantial doubt about one or more of the broker's or dealer's assertions, the auditor
should perform additional procedures as necessary to address the matter.

Obtaining a Representation Letter
13. The auditor should obtain written representations from management
of the broker or dealer:
a.

Acknowledging management's responsibility for compliance with
the identified exemption provisions throughout the fiscal year;
b. Stating the broker's or dealer's assertions and that they are the
responsibility of management;
c. Stating that management has made available to the auditor all
records and other information relevant to the broker's or dealer's
assertions, including all communications from regulatory agencies, internal auditors, others who perform an equivalent function, compliance functions, and other auditors concerning possible exceptions to the exemption provisions, received through the
date of the auditor's review report; and
d. Stating whether there were, subsequent to the period addressed
in the broker's or dealer's assertions, any known events or other
factors that might significantly affect the broker's or dealer's compliance with the identified exemption provisions.
14. The failure to obtain written representations from management, including management's refusal to furnish them, constitutes a limitation on the
scope of the review engagement as described in paragraph 20 of this standard.
11
See paragraph 4 of this standard, which provides examples of conditions that would cause one
or more of the broker's or dealer's assertions not to be fairly stated, in all material respects.
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Communication Requirements
15. The auditor should communicate to management and to the audit committee12 any exceptions to the exemption provisions identified by the auditor
and information that causes the broker's or dealer's assertions about the exemption provisions not to be fairly stated, in all material respects.
Note: The auditor must also comply with the requirements of paragraph (h) of
SEC Rule 17a-5, which contains notification requirements that apply to auditors of brokers and dealers.

Reporting on the Review Engagement
16. The auditor's review report must include the following elements, modified as necessary in the circumstances and manner discussed in paragraphs
19-20:
1.
2.
3.

4.

5.

6.

7.
8.

9.

A title that includes the word independent;
An identification of the exemption report and the broker's or
dealer's assertions;
A statement that management of the broker or dealer is responsible for compliance with the identified exemption provisions
throughout the fiscal year and for its assertions;
A statement that the review was conducted in accordance with
the standards of the Public Company Accounting Oversight Board
(United States) and, accordingly, included inquiries and other required procedures to obtain evidence about the broker's or dealer's
compliance with the exemption provisions;
A statement that a review is substantially less in scope than an
examination, the objective of which is the expression of an opinion
on management's assertions, and accordingly, no such opinion is
expressed;
A statement about whether the auditor is aware of any material
modifications that should be made to the assertions for them to
be fairly stated, in all material respects;
The manual signature of the auditor's firm;
The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's review report has been issued;
and
The date of the review report.

17. The following example report illustrates the report elements described
in this section.
Report of Independent Registered Public Accounting Firm
[Introductory paragraph—no exceptions to the exemption provisions included
in the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following
provisions of 17 C.F.R. § 15c3-3(k) under which Z Broker claimed an exemption from 17 C.F.R. § 240.15c3-3: ([fill in which exemption provision—(1), (2)(i),
12
For purposes of this standard, the term "audit committee" has the same definition as that in
Auditing Standard No. 16, Communications with Audit Committees.
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(2)(ii), or (3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker met the identified exemption provisions throughout the most recent fiscal
year without exception. Z Broker's management is responsible for compliance
with the exemption provisions and its statements.
[Introductory paragraph—exceptions to the exemption provisions included in
the broker's or dealer's assertion]
We have reviewed management's statements, included in the accompanying
[title of the exemption report], in which (1) Z Broker identified the following
provisions of 17 C.F.R. § 15c3-3(k) under which Z Broker claimed an exemption from 17 C.F.R. § 240.15c3-3: ([fill in which exemption provision—(1), (2)(i),
(2)(ii), or (3)]) (the "exemption provisions") and (2) Z Broker stated that Z Broker met the identified exemption provisions throughout the most recent fiscal
year except as described in its exemption report. Z Broker's management is
responsible for compliance with the exemption provisions and its statements.
[Scope paragraph]
Our review was conducted in accordance with the standards of the Public Company Accounting Oversight Board (United States) and, accordingly, included
inquiries and other required procedures to obtain evidence about Z Broker's
compliance with the exemption provisions. A review is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management's statements. Accordingly, we do not express such an opinion.
[Review results paragraph]
Based on our review, we are not aware of any material modifications that should
be made to management's statements referred to above for them to be fairly
stated, in all material respects, based on the provisions set forth in paragraph
(k)([fill-in which exemption provision—(1), (2)(i), (2)(ii), or (3)]) of Rule 15c3-3
under the Securities Exchange Act of 1934.
[Signature]
[City and State or Country]
[Date]

Review Report Date
18. The auditor should date the review report no earlier than the date on
which the auditor has completed his or her review procedures.
Note: Because of the coordination between the review engagement and the
audit of the financial statements and the audit procedures performed on supplemental information, the date of the review report should not be earlier than
the date of the auditor's report on the financial statements and supplemental
information.

Modifications of the Report
19. If one or more of the broker's or dealer's assertions are not fairly stated,
in all material respects, the auditor must modify the review report to describe
the reasons the assertions are not fairly stated, in all material respects. If
a broker's or dealer's assertion is not fairly stated, in all material respects,
because of one or more omitted exceptions, the auditor's review report should
disclose each omitted exception.
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20. Scope Limitations. If the auditor cannot perform the procedures required by this standard or other procedures that the auditor deems necessary
in the circumstances, the review is incomplete because of the scope limitation.
An incomplete review is not a sufficient basis for stating a conclusion regarding
the broker's or dealer's assertions. In those circumstances, the auditor should
withdraw from the engagement or should modify the review report to:
a.

b.
c.

Describe the scope limitation and any review procedures deemed
necessary by the auditor that have been omitted and the reason
for their omission;
State that the auditor does not express any form of assurance on
the broker's or dealer's assertions; and, if applicable,
Describe any circumstances that cause one or more of the broker's or dealer's assertions not to be fairly stated, in all material
respects.
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Appendix 3
Amendments to PCAOB Standards

Auditing Standards
Auditing Standard No. 3, "Audit Documentation"
Auditing Standard No. 3, "Audit Documentation," as amended, is amended as
follows:
a.

The following is added at the end of footnote 2 in paragraph 6:
In an engagement conducted pursuant to Attestation Standard
No. 1, Examination Engagements Regarding Compliance Reports
of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers,
the relevant assertions are the assertions expressed by management or the responsible party regarding the subject matter of the
attestation engagement. The documentation requirements in this
standard regarding assertions apply to the aspects of the subject
matter to which the assertions relate.

b.

The following note is added at the end of paragraph 12:
Note: In an engagement conducted pursuant to Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and
Dealers, significant findings or issues include, when applicable:
(a) the assessment of, and the responses to, risks requiring special consideration by the auditor; (b) significant matters involving
systems, processes, and controls to ensure the appropriateness of
the subject matter and management's related assertions; and (c)
the evaluation of identified instances of nonconformity with the
evaluation criteria (e.g., errors, instances of non-compliance, or
control deficiencies).

c.

The following note is added as the second note to paragraph 13:
Note: When conducting an attestation engagement pursuant to
Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation
Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers, the auditor may include the documentation of significant findings or issues related to the attestation engagement in the engagement completion document prepared in connection with the audit of the financial statements.

Auditing Standard No. 7, "Engagement Quality Review"
Auditing Standard No. 7, "Engagement Quality Review," is amended as follows:
a.

Paragraph 1 is replaced with:
An engagement quality review and concurring approval of issuance are required for the following engagements conducted pursuant to the standards of the Public Company Accounting Oversight Board ("PCAOB"): (a) an audit engagement; (b) a review
interim financial information; and (c) an attestation engagement
performed pursuant to Attestation Standard No. 1, Examination
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Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers.
Paragraph 18A. is added:
Engagement Quality Review for an Attestation Engagement Performed Pursuant to Attestation Standard No.
1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No.
2, Review Engagements Regarding Exemption Reports of
Brokers and Dealers
In an attestation engagement performed pursuant to Attestation
Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No.
2, Review Engagements Regarding Exemption Reports of Brokers
and Dealers, the engagement quality reviewer should evaluate
the significant judgments made by the engagement team and the
related conclusions reached in forming the overall conclusion on
the attestation engagement and in preparing the engagement report. To evaluate such judgments and conclusions, the engagement quality reviewer should, taking into account the procedures
performed in the engagement quality review of the financial statement audit, (1) hold discussions with the engagement partner and
other members of the engagement team, (2) read the engagement
report and the document containing management's assertions,
and (3) review the engagement completion document and other
relevant documentation.
Paragraph 18B. is added:
In an attestation engagement performed pursuant to Attestation
Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No.
2, Review Engagements Regarding Exemption Reports of Brokers
and Dealers, the engagement quality reviewer may provide concurring approval of issuance only if, after performing with due
professional care the review required by this standard, he or she
is not aware of a significant engagement deficiency.
The following note is added after paragraph 18B.:
Note: A significant engagement deficiency in an attestation engagement performed pursuant to Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers, exists when (1) the engagement team failed to perform attestation
procedures necessary in the circumstances of the engagement, (2)
the engagement team reached an inappropriate overall conclusion
on the subject matter of the engagement, (3) the engagement report is not appropriate in the circumstances, or (4) the firm is not
independent of its client.
Paragraph 18C. is added:
In an attestation engagement performed pursuant to Attestation
Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No.
2, Review Engagements Regarding Exemption Reports of Brokers
and Dealers, the firm may grant permission to the client to use the
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engagement report only after the engagement quality reviewer
provides concurring approval of issuance.
Auditing Standard No. 16, "Communications with Audit Committees"
Auditing Standard No. 16, "Communications with Audit Committees," is
amended as follows:
a. The following bullets are inserted after the third bullet in Appendix B:

•
•

Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers,
paragraphs 34 and 35.
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers, paragraph
15.

Attestation Standards
AT sec. 101, "Attestation Engagements"
AT sec. 101, "Attestation Engagements," as amended, is amended as follows:
a. The following is added at the end of paragraph .04:
g. Engagements in which a practitioner is engaged to perform an examination of certain statements of a broker or
dealer in a compliance report that is prepared pursuant
to SEC Rule 17a-5. Such engagements must be conducted
pursuant to Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and
Dealers.
h. Engagements in which a practitioner is engaged to perform a review of statements of a broker or dealer in an
exemption report that is prepared pursuant to SEC Rule
17a-5. Such engagements must be conducted pursuant to
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers.
AT sec. 601, "Compliance Attestation"
AT sec. 601, "Compliance Attestation," is amended as follows:
a. Within paragraph .02, subparagraph e. is replaced with:
Apply to examination engagements of brokers and dealers covered by Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers.
b. Footnote 2 to paragraph .02.e. is deleted.
c. The last sentence of paragraph .06 is deleted.
d. Paragraph .07 is replaced with:
When a practitioner is engaged to perform a review of statements
made by a broker or dealer in an exemption report that is prepared
pursuant to SEC Rule 17a-5, the practitioner must conduct the
review engagement pursuant to Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and
Dealers.
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Appendix 4
Additional Discussion of the Attestation Standards
This appendix provides background information and additional detail regarding the attestation standards, Examination Engagements Regarding Compliance Reports of Brokers and Dealers (the "examination standard"), which is
presented in Appendix 1, and Review Engagements Regarding Exemption Reports of Brokers and Dealers (the "review standard"), which is presented in Appendix 2 (collectively, the "attestation standards"). Additionally, this appendix
discusses related amendments made to PCAOB standards, which are presented
in Appendix 3.
Briefly, the attestation standards apply to examination engagements regarding compliance reports of brokers and dealers ("examination engagements")
and review engagements regarding exemption reports of brokers1 and dealers2
("review engagements") pursuant to U.S. Securities and Exchange Commission
("SEC" or "Commission") requirements contained in Rule 17 C.F.R. § 240.17a-5,
Reports to be made by certain brokers and dealers ("SEC Rule 17a-5").3
In particular, this appendix discusses significant comments received and revisions made by the Board to the attestation standards and the related amendments in response to comments and to align the attestation standards with
SEC Rule 17a-5.

I. Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports
of Brokers and Dealers
As discussed more fully below, the examination standard has been designed
specifically for an auditor's examination of certain statements made by a broker
or dealer in a compliance report required by SEC Rule 17a-5. As a result of
amendments to SEC Rule 17a-5, certain brokers and dealers (e.g., those that
maintain custody of customer funds) must file a compliance report with the
Commission making statements regarding compliance with and controls over
certain financial responsibility rules.4 Specifically, SEC Rule 17a-5 also requires
the broker or dealer to engage an independent public accountant registered with

1
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Securities Exchange Act of 1934 ("Exchange Act")) that is required to file a balance
sheet, income statement, or other financial statement under Section 17(e)(1)(A) of that Act, where
such balance sheet, income statement, or financial statement is required to be certified by a registered
public accounting firm.
2
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
See paragraphs (f)(1), (g)(2)(i) and (ii) of SEC Rule 17a-5. See also SEC Exchange Act Release
No. 34-70073, Broker-Dealer Reports (July 30, 2013), 78 Federal Register 51910 (August 21, 2013)
("SEC Release"), for a complete description of the amendments to SEC Rule 17a-5.
4
The examination standard and the SEC Release use the term "financial responsibility rules" to
refer to 17 C.F.R. § 240.15c3-1 ("SEC Rule 15c3-1" or the "net capital rule"); 17 C.F.R. § 240.15c3-3
("SEC Rule 15c3-3"); and 17 C.F.R. § 240.17a-13 ("SEC Rule 17a-13"); and any rule of the designated
examining authority ("DEA") of the broker or dealer that requires account statements to be sent to
the customers of the broker or dealer (an "account statement rule"). See the SEC Release at 8-9.
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the PCAOB to examine, and independently report on, certain statements made
by the broker or dealer in the compliance report.5
According to the Commission, the amendments to SEC Rule 17a-5 strengthen
audit requirements for brokers and dealers as well as provide additional safeguards with respect to brokers' and dealers' custody of customers' assets.6 Previously, audits of brokers and dealers were subject to generally accepted auditing standards ("GAAS") established by the American Institute of Certified
Public Accountants ("AICPA"). The examination standard the Board is adopting has been designed to align with the requirements of SEC Rule 17a-5. The
examination standard includes specific procedures for auditors performing examinations of certain statements required in a compliance report prepared by
brokers and dealers as required under SEC Rule 17a-5. In the Board's view,
this approach is consistent with the objectives of SEC oversight and is warranted in view of the importance of brokers' and dealers' compliance with the
financial responsibility rules and to the protection of investors. In developing
the standard, the Board has emphasized coordination with the financial statement audit and audit procedures performed on supplemental information. This
approach should enhance overall audit effectiveness and also help avoid unnecessary duplication of work.
The following discussion provides background regarding the attestation standards, including significant comments received on the proposed standards and
changes made to the standards.

A. SEC Rule 17a-5 and Related Changes
SEC Rule 17a-5 requires a broker's or dealer's compliance report to include the
following statements by the broker or dealer as to whether:7
a.
b.
c.

d.

The Internal Control Over Compliance of the broker or dealer was
effective during the most recent fiscal year;
The Internal Control Over Compliance of the broker or dealer was
effective as of the end of the most recent fiscal year;
The broker or dealer was in compliance with the net capital rule
and 17 C.F.R. § 240.15c3-3(e) (the "reserve requirements rule") as
of the end of the most recent fiscal year; and
The information the broker or dealer used to state whether it was
in compliance with the net capital rule and the reserve requirements rule was derived from the books and records of the broker
or dealer.

As noted above, SEC Rule 17a-5 also requires the broker or dealer to engage
an independent public accountant registered with the PCAOB to examine, and
independently report on, certain statements made by a broker or dealer in
the compliance report. Neither the SEC Rule nor the examination standard
require the auditor to opine on the broker's or dealer's process for arriving at
the conclusions in the statements made in the compliance report.8 Thus, the

5

See paragraph (g)(2)(i) of SEC Rule 17a-5.
See generally the SEC Release at 206-209.
7
See paragraph (d)(3)(i)(A) of SEC Rule 17a-5. SEC Rule 17a-5 also requires the compliance report
to contain a statement as to whether the broker or dealer has established and maintained Internal
Control Over Compliance. However, the auditor is not required by SEC Rule 17a-5 to examine and
report on that statement.
8
See the SEC Release at 38 and the second note to paragraph 5 of the examination standard.
6
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auditor need not opine on the evaluation procedures that a broker or dealer
may have performed in order make the statements in the compliance report.
As amended by the Commission, SEC Rule 17a-5 includes modifications from
the SEC's proposed amendments,9 including changes that are reflected in the
examination standard. Amendments made to SEC Rule 17a-5 included narrowing the scope of the compliance assertion;10 eliminating the concepts of "material noncompliance" and "compliance in all material respects;" and requiring
the auditor to opine on Internal Control Over Compliance as of the end of the
fiscal year, as well as during the fiscal year.11
The Commission's narrowing of the scope of the compliance assertion and
changes to the evaluation of Internal Control Over Compliance affected the
scope of the examination procedures required to be performed by the auditor
and the auditor's report, and therefore resulted in conforming changes to the
final examination standard. These and other modifications to the examination
standard are discussed further below.
1. Changes to the Examination Standard to Align with SEC Rule 17a-5
The proposed examination standard was designed specifically for the examination of the compliance report required by the proposed amendments to SEC Rule
17a-5. As noted earlier, the examination standard reflects conforming changes
based on the Commission's revision of its amendments to SEC Rule 17a-5 in the
following areas: narrowing the scope of the compliance assertion; eliminating
the concepts of "material non-compliance" and "compliance in all material respects;" and requiring the auditor to opine on Internal Control Over Compliance
as of the end of the fiscal year, as well as during the fiscal year.
2. Changes to the Scope of the Compliance Assertion
The SEC's Adopting Release states:
[T]he final rule [SEC Rule 17a-5] requires a statement as to whether the brokerdealer was in compliance with Rule 15c3-1 and paragraph (e) of Rule 15c3-3
as of the end of the most recent fiscal year and, if applicable, a description
of any instances of non-compliance with these rules as of the fiscal year end.
This is a modification from the proposed assertion that the broker-dealer is in
compliance with the financial responsibility rules in all material respects and
proposed description of any material noncompliance with the financial responsibility rules. Thus, the final rule reflects two changes from the proposal: (1)
elimination of the concepts of "material non-compliance" and "compliance in
all material respects" for the purposes of reporting in the compliance report;
and (2) a narrowing of these statements and requirements from compliance
with all of the financial responsibility rules to compliance with Rule 15c3-1 and
paragraph (e) of Rule 15c3-3.12

9
See SEC Exchange Act Release No. 34-64676, Broker-Dealer Reports (June 15, 2011), 76 Federal
Register 37572 (June 27, 2011) ("SEC Proposing Release").
10
These standards use the term "assertion" to refer to the broker's or dealer's statements that
are covered by the examination and review. In the examination standard, the term "assertion" also
distinguishes the portion of the statements in the broker's or dealer's compliance report that are
covered by the examination.
11
See paragraph (d)(3)(ii) of SEC Rule 17a-5, which states that the term "Internal Control Over
Compliance" means internal controls that have the objective of providing the broker or dealer with
reasonable assurance that non-compliance with §§240.15c3-1, 240.15c3-3, 240.17a-13, or any rule of
the designated examining authority of the broker or dealer that requires account statements to be
sent to the customers of the broker or dealer will be prevented or detected on a timely basis.
12
See the SEC Release at 32.
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The narrowing of the scope of the broker's or dealer's assertion to include only
compliance with the net capital rule and reserve requirements rule resulted
in several changes to the performance and reporting requirements in the examination standard. As the final rule limits the broker's or dealer's assertion
regarding compliance to SEC Rule 15c3-1 and paragraph (e) of SEC Rule 15c33, the examination standard requires tests of compliance tailored to compliance
with the net capital rule and the reserve requirements rule.
Because the broker's or dealer's assertion relates to compliance with the net
capital rule rather than compliance "in all material respects," the concept of
material non-compliance has been removed from the provisions of the examination standard regarding testing compliance. Also, the auditor cannot opine
that a broker's or dealer's assertion that it is in compliance with the net capital
rule and reserve requirements rule is fairly stated, in all material respects,
if one or more instances of non-compliance with either the net capital rule or
reserve requirements rule exist as of the end of the most recent fiscal year.
The specific performance and reporting requirements are discussed in more
detail later in this release.
3. Materiality Considerations
As discussed previously, the SEC's elimination of the concepts of "material noncompliance" and "compliance in all material respects" from the provisions of
SEC Rule 17a-5 related to asserting compliance has been carried over to the
examination standard, which no longer refers to "material non-compliance" or
the "risk of material non-compliance." However, most of the procedures set forth
in the proposal for assessing the risks of material non-compliance have been
retained in paragraph 9 of the examination standard as planning procedures
because they remain relevant for determining the necessary nature, timing,
and extent of procedures to be performed in the examination.
Also, consistent with SEC Rule 17a-5, the examination standard retains the
concept of a Material Weakness in Internal Control Over Compliance, and the
requirements regarding performing procedures to determine whether Material
Weaknesses exist in Internal Control Over Compliance.
The concept of materiality also remains relevant when evaluating whether the
information the broker or dealer used to assert compliance with the net capital
rule and reserve requirements rule is derived from the broker's or dealer's books
and records, is fairly stated, in all material respects. The concept of materiality
as applied to this assertion is discussed further in the section on evaluating
results later in this release.
The Board received a number of comments on the proposed examination standard that are no longer applicable given the narrowing of the scope of the
compliance assertion. These comments included requests for additional guidance related to the determination of material non-compliance and requests for
specific examples regarding the consideration of qualitative and quantitative
factors in the context of each of the rules included in the compliance assertion,
as well as matters within each of those rules that the PCAOB considers to be
most significant to compliance.
4. Evaluating Internal Control Over Compliance During the Fiscal Year and as
of the End of the Fiscal Year
The SEC Release states that SEC Rule 17a-5 requires that the compliance
report contain, among other things, statements as to whether (1) the broker
or dealer has established and maintained Internal Control Over Compliance,
(2) the Internal Control Over Compliance of the broker or dealer was effective
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during the most recent fiscal year, and (3) the Internal Control Over Compliance
of the broker or dealer was effective as of the end of the most recent fiscal year.13
To align with SEC Rule 17a-5, the examination standard requires the auditor to express an opinion regarding whether the specified assertions made by
the broker or dealer in its compliance report are fairly stated, in all material
respects, including whether the broker's or dealer's Internal Control Over Compliance was effective during and as of the end of the most recent fiscal year. This
change from the proposed SEC Rule 17a-5 resulted in conforming changes to
the examination standard relating to the requirements for testing controls and
the scope of the examination report. For example, the examination standard
addresses the effect of changes in controls on the auditor's testing.
Further, Appendix A to the examination standard defines certain terms used
in the examination standard, including "Internal Control Over Compliance,"
"Deficiency in Internal Control Over Compliance," and "Material Weakness."
The definitions of these terms in the examination standard are consistent with
the definitions of these terms in SEC Rule 17a-5.

B. Performing the Examination Engagement (paragraphs 6–33
of Appendix 1)
1. General Requirements (paragraphs 6–7 of Appendix 1)
The examination standard retains the general requirements as proposed. These
requirements are consistent with AT sec. 101, Attest Engagements. Briefly,
paragraph 6 of the examination standard sets forth general requirements for
an auditor performing an engagement pursuant to the examination standard.
Paragraph 6 requires that an auditor: have adequate technical proficiency in
attestation engagements; obtain an understanding of the financial responsibility rules and other rules and regulations that are relevant to the broker's or
dealer's assertions; determine the auditor's compliance with independence and
ethics requirements;14 and exercise due professional care.
Some commenters stated that the general requirements in the examination
engagement were sufficiently clear as proposed. One commenter recommended
that the examination standard specify the level of understanding of the financial responsibility rules that auditors are expected to have. The commenter also
recommended deleting the reference to "other rules and regulations that are
relevant to the broker's or dealer's assertions," asserting that the requirement
is too broad to allow auditors to identify suitable criteria and express an opinion on management's assertion. Additionally, that commenter recommended
that the examination standard specify how the auditor's understanding of the
financial responsibility rules should be documented.
The requirement for the auditor to obtain an understanding of the financial
responsibility rules is similar to an existing requirement in AT sec. 101, which
includes a requirement for the engagement to be performed by an auditor "having adequate knowledge of the subject matter."15 In addition, understanding the
requirements in other rules and regulations is important to enable the auditor
to form conclusions on the broker's or dealer's assertions, as well as aiding the
13

See the SEC Release at 29-30.
Determining the auditor's compliance with independence and ethics requirements includes
determining that the auditor complied with relevant requirements of the PCAOB and the SEC. Paragraph (f)(1) of SEC Rule 17a-5 requires the auditor to be independent in accordance with 17 C.F.R.
§ 210.2-01.
15
See AT sec. 101.21.
14
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auditor's own compliance with the requirements in the examination standard
and SEC Rule 17a-5. For example, paragraph (h) of SEC Rule 17a-5 requires a
broker or dealer to provide notification to the Commission and other securities
regulators when the auditor notifies the broker or dealer that the auditor has
determined that the broker or dealer is not in compliance with SEC Rule 15c3-1
as required by SEC Rule 17a-11, Notification Provisions for Brokers and Dealers. In addition to the financial responsibility rules, it is of course important
that the auditor understands the requirements of SEC Rule 17a-5, including
the notification requirements when an instance of non-compliance is identified.
As such, the requirement was retained substantially as proposed.
With respect to documentation, the attestation engagements are subject to the
requirements of Auditing Standard No. 3, Audit Documentation, which applies
to engagements conducted pursuant to the standards of the PCAOB. Auditing
Standard No. 3 states that as audit documentation is the written record that
provides the support for the representations in the auditor's report, it should
demonstrate that the engagement complied with the standards of the PCAOB.16
Further, as there are potentially a variety of ways for the auditor to document
their understanding of the financial responsibility rules and other rules and
regulations, the examination standard does not prescribe any specific manner
to do so. A note has been added to paragraph 6 of the examination standard
to remind auditors of their responsibility to comply with Auditing Standard
No. 3.
The proposed examination standard included a footnote which stated that "due
professional care" referred to in that paragraph was the same term in paragraph
.40 of AT sec. 101. One commenter stated that while the commenter did not
disagree with the meaning of "due professional care," referencing AT sec. 101
from the examination standard may be confusing, especially as AT sec. 101
would not be applicable to engagements in which the examination standard
is applicable. In the examination standard, a note has been added to state
that due professional care imposes a responsibility on each engagement team
member to comply with the examination standard and that the exercise of due
professional care requires critical review at every level of supervision of the
work done and the judgment exercised by those assisting in the engagement,
including the preparation of the report. A footnote to that note states that the
auditor's responsibility to exercise due professional care is consistent with the
description in paragraphs .40-.41 of AT sec. 101.
The Board did not receive other significant comments on the general requirements of the proposed examination standard. As such, the general requirements
are being adopted substantially as proposed.
2. Relationship Between the Examination Engagement and the Audit of the
Financial Statements and Audit Procedures Performed on Supplemental Information (paragraph 8 of Appendix 1)
By its terms, SEC Rule 17a-5 requires the financial statement audit and the
compliance examination to be performed by the same auditor.17 Accordingly,
the examination standard includes a requirement for the auditor to coordinate the examination engagement with the audit of the financial statements
and the audit procedures performed on supplemental information. The emphasis on appropriately coordinating the examination engagement with the audit of
the financial statements and the audit procedures performed on supplemental

16
17

See paragraph 4 of Auditing Standard No. 3.
See paragraph (g) of SEC Rule 17a-5.
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information should promote overall audit effectiveness and avoid redundancy
in the auditor's work.
For example, the examination standard includes a requirement for the auditor to take into account evidence from the audit of the financial statements in
planning and performing procedures for the examination engagement and in
evaluating the results of the procedures performed in the examination. This enables the auditor to plan, perform, and evaluate the results of the examination
engagement concurrent with the audit of the financial statements because the
examination standard is structured similarly to, and contains many of the same
concepts included in, auditing standards related to the auditor's assessment of
and response to risk.18
The proposing release requested comments on other ways the Board could promote coordination of the examination engagement with the audit of the financial statements and the audit procedures performed on supplemental information. Commenters generally stated that requirements regarding the coordination of the examination engagement with the audit of the financial statements
were appropriate.
One commenter stated that the Board should require the auditor of the financial
statements to perform the examination engagement and issue the examination
report. As noted previously, SEC Rule 17a-5 includes this requirement.19 Thus,
the attestation standards do not include specific requirements for performing
the examination or review if the auditor did not audit the financial statements.
Another commenter stated that it is inappropriate to require that the auditor
plan and perform the work to meet the objectives of both the examination engagement and the financial statement audit, and that the auditor's obligation
under the examination standard is to meet the objectives of the examination engagement. The language in the standard was retained as proposed. The auditor
should plan and perform the work to meet the objectives of both the examination engagement as well as the financial statement audit. Existing auditing
standards require the auditor to properly plan and perform the financial statement audit.20 Since the objectives are not identical, the auditor must plan and
perform the work to achieve the objectives of both engagements. Further, the
examination standard does require the auditor to take into account the evidence obtained and the results of procedures performed during the audit of the
financial statements and the audit procedures performed on the supplemental information in planning and performing procedures for the examination
engagement and in evaluating the results of the procedures performed in the
examination engagement.
3. Consideration of Fraud (paragraph 10 of Appendix 1)
The auditor's consideration of fraud is an important part of the examination
engagement. Fraud risks particularly relevant to a broker's or dealer's noncompliance with the financial responsibility rules include the risk of misappropriation of customer funds or securities held for customers and intentional
manipulation of the books and records to conceal material misappropriations
or other non-compliance. The SEC Release notes that the amendments to SEC
Rule 17a-5, which include requiring the examination and review engagements,
are designed to provide additional safeguards with respect to broker and dealer
custody of customer securities and funds.21
18
19
20
21

See generally, Auditing Standards Nos. 8-15.
See paragraph (g) of SEC Rule 17a-5.
See Auditing Standard No. 9, Audit Planning.
See the SEC Release at 206.
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Paragraph 10 of the examination standard includes a requirement for the auditor to assess the risk of fraud, and specifically refers to the risk of misappropriation of customer assets, which is relevant to compliance with the net capital rule
and the reserve requirements rule, as well as the broker's or dealer's Internal
Control Over Compliance.
The requirement to coordinate the examination engagement with the audit
of the financial statements and audit procedures performed on supplemental
information is also important for the proper assessment of fraud risk in the
examination engagement. The auditor's assessment of fraud risk in the examination engagement will be informed to a substantial degree by the procedures
performed and the fraud risk assessments in the audit of the financial statements and audit procedures performed on supplemental information. Many of
the fraud risk factors identified in the financial statement audit regarding (1)
incentives or pressures to misappropriate assets or commit fraudulent financial
reporting, and (2) attitudes and rationalizations that justify such fraudulent actions,22 are relevant when identifying and assessing risks of misappropriation
of customer assets or intentional manipulation of the books and records to conceal misappropriation of customer assets or non-compliance with the financial
responsibility rules. Also, weaknesses in controls regarding safeguarding of
assets or stock records can result in opportunities for misappropriation of customer assets or non-compliance. In addition, the evaluation of misstatements
for indications of fraud or matters identified during the audit that might affect
the assessment of fraud risks in the audit of the financial statements also might
affect the assessment of fraud risks in the examination engagement.23
Paragraph 9.d. of the examination standard includes a requirement for the auditor to assess the risks associated with related parties, including related parties that are investment advisors or entities with which the broker or dealer has
a custodial or clearing relationship, that are relevant to compliance and controls over compliance. Given the nature of the transactions with related parties
that are investment advisors or entities with which the broker or dealer has a
custodial or clearing relationship, they are particularly relevant to the auditor's
consideration of the risks associated with related parties in the examination engagement and in considering both the broker's or dealer's assertions related to
Internal Control Over Compliance, as well as to the broker's or dealer's assertion
related to compliance with the net capital rule and the reserve requirements
rule.
Likewise, paragraph 9.j. of the examination standard includes a requirement
for the auditor to obtain an understanding of the nature and frequency of customer complaints that are relevant to compliance with the financial responsibility rules, which can provide evidence relevant to the assessment of fraud risks,
especially if there is a high incidence of customer complaints, thematic issues
in the complaints that indicate the potential for misappropriation of customer
assets, or specific allegations of fraud or misfeasance by the broker's or dealer's
customers.
Other paragraphs in the examination standard address the auditor's responsibilities for responding to fraud risks. For example, paragraph 22 of the examination standard retains an important requirement from the proposed examination standard for the auditor to perform compliance tests that are responsive

22
See paragraphs 65-66 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement, and paragraph 85 of AU sec. 316, Consideration of Fraud in a Financial Statement
Audit.
23
See paragraphs 19-22, 28-29 and Appendix C of Auditing Standard No. 14, Evaluating Audit
Results.
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to risks, including fraud risks. Also, paragraph 23 of the examination standard
retains from the proposal the requirement for the auditor to perform procedures
to obtain evidence about the existence of customer funds or securities held for
customers. This is an important responsibility in an audit of a broker or dealer
that has access to customer assets. It affects compliance with the net capital
rule and the reserve requirements rule, and it has the potential to result in contingent liability to the broker or dealer that requires recognition or disclosure
in the financial statements.
Because the examination standard requires the auditor to perform tests that
are responsive to fraud risks, the nature, timing, and extent of procedures to
obtain evidence about the existence of assets held for customers should be commensurate with the risk of misappropriation of customer assets. Determining the necessary procedures involves considering relevant risk factors, including, but not limited to, the amount of cash and securities held for customers
and the results of testing and evaluation of the relevant controls. Examples
of procedures that provide evidence about the existence of customer assets include (1) counting customer securities or observing and testing the broker's or
dealer's procedures for physical inspection and (2) confirming customer security positions directly with depositories and clearing organizations. Procedures
performed in the audit of the financial statements and the audit procedures
performed on supplemental information to test the existence of assets held for
customers also provide relevant evidence in the examination engagement.
The Board requested comment regarding whether specific requirements should
be added to either of the proposed attestation standards to further enhance protection of customer assets. One commenter stated that generally the attestation
standards are adequate to enhance protection of customer assets. Another commenter stated that the principles in the examination standard for performing
compliance tests are sufficiently clear.
One commenter recommended that the Board clarify the extent and timing of
procedures included as examples in paragraph 26 of the proposed examination standard regarding procedures that provide evidence about the existence
of customer assets. The examination standard requires the auditor to perform
procedures to obtain evidence of customer funds or securities held for customers,
but the standard does not prescribe specific procedures for the auditor to perform to obtain such evidence. The procedures included in the note to paragraph
23 of the examination standard are examples of procedures that the auditor
might perform to obtain such evidence. The necessary extent and timing of
those procedures depends on, among other things, the complexity of the operations of the broker's or dealer's business, the nature of carrying and clearing
arrangements, and the design and effectiveness of controls related to the existence assertion. As such, the examination standard has not been changed to
reflect this comment.
4. Testing Controls over Compliance (paragraphs 11–20 of Appendix 1)
SEC Rule 17a-5 requires the broker's or dealer's compliance report to include
an assertion regarding the effectiveness of Internal Control Over Compliance
during the most recent fiscal year and as of the end of the fiscal year.24 Accordingly, the examination standard requires the auditor to obtain evidence about
the design and operating effectiveness of relevant controls over compliance
throughout the fiscal year and as of the end of the fiscal year.
24
See paragraphs (d)(3)(i)(A)(2) and (3) of SEC Rule 17a-5, which requires the broker or dealer to
assert on the effectiveness of its Internal Control Over Compliance with the financial responsibility
rules throughout the fiscal year and as of the end of the most recent fiscal year.
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The examination standard requires the auditor to test those controls that
are important to the auditor's conclusion about whether the broker or dealer
maintained effective Internal Control Over Compliance for each financial
responsibility rule during the fiscal year and as of the end of the fiscal year.
The examination standard also requires the auditor to obtain evidence that
the controls over compliance selected for testing are designed effectively and
operated effectively during the fiscal year and as of the fiscal year end.25
As the broker's or dealer's assertion regarding Internal Control Over Compliance relates to each financial responsibility rule individually, the auditor should
obtain evidence about the effectiveness of the selected controls for each financial responsibility rule. However, when testing controls over compliance, the
auditor's objective is not to support an opinion about the effectiveness of each
individual control, rather, the objective is to form an opinion about whether the
broker's or dealer's assertions regarding Internal Control Over Compliance are
fairly stated, in all material respects. This allows the auditor to focus his or her
effort on the controls that are important to each of the financial responsibility
rules and to vary the level of evidence obtained regarding the effectiveness of
individual controls selected for testing based on the risk associated with the
individual control.
One commenter recommended that the examination standard include guidance
regarding the identification of controls important to the auditor's conclusion
about whether the broker or dealer maintained effective internal controls over
compliance for each financial responsibility rule. As the financial responsibility
rules outline the requirements necessary to be in compliance, the auditor can
identify the controls for testing by understanding the controls the broker or
dealer has implemented to assure compliance with the respective requirements.
Additionally, the examination standard identifies certain factors that affect
the risk associated with a control. One factor included in paragraph 13 is the
broker's or dealer's history of instances of non-compliance with the financial
responsibilities rules that the control is intended to prevent or detect. A recent
history of non-compliance generally indicates higher risk associated with the
control. Factors that affect the risk associated with a control include, but are
not limited to, those described in paragraph 13 of the examination standard.
Another factor included in paragraph 13 includes the extent of use of part-time
personnel. Some commenters stated that they did not agree that the use of
part-time personnel is a factor that affects the risk associated with a control.
Those commenters stated that this risk factor is incorporated in another risk
factor regarding the competence of the personnel who perform the control or
monitor its performance. One commenter stated that, in their opinion, it would
be more appropriate to evaluate the competence and objectivity of personnel
executing the controls and their knowledge of the financial responsibility rules.
In considering these comments, the Board took into account the SEC's June
2007 compliance alert,26 which noted that SEC examinations found that many
part-time financial and operational principals did not actually supervise or
create and maintain various books and records. In light of risks illustrated in
the SEC compliance alert, the use of part-time personnel has been retained
25
See paragraphs (d)(3)(i)(A)(2) and (3) of SEC Rule 17a-5, which requires the broker or dealer
to assert on the effectiveness of its Internal Control Over Compliance throughout the fiscal year and
as of the broker's or dealer's fiscal year end. See also paragraphs (d)(3)(i)(B) and (C) of SEC Rule 17a5, which require the broker or dealer to describe each material weakness in Internal Control Over
Compliance and any instance of non-compliance with the net capital rule or reserve requirements
rule.
26
See Compliance Alert, June 2007, available at http://www.sec.gov/about/offices/ocie/complialert
.htm.
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in the examination standard as a risk factor for the auditor to consider when
testing internal controls over compliance. The auditor's understanding of the
role and responsibilities of the part-time personnel is important to evaluating
the associated risks.
Paragraphs 14-18 of the examination standard provide requirements for the
auditor to test the design and operating effectiveness of the selected controls
over compliance. These requirements for testing design and operating effectiveness of controls over compliance are analogous to the requirements for testing
controls in Auditing Standard No. 13, The Auditor's Responses to the Risks of
Material Misstatement.
Under the examination standard, the auditor should obtain evidence about the
effectiveness of controls each year. Similar to testing controls in a financial
statement audit, the examination standard provides factors for the auditor to
take into account if the auditor plans to use evidence obtained in prior years in
determining the extent of testing in the current year.
One commenter recommended that paragraph 16 of the proposed examination
standard, which stated "[a]s the risk associated with the control being tested
increases, the evidence that the auditor should obtain also increases," be replaced with paragraph 18 of Auditing Standard No. 13, which states that [t]he
auditor should obtain more persuasive audit evidence. . . . " The suggested revision is consistent with the intent of the requirement, so it has been included
in paragraph 12 of the examination standard. This change will focus the auditor on the persuasiveness of audit evidence, rather than quantity, and avoid
unnecessary differences between the examination standard and the auditing
standards. Similar changes are reflected in paragraphs 22 and 24 of the examination standard.
Paragraphs 19 and 20 of the examination standard describe the auditor's use of
evidence obtained in past examination engagements and using tests of controls
that are modified during the year. One commenter suggested that as changes
to controls occur throughout the period, the examination standard should require the auditor to determine with management what types of changes could
materially affect control effectiveness. That commenter stated that the auditor
should then test and evaluate management's documentation of the changes to
controls and perform procedures to test the broker's or dealer's implementation
of that change. SEC Rule 17a-5 requires that the broker or dealer assert that its
controls were effective during the most recent fiscal year. As stated in the examination standard, to evaluate controls over compliance throughout the period,
the auditor should obtain evidence regarding the design effectiveness of the
selected controls before and after the change. Further, the examination standard also requires that, if a broker or dealer makes changes to its policies and
procedures or key personnel during the fiscal year, the auditor should obtain an
understanding of the reason for the change and obtain evidence regarding the
design and operating effectiveness of the superseded and new controls before
and after the change.
One commenter stated that the phrase within paragraph 20 of the proposed
examination standard which stated, "whether each control is operating as designed" might be confusing and recommended revising the paragraph to state
"each control selected for testing." The suggested revision is consistent with
the intent of the requirement, so it has been included in paragraph 16 of the
examination standard.
5. Performing Compliance Tests (paragraphs 21–24 of Appendix 1)
Paragraphs 21-24 set forth requirements for performing tests of compliance
with the net capital rule and reserve requirements rule.
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With respect to compliance tests, the auditor's objective is to form a conclusion
about whether the broker's or dealer's assertion regarding compliance with
the net capital rule and the reserve requirements rule is fairly stated, in all
material respects. To satisfy this objective, the examination standard requires
the auditor to perform procedures that are sufficient to support the auditor's
conclusions regarding whether the broker or dealer was in compliance with the
net capital rule and reserve requirements rule as of the end of its most recent
fiscal year.
The examination standard requires the auditor to perform specific procedures
on the schedules the broker or dealer used to determine compliance with the
net capital rule and the reserve requirements rule as of the end of its fiscal
year, including:
a. Evaluating whether the amounts in the schedule were determined in accordance with the net capital rule or reserve requirements rule, as applicable;
b. Testing the accuracy and completeness of the information in the
schedule;
c. Determining whether the broker or dealer maintained the required level of net capital in accordance with the net capital rule;
d. Determining whether the broker or dealer maintained a special
reserve bank account for the exclusive benefit of customers and
deposited funds in at least the required amount in accordance
with the reserve requirements rule;
e. Determining whether the information in the schedule was derived
from the books and records of the broker or dealer; and
f. Determining whether the broker or dealer made the notifications,
if any, required by the net capital rule and reserve requirements
rule as of the end of the most recent fiscal year.
Paragraph 21.e. of the examination standard requires the auditor to perform
procedures to determine whether the information used to assert compliance
with the net capital rule and the reserve requirements rule was derived from
the broker's or dealer's books and records. Proper coordination of these procedures with the audit of the financial statements and audit procedures performed
on supplemental information should allow the auditor to avoid redundancy in
the auditor's work and increase the effectiveness of the procedures performed.
For example, Auditing Standard No. 17, Auditing Supplemental Information
Accompanying Audited Financial Statements, includes a requirement for the
auditor to determine that the supplemental information reconciles to the underlying accounting and other records or to the financial statements themselves,
as applicable. Such supplemental information includes the supporting schedules that brokers or dealers are required to include in their financial reports
pursuant to SEC Rule 17a-5.27
To test compliance pursuant to paragraph 21, the auditor will need to design
his or her procedures to test the provisions of the net capital rule and reserve
requirements rule that have a bearing on the broker's or dealer's compliance
with that rule. For example, the current requirements in the net capital rule
generally include:
a. The requirement to maintain minimum net capital and tentative
net capital, as applicable, at all times.28
27
28

See paragraph (d)(2) of SEC Rule 17a-5.
See paragraph (a) of 17 C.F.R. § 240.15c3-1.
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b.

The requirement for certain brokers or dealers not to let a specified amount of certain accounts it carries exceed a specified
threshold for more than five business days.29
c. The requirement for brokers or dealers carrying accounts of listed
options specialists not to let the amount of certain deductions
required under Appendix A of the net capital rule to exceed a
specified threshold for more than three business days.30
d. The notification requirement relating to paragraph (c)(2)(x)(C) of
the net capital rule.31
e. The requirement for brokers or dealers carrying accounts of listed
options specialists to liquidate accounts when a liquidating deficit
exists which includes a notice requirement.32
f. The requirement that the total of outstanding principal amounts
of satisfactory subordination agreements cannot exceed 70% of
the broker's or dealer's debt-equity total for a period in excess of
90 days.33
g. The notification requirements relating to withdrawals of equity
capital.34
h. The limitations on withdrawal of equity capital.35
i. The requirements regarding temporary restrictions on net capital
withdrawals.36
Other provisions of the rule also may apply depending on the particular activities or elections of the broker or dealer. Auditors should look to the requirements
of the individual rules in order to test compliance.37
The requirements for testing compliance with the net capital rule and the reserve requirements rule should facilitate the coordination of the examination
engagement and the audit procedures performed on supplemental information.
The compliance procedures, if properly planned and performed, should provide
substantial evidence to satisfy the requirements of Auditing Standard No. 17.
As discussed earlier, in view of the amendments to SEC Rule 17a-5 adopted by
the Commission, the examination standard was revised to more closely align
the auditor's performance requirements with the scope of the compliance assertion in SEC Rule 17a-5. It is appropriate to include specific procedures the
auditor should perform on the schedules the broker or dealer used to determine
compliance with the net capital rule and the reserve requirements rule as of
the end of its fiscal year.
In addition to those procedures that the auditor would perform on the broker's or
dealer's schedules when planning and performing compliance tests, the auditor
should take into account the evidence obtained from procedures performed as
part of the audit of the financial statements and the audit procedures performed
29

See paragraph (a)(6)(v) of 17 C.F.R. § 240.15c3-1.
See paragraph (c)(2)(x)(C) of 17 C.F.R. § 240.15c3-1.
31
See paragraph (c)(2)(x)(C)(1) of 17 C.F.R. § 240.15c3-1.
32
See paragraph (c)(2)(x)(D) of 17 C.F.R. § 240.15c3-1.
33
See paragraph (d) of 17 C.F.R. § 240.15c3-1.
34
See paragraph (e)(1) of 17 C.F.R. § 240.15c3-1.
35
See paragraph (e)(2) of 17 C.F.R. § 240.15c3-1.
36
See paragraph (e)(3) of 17 C.F.R. § 240.15c3-1.
37
See paragraph 6.b. of the examination standard, which requires the auditor to obtain an understanding of the financial responsibility rules and other rules and regulations that are relevant to
the broker's or dealer's assertions.
30
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on supplemental information. For example, certain audit procedures performed
to test the valuation and classification of the broker's or dealer's investments
as of the end of the fiscal year may provide relevant evidence regarding the
broker's or dealer's compliance with the net capital rule. Further, when testing
the broker's or dealer's cash and cash equivalents, certain audit procedures may
provide evidence regarding the existence of special reserve bank accounts for
the exclusive benefit of customers, as well as evidence about the deposits to, and
withdrawals from, those bank accounts. Such evidence may be relevant to the
broker's or dealer's compliance with the reserve requirements rule. However, as
the objectives of the audit and the examination engagement are not the same,
the auditor must plan and perform the work to meet the objectives of both
engagements.
6. Evaluating the Results of the Examination Procedures (paragraphs 25–29 of
Appendix 1)
Paragraph 25 of the examination standard states that in forming an opinion
on whether the assertions made by the broker or dealer in the compliance
report are fairly stated, in all material respects, the auditor should evaluate
all evidence obtained, regardless of whether the evidence corroborates or contradicts the broker's or dealer's assertions. Paragraph 26 of the examination
standard provides that the auditor should evaluate: (1) identified instances of
non-compliance38 with the net capital rule and reserve requirements rule, to
determine whether any instances of non-compliance existed as of the end of the
most recent fiscal year; (2) identified instances in which the information used
to assert compliance with the net capital rule or the reserve requirements rule
was not derived from the broker's or dealer's books and records to determine
whether they are material, individually or in combination; and (3) identified
Deficiencies in Internal Control Over Compliance to determine whether the deficiencies, individually or in combination, are Material Weaknesses. Identified
instances of noncompliance might be an indication of a Deficiency in Internal
Control Over Compliance.
The auditor's evaluation of the materiality of instances in which the information
used to assert compliance with the net capital rule or the reserve requirements
rule was not derived from the broker's or dealer's books and records is based
on relevant quantitative and qualitative factors, including, in particular, the
importance of the information not derived from the books and records to the
broker's or dealer's compliance with the corresponding requirement in the net
capital rule or the reserve requirements rule. For example, when a broker or
dealer asserts that the information used to state whether it was in compliance
with the net capital rule was derived from its books and records, and the auditor
identifies an amount not derived from a broker's or dealer's books and records,
the broker or dealer may still be able to support its assertion that it maintained
the required net capital using information that was derived from the books and
records of the broker or dealer. However, such an instance might be an indication
of a Deficiency in Internal Control Over Compliance.
Paragraph 28 of the examination standard applies when the auditor has not
obtained sufficient appropriate evidence about an assertion or has substantial doubt about an assertion. Pursuant to paragraph 28, the auditor in those
38
In evaluating the results of compliance testing, an error in a broker's or dealer's computation
used to determine compliance with a provision of the net capital rule or reserve requirements rule is
not an instance of non-compliance if, after giving consideration to the effect of the error, the broker or
dealer still met the requirements of that provision, e.g., maintained at least the required minimum
level or net capital or at least the minimum level on deposit in the special reserve account. However,
such an instance might be an indication of a Deficiency in Internal Control Over Compliance that
requires evaluation pursuant to this standard.
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situations is required to perform additional procedures to address the matter.
Performing the examination with due professional care requires an auditor conducting an examination to take appropriate actions when becoming aware of
non-compliance or Material Weaknesses not included in the broker's or dealer's
assertions or when substantial doubt remains. This requirement is similar to
the requirement in paragraph 35 of Auditing Standard No. 14, which states
that if the auditor has not obtained sufficient appropriate audit evidence about
a relevant assertion or has substantial doubt about a relevant assertion, the
auditor should perform procedures to obtain further audit evidence to address
the matter.
7. Obtaining a Representation Letter (paragraphs 32–33 of Appendix 1)
The examination standard includes a requirement for the auditor to obtain
written representations from management of the broker or dealer. The failure
to obtain written representations from management, including management's
refusal to furnish them, constitutes a limitation on the scope of the examination
engagement. See Section I.D. of this appendix, "Reporting on the Examination
Engagement," for further discussion regarding scope limitations.
Overall, commenters were supportive of the requirement for the auditor to
obtain representations from management and stated that obtaining representations from management is a necessary part of the auditor's ability to support
the auditor's opinion. One commenter recommended that the auditor obtain a
written representation from the broker or dealer that acknowledges the broker's or dealer's responsibility for the assertions in the compliance report. This
recommendation has been incorporated into paragraph 32.b. of the examination
standard.
Commenters suggested additional representations that the auditor should obtain from management during an examination engagement, including representations regarding management's responsibility for compliance with the financial responsibility rules, that management has performed an evaluation of
compliance, that management did not use the auditor's procedures performed
during the audit of the financial statements or procedures performed on supplemental information as part of the basis for management's assertions and that
management has disclosed to the auditor all known instances of non-compliance
and fraud. While many of these additional representations might be appropriate based on the facts and circumstances of the examination engagement, the
examination standard was not modified to include them as they are either duplicative of management's assertions or not necessary to meet the requirements
of the standard. However, the examination standard does not preclude the auditor from obtaining additional representations from management in situations
in which the auditor believes additional representations are appropriate.

C. Communication Requirements (paragraphs 34–35
of Appendix 1)
The examination standard requires the auditor to communicate certain matters
to management and the audit committee. These requirements reflect changes
from the proposed communication requirements to conform to SEC Rule 17a-5.
In addition, rather than defining the term "audit committee," the examination
standard states that the term "audit committee" has the same definition as that
in Auditing Standard No. 16, Communication with Audit Committees.
One commenter stated that communication requirements in the proposed examination standard are sufficient. Another commenter requested that the
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Board clarify the meaning of "identified" as used in paragraph 36 of the proposed examination standard. That commenter questioned whether an "identified" instance of noncompliance referred to the moment the auditor becomes
aware of the its existence or only after the auditor concludes it represented a
significant deficiency. The language in the standard was retained as proposed.
In the context of the examination standard, the term "identified instance of
non-compliance" is meant to clarify that the communication requirement applies to instances of non-compliance identified by the auditor.39 A note has been
included to paragraph 35 of the examination standard reminding auditors of
their obligation to comply with the requirements of paragraph (h) of SEC Rule
17a-5.

D. Reporting on the Examination Engagement (paragraphs 36–38
of Appendix 1)
The examination standard requires the auditor to issue a single report that
expresses an opinion on whether the assertions made by a broker or dealer in
a compliance report are fairly stated, in all material respects, when expressing
an unqualified opinion. Paragraph 36 of the standard includes basic report
elements, while paragraph 37 includes an illustrative report.
The reporting requirements in the examination standard have been revised
to align with the compliance report that is required by SEC Rule 17a-5. This
includes reporting on the broker's or dealer's assertions regarding the effectiveness of Internal Control Over Compliance during and as of the end of the most
recent fiscal year, compliance with the net capital rule and the reserve requirements rule, and whether the information used to assert compliance with those
rules was derived from the broker's or dealer's books and records.
1. Legal Determinations, Discussion of Inherent Limitation of the Examination,
Discussion of Interpretations of Rules and Regulations, and Restrictions on the
Use of the Examination Report
One commenter stated that the report clearly communicates the auditor's responsibilities. Other commenters suggested that the examination standard
should address additional reporting matters, such as including a caveat about
legal determinations, discussion of inherent limitations of the examination, discussion of interpretations of rules and regulations, and restrictions on the use
of the examination report.
Legal Determinations
Some commenters stated that the auditor's examination report should be modified to include language indicating that the auditor's examination does not provide for a legal determination of a broker's or dealers compliance with financial
responsibility rules. When the auditor is engaged to perform an examination,
it is necessary for the auditor to read and make judgments regarding the application of the regulatory requirements, as applicable to the engagement. The
auditor's report issued pursuant to the examination standard does not provide
a legal determination, nor does it purport to provide a legal determination, of a
broker's or dealer's compliance with the net capital rule or the reserve requirements rule. However, such a report may be useful to legal counsel or others
in making such determinations. In the context of an examination, the auditor
expresses an opinion on whether the assertions made by a broker or dealer in
39

See also the discussion of the notification requirements in the SEC Release at 101-107.
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a compliance report are fairly stated, in all material respects. Accordingly, the
Board did not add the suggested language to the examination standard.
Inherent Limitations of the Examination
Some commenters stated that the examination report should be revised to include language discussing the inherent limitations of the examination, similar
to language contained in other PCAOB auditing standards. Those commenters
recommended including a statement similar to the statement contained in the
audit report on internal control over financial reporting, which states that because of inherent limitations, internal control over financial reporting may not
prevent or detect misstatements.40
The examination standard does not prescribe reporting language regarding the
inherent limitations of the examination. Such language might be confusing to
users who interpret such a statement as a limitation on the opinion expressed
in the auditor's examination report, rather than the nature of internal controls over compliance. Also, an inherent limitation statement about internal
control over financial reporting, which is management's responsibility and the
subject of the audit, is different from a limitation statement about the auditor's
examination itself.
Interpretations of Rules and Regulations
Several commenters stated that evaluating a broker's or dealer's compliance
with regulatory requirements may be based upon interpretations of regulations or rules established by the Commission and/or DEAs. Commenters recommended that the examination standard permit the inclusion of a statement
within the examination report stating the description and the source of interpretations made by the brokers and dealer's management. After considering
these comments, a footnote has been added to paragraph 36.h. of the examination standard. The statement in the footnote is consistent with the existing
requirements of paragraph .59 of AT sec. 601, Compliance Attestation, which allows the auditor to include a paragraph stating the description and the source of
interpretations made by the entity's management immediately after the scope
paragraph of the auditor's report. The following is an example of such a paragraph:
We have been informed that, under X Broker's interpretation of [identify the
compliance requirement, e.g. SEC Rule 15c3-1], [explain the source and nature
of the relevant interpretation].

One commenter recommended that the auditor's examination report should
include a statement that the assertions are the responsibility of the broker or
dealer. The examination standard does not include this language because the
first sentence in the auditor's examination report clarifies that the assertions
are the responsibility of the broker or dealer.
Restriction of Use of the Examination Report
The proposed examination standard did not include provisions for restricting
the use of the examination report to specified parties. Some commenters stated
that audit firms previously have often restricted the use of reports required by
SEC Rule 17a-5 to the board of directors, management, the Commission, and
other regulatory agencies that rely on SEC Rule 17a-5. Some commenters stated
that a restriction on the use of an auditor's examination or review report is
40
Paragraph 85.j. of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
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appropriate, given that general users of these reports may not have a sufficient
understanding of the subject matter to which they relate, such as the financial
responsibility rules.
SEC Rule 17a-5 specifies the required reports, assertions, and the compliance
requirements related to these engagements. The reports pursuant to this rule
are generally filed only with the Commission, the broker's or dealer's DEA,
and the Securities Investor Protection Corporation ("SIPC"). Accordingly, these
criteria are suitable and available for purposes of these engagements.
As the reporting criteria have been established by the Commission and those
reporting criteria are publicly available, including language restricting the auditor's examination report in the examination standard is unnecessary. As such,
no additional language is included in the examination standard.
2. Examination Report Date (Paragraph 38 of Appendix 1)
Under paragraph 38 of the examination standard, the auditor should date the
examination report no earlier than the date on which the auditor obtains sufficient appropriate evidence to support his or her opinion. Because of the coordination between the examination engagement, the audit of the financial
statements and the audit procedures performed on supplemental information,
the date of the examination report should not be earlier than the date of the
auditor's report on the financial statements and supplemental information. The
Board did not receive comments on the proposed dating of the report. As such,
these requirements are adopted as proposed.
3. Examination Report Modifications (Appendix C of Appendix 1)
The examination standard includes an appendix ("Appendix C") that builds on
existing concepts described in AT sec. 101 regarding report modifications and
adapts them as appropriate to the requirements of the examination engagement.
Under the examination standard, if one or more instances of non-compliance
with the net capital rule or the reserve requirements rule exist as of the end
of the most recent fiscal year, one or more Material Weaknesses in Internal
Control Over Compliance exist during or as of the end of the most recent fiscal
year, or the information used to assert compliance with the net capital rule or
the reserve requirements rule was not derived, in all material respects, from
the books and records of the broker or dealer, the auditor must express an adverse opinion directly on the subject matter of the respective assertions, rather
than on the assertions themselves, unless there is a restriction on the scope of
the examination engagement.41 For example, if the broker or dealer is not in
compliance with the net capital rule, the auditor's report would include an adverse opinion on compliance and would identify the instance of non-compliance
regardless of whether it was described in the broker's or dealer's compliance
report.
This requirement is different from AT sec. 101, which states that "[r]eservations
about the subject matter . . . can result in either a qualified or an adverse opinion, depending on the materiality of the departure from the criteria against
which the subject matter . . . was evaluated."42 Qualified opinions are not appropriate because any instance of non-compliance as of the end of the fiscal
41
The requirement to express an adverse opinion applies regardless of whether the instance of
non-compliance, material weakness, or other matters preventing an unqualified opinion were identified by management or the auditor.
42
See AT sec. 101.76.
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year, any Material Weakness in Internal Control Over Compliance during or
as of the end of the fiscal year, or any instance in which the information used to
assert compliance with the net capital rule and the reserve requirements rule
was not derived, in all material respects, from the broker's or dealer's books
and records, is by definition material and, as such, must result in an adverse
opinion.
The examination standard describes specific matters that the auditor should
include in the examination report when expressing an adverse opinion. For
example, when expressing an adverse opinion because one or more Material
Weaknesses exist, the auditor's examination report must include a statement
that one or more Material Weaknesses have been identified and an identification of the description of the Material Weaknesses in the compliance report.
The requirement to express an adverse opinion applies only to the subject matter for the respective assertion. It does not require an adverse opinion on the
subject matter of all assertions in every instance. For example, if a Material
Weakness was identified during the year but not at year end, and there were
no instances of non-compliance or instances in which the information used to
assert compliance with the net capital rule and the reserve requirements rule
was not derived, in all material respects, from the broker's or dealer's books and
records, the examination report should include an adverse opinion on Internal
Control Over Compliance during the year and an unqualified opinion on the
other three assertions.
Several commenters recommended that the examination standard include examples of modified examination reports. Appendix C to the examination standard describes examination report modifications. Additional report examples
may be considered, if guidance is issued in the future.
Further, paragraph C6 of the examination standard states that, when the auditor plans to disclaim an opinion and the limited procedures performed by the
auditor caused the auditor to make certain conclusions, the auditor's report
also must include the matters described in paragraph C3 of the examination
standard. Those conclusions include that: (1) one or more instances of noncompliance with the net capital rule or the reserve requirements rule existed
as of the end of the fiscal year, (2) one or more Material Weaknesses existed
during or as of the end of the most recent fiscal year, or (3) the information
used to assert compliance with the net capital rule or the reserve requirements
rule was not derived, in all material respects, from the books and records of the
broker or dealer.
The examination standard states that the auditor may issue a report disclaiming an opinion on the assertions made by a broker or dealer in a compliance
report as soon as the auditor concludes that a scope limitation will prevent the
auditor from obtaining the reasonable assurance necessary to express an opinion. The auditor is not required to perform any additional work before issuing a
disclaimer when the auditor concludes that he or she will not be able to obtain
sufficient evidence to express an opinion.
In addition, unlike AT sec. 101, if the auditor concludes that he or she cannot
express an opinion because there has been a limitation on the scope of the examination engagement, under the examination standard, the auditor should
communicate on a timely basis, in writing, to management and the audit committee that the examination engagement cannot be satisfactorily completed.
Some commenters stated that when the auditor expresses an adverse opinion,
the auditor should report directly on the subject matter for all assertions, rather
than the respective assertion necessitating the adverse opinion. As discussed,
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the examination standard aligns with the requirements of SEC Rule 17a-5,
which requires the auditor to report on the respective management assertion.
Under the examination standard, if the broker's or dealer's compliance report
contains other information in addition to the statements and descriptions, if
applicable, required by SEC Rule 17a-5,43 the auditor should disclaim an opinion on the other information. For example, if the broker's or dealer's compliance
report states that an identified Material Weakness no longer exists because controls have been implemented after the end of the fiscal year that address the
Material Weakness, the auditor should disclaim an opinion on this information.
One commenter recommended that the examination standard address instances when there is a misstatement of fact in management's assertion, particularly when management's assertion is improperly presented. SEC Rule 17a-5
establishes the assertions brokers and dealers are required to make regarding compliance with the financial responsibility rules. The auditor's responsibility is to express an opinion on management's assertions. SEC Rule 17a-5
specifically describes the content of the statements to be made by the broker
or dealer.44 Further, a misstatement of fact by the broker or dealer in its assertion would likely result in an adverse opinion on one or more of the broker's or
dealer's assertions. As the examination standard provides requirements relating to adverse opinions, no further changes were made based on this comment.
Furthermore, as stated in the proposing release, if the auditor believes that
additional information in the compliance report contains a material misstatement of fact, the auditor should discuss the matter with management of the
broker or dealer. If, after discussing the matter with management, the auditor concludes that a material misstatement of fact remains, the auditor should
notify management and the audit committee of the auditor's views concerning
the information.

E. Appendix B. Considerations for Brokers and Dealers with Multiple
Divisions or Branches
When a broker or dealer conducts its operations through multiple divisions and
branch offices, the examination standard includes, in Appendix B, a requirement for the auditor to determine the extent to which examination procedures
should be performed at selected divisions or branches to obtain sufficient appropriate evidence to support the conclusions expressed in the auditor's examination report. This includes determining the divisions or branches at which
to perform examination procedures, as well as the nature, timing, and extent
of the procedures to be performed at those individual divisions or branches.
The same requirements were included in the body of the proposed examination
standard.
One commenter recommended certain additional factors that should be taken
into account when determining the extent of the examination procedures to
be performed at divisions or branches, including judgments about materiality
of the division or branch and the similarity of operations over compliance for
different divisions or branches. These factors were considered during the development of the examination standard. The requirement in the examination
standard for the auditor to take into account the degree to which the financial responsibility rules relate to activities at the division or branch level is
broader than judgments based solely on the materiality of a specific division.
43
44

See paragraphs (d)(3) and (g)(2) of SEC Rule 17a-5.
See paragraph (d)(3) of SEC Rule 17a-5.
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Adding another factor regarding materiality within paragraph 13 of the examination standard might limit an auditor's consideration of the procedures to
be performed to only quantitative factors rather than risks related to noncompliance. As such, this factor has not been included in the examination
standard.
One commenter recommended including the similarity of operations over compliance for different divisions or branches as a factor within the examination
standard. Similar to the discussion in the preceding paragraph, the requirement in the examination standard for the auditor to take into account the degree
to which the financial responsibility rules relate to activities at the division or
branch level includes considerations regarding the similarity of operations over
compliance for different divisions or branches. Including this factor within paragraph 13 of the examination standard might limit the auditor's consideration
of the procedures to be performed to identified differences between different
divisions or branches, rather than assessing the risk that different divisions
or branches with similar operations over compliance might have instances of
non-compliance.

F. Other Comments
1. Use of the Work of Other Auditors
Some commenters stated that situations could exist in which the auditor that
is engaged to perform an examination engagement might use the work of other
auditors. Those commenters stated that the examination standard should include a reference to AU sec. 543, Part of Audit Performed by Other Independent
Auditors. Other commenters stated that references to the Board's auditing standards were inappropriate within the attestation standards. By its terms, AU
sec. 543 applies when one auditor uses the work and reports of another auditor
of the financial statements of a component. As this situation does not apply to
a compliance examination engagement, the standard does not refer to AU sec.
543. Nonetheless, auditors can use the work of other auditors if such work is
performed under their supervision.
2. Interaction with an Audit of Internal Control Over Financial Reporting
Some commenters stated that additional guidance relating to the relationship
between internal control over financial reporting and Internal Control Over
Compliance would be beneficial. Those commenters stated that while SEC Proposed Rule 17a-5 is clear that the attestation reports do not extend to internal
control over financial reporting, there may be certain controls over financial
reporting that could overlap with Internal Control Over Compliance with the
financial responsibility rules.
Several commenters stated that the Board should coordinate with the SEC to
provide further guidance regarding the relationship between the evaluation of
Deficiencies in Internal Control Over Compliance and the evaluation of Material Weaknesses and significant deficiencies in internal control over financial
reporting. The SEC Release contains relevant discussion regarding the interaction between Internal Control Over Compliance and internal control over
financial reporting.45
45
See the SEC Release at 38, which notes, among other things, that internal control over financial
reporting is focused on the reliability of financial reporting and preparation of financial statements in
accordance with generally accepted accounting principles, whereas the compliance report should focus
on oversight of net capital, custody arrangements, and protection of customer assets, and, therefore
should be focused on compliance with the financial responsibility rules.

REL 2013-007

3664

Select PCAOB Releases

II. Attestation Standard No. 2, Review Engagements
Regarding Exemption Reports of Brokers and Dealers
As previously described, the review standard has been designed specifically for
an auditor's review of statements made by a broker or dealer in an exemption
report required by the Commission's amendments to SEC Rule 17a-5.
Briefly, certain brokers and dealers claim exemption from the Commission's requirements contained in SEC Rule 15c3-3, the SEC rule relating to the custody
of customer funds, pursuant to exemption provisions contained in paragraph
(k) of SEC Rule 15c3-3 (the "exemption provisions"). In the exemption report,
the broker or dealer identifies (i) the exemption provision of paragraph (k) of
SEC Rule 15c3-3 under which the broker or dealer claimed exemption from the
SEC's custody requirements (the "identified exemption provisions"), and (ii)
states that the broker or dealer met the exemption provisions throughout the
most recent fiscal year without exception or, if applicable, states that exceptions
to the identified exemption provisions were identified, including a description of
any such exceptions and the approximate date on which the exception existed.
SEC Rule 17a-5 requires the broker or dealer to engage an independent public
accountant registered with the PCAOB to review, and independently report on,
the statements in the broker's or dealer's exemption report.
Because brokers and dealers claiming an exemption from SEC Rule 15c3-3 requirements under paragraph (k) of that rule might have access to customer
funds, a review engagement focusing on the identification of exceptions to the
exemption provisions claimed by brokers and dealers is important to the protection of investors. Notably, a recent PCAOB report on the progress of its
interim inspection program of broker and dealer audits noted that in a significant number of audits of brokers and dealers that claimed an exemption from
SEC Rule 15c3-3, auditors did not perform sufficient procedures to ascertain
that the broker or dealer complied with the conditions of the exemption.46 The
review standard includes specific procedures for auditors performing compliance reviews of a broker's or dealer's assertions in an exemption report with an
emphasis on coordination with the auditor's work on the financial statement
audit and the audit procedures performed relating to supplemental information. This approach should enhance overall audit effectiveness and also help
avoid unnecessary duplication of work.
The following discussion provides background regarding the review standard,
including significant comments received on the proposed review standard and
changes made to the standard.

A. Overview of SEC Rule 17a-5 and Related Changes
As amended by the Commission, SEC Rule 17a-5 includes modifications from
the SEC's proposed amendments, including a number of changes that focus the
auditor more directly on the exemption provisions claimed by the broker or
dealer and the identification of any exceptions. These modifications resulted in
corresponding changes to the review standard. Principally, the changes involve:

•

The introduction of certain terms, including "exemption provisions," and "exceptions;"

•

Changes to the broker's or dealer's assertions, as set forth in SEC
Rule 17a-5, to include more detailed information regarding the

46
See Second Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers, PCAOB Release No. 2013-006 (August 19, 2013), at 9.
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exemption provision claimed asserted by the broker or dealer and
any exceptions identified; and

•

Changes to the auditor's reporting requirements, and the example
report, including requirements for auditors to modify their reports
in situations in which the broker or dealer fails to disclose an
exception in the exemption report.

As noted above, the review standard was designed specifically to implement
the auditor's requirements in SEC Rule 17a-5. The review standard establishes
requirements that apply when an auditor is engaged to perform an exemption
review of the statements made by a broker or dealer in an exemption report
prepared pursuant to SEC Rule 17a-5.
Paragraph 2 states that SEC Rule 17a-5 requires a broker's or dealer's exemption report to contain the following statements47 by the broker or dealer:
a. A statement that identifies the exemption provisions under which
the broker or dealer claimed an exemption from SEC Rule 15c3-3;
b. A statement that the broker or dealer (1) met the identified exemption provisions throughout the most recent fiscal year without
exception or (2) met the identified exemption provisions throughout the most recent fiscal year except as described in the exemption report; and
c. If applicable, a statement that identifies each exception during
the most recent fiscal year in meeting the identified exemption
provisions (an "exception") and that briefly describes the nature of
each exception and the approximate dates on which the exception
existed.
The changes reflected in SEC Rule 17a-5 to include exceptions to the exemption
provisions in the exemption report did not result in significant changes to the
procedural requirements in the proposed review standard. The review standard, similar to the proposed review standard, requires the auditor to state a
conclusion regarding whether, based upon the results of the review procedures,
the auditor is aware of any material modifications that should be made to the
broker's or dealer's assertions for the assertions to be fairly stated, in all material respects.48 To state such a conclusion, the auditor must plan and perform
the review engagement to obtain appropriate evidence that is sufficient to obtain moderate assurance about whether one or more conditions exist that would
cause one or more of the broker's or dealer's assertions not to be fairly stated,
in all material respects.
1. Moderate Assurance
The requirement that the auditor obtain moderate assurance49 to support his
or her opinion has not been changed from the Board's proposal. The approach
taken in the review standard is in contrast to the examination standard, in
which the auditor obtains reasonable assurance to support his or her opinion
47

See paragraph (d)(4) of SEC Rule 17a-5.
The review standard largely carries forward the requirement from prior SEC Rule 17a-5 that
the independent public accountant engaged by the broker or dealer "must ascertain that the conditions
of the exemption were being complied with as of the examination date and that no facts came to the
independent public accountant's attention to indicate that the exemption had not been complied with
during the period since the last examination." See the SEC Release at 72.
49
Obtaining moderate assurance in a review engagement is consistent with both existing PCAOB
standards and the SEC Release. AT sec. 101.55 describes a review as an attest engagement designed
to provide a moderate level of assurance. See the SEC Release at 88, which states that a "moderate
level of assurance [is] contemplated by the required review."
48
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on the broker's or dealer's assertions. In the review engagement contemplated
by the review standard, the auditor must obtain moderate assurance regarding
the broker's or dealer's assertions.
Review engagements typically involve the performance of inquiries and analytical procedures,50 and the auditor's conclusions typically are expressed in the
report in the form of negative assurance.51
The proposing release noted that, in a review engagement covered by the proposed review standard, analytical procedures are not feasible for evaluating
compliance with the exemption conditions, as the conditions are based on activities of the broker or dealer rather than on financial statement amounts.
Thus, the review standard establishes specific procedural requirements that
are commensurate with the responsibility to obtain moderate assurance. This
approach is consistent with AT sec 101.55-.56 which states that " . . . there
will be circumstances in which inquiry and analytical procedures . . . cannot
be performed . . . In [this] circumstance, the practitioner should perform other
procedures that he or she believes can provide him or her with a level of assurance equivalent to that which inquiries and analytical procedures would have
provided."
Commenters generally stated that the requirements in the review standard
were appropriate for obtaining moderate assurance. Further, some commenters
stated that the term "moderate assurance" as used in the review standard
is consistent with how the term "moderate assurance" is presently used in
practice and with how auditors are currently performing engagements to obtain
moderate assurance.
One commenter stated that the review standard could clarify that the auditor
plans and performs the review engagement in the context of obtaining a moderate level of assurance. In considering this comment, the Board noted that
the objective of the review standard states " . . . the auditor must plan and
perform the review engagement to obtain appropriate evidence that is sufficient to obtain moderate assurance. . . . " As such, additional clarification is not
necessary.
One commenter stated that an "agreed-upon procedures" engagement would be
more appropriate than a review engagement for a broker's or dealer's assertion
that it is exempt from SEC Rule 15c3-3. SEC Rule 17a-5 requires a broker or
dealer that claimed exemption from the requirements of SEC Rule 15c3-3 to file
a report from their independent public accountants that includes the results of
a review of the broker's or dealer's assertions. As adopted, the review standard
establishes requirements that are designed specifically to provide auditors with
a standard for performing the review required by SEC Rule 17a-5.

B. Performing the Review Engagement (Paragraphs 5–14
of Appendix 2)
1. General Requirements (paragraphs 5–6 of Appendix 2)
Paragraphs 5 and 6 of the review standard set forth general requirements for an
auditor performing the review standard. The Board did not receive significant
50
AT sec. 101.55 states that "[i]n an attest engagement designed to provide a moderate level
of assurance (referred to as a review), the objective is to accumulate sufficient evidence to restrict
attestation risk to a moderate level. To accomplish this, the types of procedures performed generally
are limited to inquiries and analytical procedures (rather than also including search and verification
procedures)."
51
See AT sec. 101.68.
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comments on the general requirements of the proposed review standard. As
such, the general requirements are being adopted largely as proposed.
Paragraph 5 of the review standard requires that an auditor performing a review engagement have adequate technical proficiency in attestation engagements, obtain an understanding of the exemption conditions and other rules
and regulations that are relevant to the broker's or dealer's assertion, determine the auditor's compliance with independence and ethics requirements,52
and exercise due professional care.
The proposed review standard included a footnote which stated that "due professional care" referred to in that paragraph was the same term in paragraph
.40 of AT sec. 101. One commenter stated that while they did not disagree with
the meaning of "due professional care," they believe that referencing AT sec. 101
from the review standard may be confusing, especially as AT sec. 101 would not
be applicable to engagements in which the review standard is applicable. In response, a note has been added to state that due professional care imposes a
responsibility on each engagement team member to comply with the review
standard and that the exercise of due professional care requires critical review
at every level of supervision of the work done and the judgment exercised by
those assisting in the engagement, including the preparation of the report. A
footnote to that note states that the auditor's responsibility to exercise due professional care is consistent with the description in paragraphs .40-.41 of AT sec.
101.
With respect to documentation, the review engagement is subject to the requirements of Auditing Standard No. 3, which applies to engagements conducted
pursuant to the standards of the PCAOB. Auditing Standard No. 3 states that
as audit documentation is the written record that provides the support for the
representations in the auditor's report, it should demonstrate that the engagement complied with the standards of the PCAOB.53 A note has been added to
paragraph 5 of the review standard to remind auditors of their responsibility
to comply with Auditing Standard No. 3.
2. Review Procedures (Paragraphs 8-10 of Appendix 2)
The review standard requires the auditor to perform procedures consistent
with a review engagement; however, the procedures have been tailored for the
exemption report required by SEC Rule 17a-5.
Nature, Timing, and Extent of Procedures (Paragraph 9 of Appendix 2)
Under the proposed review standard, the nature, timing, and extent of the review procedures were dependent on certain risk factors and evidence about the
broker's or dealer's compliance with the exemption conditions or about the effectiveness of controls over the exemption conditions obtained from the audit of
the financial statements and the audit procedures performed on supplemental
information. For example, one risk factor is potential non-compliance associated
with related parties. Risks associated with related parties that are investment
advisors or with which the broker or dealer has a custodial or clearing relationship may be especially relevant to the exemption provisions.
Evidence about the broker's or dealer's compliance with the exemption provisions or about the effectiveness of controls over the exemption provisions
52
Determining the auditor's compliance with independence and ethics requirements includes
determining whether the auditor complied with relevant requirements of the PCAOB and the SEC.
Paragraph (f)(1) of SEC Rule 17a-5 requires the auditor to be independent in accordance with 17
C.F.R. § 210.2-01.
53
See paragraph 4 of Auditing Standard No. 3.
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obtained from the audit of the financial statements and the audit procedures
performed on supplemental information also affect the nature, timing, and extent of the necessary inquiries and other review procedures. For example, if
the broker or dealer claims an exemption under Rule 15c3-3(k)(1), the auditor,
among other things, needs to obtain evidence that the broker's or dealer's transactions are limited to those in redeemable securities of investment companies
or of interests or participations in an insurance company separate account.54
Audit procedures regarding the broker's or dealer's investment inventory or
investment transactions related to the broker's or dealer's trading for its own
account, including confirmation of investment inventory with the custodian and
testing investment transactions, can provide evidence relevant to the broker's
or dealer's compliance with these exemption conditions.
As another example, if the broker or dealer claims exemption under section
(k)(1) of Rule 15c3-3, the auditor needs to obtain evidence about whether the
broker or dealer promptly transmits all funds and delivers all securities received in connection with his activities as a broker or dealer, and does not otherwise hold funds or securities for, or owe money or securities to, customers.55
Audit procedures regarding customer trade and transaction activities can provide evidence relevant to these exemption provisions.
Other procedures performed during the audit that are relevant to the broker's
or dealer's compliance with the exemption provisions include testing of specially
designated cash accounts and reading clearing agreements between the broker
or dealer and clearing brokers and dealers in connection with testing trade fee
or commission revenues and expenses.56
One commenter recommended incorporating the discussion in the proposing
release relating to the risk of fraud into the review standard to provide further
guidance. The proposing release stated that in considering the risk of fraud
relevant to the exemption conditions, the auditor also considers whether the
broker or dealer has misrepresented its activities, for example, the broker or
dealer claims to be operating as a non-carrying broker or dealer but, based
on other evidence appears to hold customer funds or securities. The Board
54
Paragraph (k)(1) of SEC Rule 15c3-3, states that "the provisions of [Rule 15c3-3] shall not be
applicable to a broker or dealer meeting all of the following conditions:

(i) His dealer transactions (as principal for his own account) are limited to the purchase, sale,
and redemption of redeemable securities of registered investment companies or of interests
or participations in an insurance company separate account, whether or not registered as an
investment company; except that a broker or dealer transacting business as a sole proprietor
may also effect occasional transactions in other securities for his own account with or through
another registered broker or dealer;
(ii) His transactions as broker (agent) are limited to: (a) The sale and redemption of redeemable
securities of registered investment companies or of interests or participations in an insurance
company separate account, whether or not registered as an investment company; (b) the solicitation of share accounts for savings and loan associations insured by an instrumentality of
the United States; and (c) the sale of securities for the account of a customer to obtain funds
for immediate reinvestment in redeemable securities of registered investment companies; and
(iii) He promptly transmits all funds and delivers all securities received in connection with his
activities as a broker or dealer, and does not otherwise hold funds or securities for, or owe
money or securities to, customers.
(iv) Notwithstanding the foregoing, this section shall not apply to any insurance company which is
a registered broker [or] dealer, and which otherwise meets all of the conditions in paragraphs
(k)(1) (i), (ii), and (iii) of this section, solely by reason of its participation in transactions that are
a part of the business of insurance, including the purchasing, selling, or holding of securities
for or on behalf of such company's general and separate accounts."
55

See paragraph (k)(1)(iii) of SEC Rule 15c3-3.
Refer to Section I.B.2., "Relationship Between the Examination Engagement and the Audit
of the Financial Statements and Audit Procedures Performed on Supplemental Information," of this
Appendix for further discussion.
56

REL 2013-007

Standards for Attestation Engagements

3669

considered this comment and determined, as it has done in other projects, to
include performance requirements in the standard and to provide additional
discussion and examples in an appendix to the release. Therefore, the release
discussion regarding the risk of fraud has not been incorporated into the review
standard. The request for guidance regarding the risk of fraud may be taken
into account if additional guidance is issued.
The Board did not receive extensive comment on these requirements. Two commenters stated that the factors are appropriate. In general, these requirements
are being adopted substantially as proposed.
Review Procedures (Paragraph 10 of Appendix 2)
Paragraph 10 of the review standard sets forth the required procedures for the
review engagement. Specifically, the procedures required by the standard are
consistent with a review engagement, including making inquiries of management and relevant personnel of the broker or dealer; reading relevant reports
from internal auditors or regulatory correspondence; evaluating evidence from
the audit of the financial statements and the audit procedures performed on
supplemental information; and performing additional procedures for identified
exceptions.
While the review standard requires the auditor to perform procedures consistent with a review engagement, the procedures in the standard have been modified in a number of ways to reflect changes made to SEC Rule 17a-5, including
to reflect terms used in SEC Rule 17a-5. The following discussion highlights
some of the key aspects of, comments on, and changes made to, the required
review procedures.
Commenters generally supported the requirements as proposed. However, one
commenter stated the proposed review standard does not clearly describe the
procedures or the extent of evidence necessary to obtain moderate assurance.
Another commenter stated that the language in paragraph 10.h. of the proposed
review standard, "perform other procedures as necessary in the circumstances
to obtain moderate assurance," is an overly broad requirement.
As previously discussed, obtaining moderate assurance in a review engagement is consistent with both existing PCAOB standards and the SEC Release.
AT sec. 101.55 describes a review as an attest engagement designed to provide a moderate level of assurance. The SEC Release states that a "moderate
level of assurance [is] contemplated by the required review."57 The procedures
required by the review standard have been designed to assist the auditor in obtaining moderate assurance in a review engagement. These procedures largely
focus on making inquiries and reading information relevant to the broker's or
dealer's assertions. In the Board's view, such procedures are consistent with AT
sec. 101.56, given that analytical procedures would not provide relevant evidence in light of the broker's or dealer's assertions required by SEC Rule 17a-5.
For example, paragraph 10.g. of the review standard states that in performing
the review engagement, the auditor should evaluate whether the evidence obtained and the results of the procedures performed in the audit of the financial
statements and the audit procedures performed on supplemental information
corroborate or contradict information in the broker's or dealer's assertions. Further, paragraph 10.h. of the review standard has been revised to state that in
performing the review engagement, the auditor should perform other procedures as necessary in the circumstances to obtain moderate assurance regarding whether a material modification should be made to the broker's or dealer's
assertions for the assertions to be fairly stated, in all material respects.
57

See the SEC Release at 88.
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One commenter stated that, while the review procedures and the matters affecting their nature, timing, and extent are, for the most part, appropriate for
an engagement to obtain a moderate level of assurance, they did have certain
specific recommendations, including clarifying the note in paragraph 10.g. of
the review standard to explicitly indicate that the examples of procedures are
those that may be performed during the audit of the financial statements. The
Board considered this comment and agrees that such a revision would clarify
that the note is referring to examples of procedures performed during the audit
of the financial statements that might provide relevant evidence to the review
engagement. As such, the note to paragraph 10.g. of the review standard has
been revised.
In addition, if the broker or dealer has sent to or received correspondence from
the SEC or the broker's or dealer's DEA that is relevant to compliance with
the exemption conditions, the review standard includes a requirement for the
auditor to read such correspondence and, when necessary in the circumstances,
make inquiries of the regulatory agencies. These procedures can provide the
auditor with relevant information about a broker's or dealer's compliance with
the exemption provisions. Under the circumstances when a need arises to make
inquiries of the regulatory agencies, the Board acknowledges that auditors may
need authorization from the broker or dealer before contacting the regulatory
authority.
One commenter suggested that the Board provide guidance related to the interaction between auditors and a company's regulatory examiners consistent
with the AICPA Audit and Accounting Guide for Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, Finance Companies
and Mortgage Companies. The guidance in that publication is specific to the
interaction between the auditor and federal bank examiners, and might differ
from the DEAs of the broker or dealer. As such, additional requirements in this
area have not been included in the review standard.
3. Evaluating the Results of the Review Procedures (paragraphs 11–12 of Appendix 2)
Under paragraph 11 of the review standard, the auditor should evaluate
whether information has come to the auditor's attention that cause one or more
of the broker's or dealer's assertions not to be fairly stated, in all material respects. For example, a broker's or dealer's failure to disclose an exception in
the exemption report would cause the assertion not to be fairly stated, in all
material respects, which would require modification of the review report. This
paragraph has been modified to align with the amendments to SEC Rule 17a-5.
Additionally, the proposed standard required the auditor to perform additional
procedures if information came to the auditor's attention that indicated that one
or more instances of non-compliance might exist that might cause the broker's
or dealer's assertion not to be fairly stated or if the auditor had substantial
doubt about the assertion. The review standard has been revised to align with
the requirements in SEC Rule 17a-5.
One commenter requested clarification of the relationship between paragraphs
10.h. and 12 of the review standard. Those two requirements address different
situations, as discussed below.
As previously noted, paragraph 10.h. of the review standard requires auditors to
perform other procedures as necessary in the circumstances to obtain moderate
assurance. This applies when the auditor determines the nature, timing, and
extent of review procedures to be performed, such as in planning the review.
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Paragraph 12 of the review standard applies when information comes to the auditor's attention during the engagement indicating that the broker's or dealer's
assertions might not be fairly stated or if the auditor has substantial doubt
about the assertion. Pursuant to paragraph 12, the auditor in those situations
is required to perform additional procedures to address the matter. Performing
the review with due professional care requires an auditor conducting a review to
take appropriate actions when becoming aware of exceptions to the exemption
provisions not included in the broker's or dealer's assertion or when substantial doubt remains. The phrase "substantial doubt" has the same meaning as
the phrase "substantial doubt" in paragraph 35 of Auditing Standard No. 14,
which states that if the auditor has not obtained sufficient appropriate audit
evidence about a relevant assertion or has substantial doubt about a relevant
assertion, the auditor should perform procedures to obtain further audit evidence to address the matter. In the context of a review engagement, these
additional procedures could include, but are not limited to, making additional
inquiries, reading documents, or performing search and verification procedures,
as necessary.58
One commenter recommended incorporating the examples in the preceding
paragraph, e.g., making additional inquiries, reading documents, or performing
search and verification procedures, as necessary, and the discussion in AT sec.
101.56, into the review standard. That discussion and the examples have not
been included in the review standard as they are provided to illustrate the nature of procedures that might be appropriate in such circumstances. Including
these as examples in the review standard might limit auditors' consideration
of additional procedures to only these procedures, when other procedures, not
discussed in this release, might be appropriate.
4. Obtaining a Representation Letter (paragraphs 13–14 of Appendix 2)
The review standard includes a requirement for the auditor to obtain written
representations from management of the broker or dealer that relate to the
review engagement. The purpose of such representations is to provide the auditor with necessary information for, and context regarding, the engagement.
The auditor should not rely inappropriately on management's representations.
The review standard also provides that the failure to obtain written representations from management, including management's refusal to furnish them,
constitutes a limitation on the scope of the review engagement. If a limitation
on the scope of the review engagement exists, the auditor should withdraw from
the engagement or should modify the review report.59 Additionally, the review
standard also includes a list of written representations that the auditor should
obtain from management.
Commenters stated that obtaining representations from management is a necessary part of the auditor's ability to express an opinion. One commenter recommended that the list of required written representations include a representation from management that acknowledges its responsibility for the assertions
in the exemption report. The suggested additional representation has been included in the review standard.
Further, in the review standard, several of the representations were updated
to align with the language in SEC Rule 17a-5.

58
59

See, e.g., AT sec. 101.56.
See paragraph 20 of the review standard for auditor requirements when a scope limitation

exists.
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C. Communication Requirements (paragraph 15 of Appendix 2)
The review standard requires the auditor to communicate to management and
to the audit committee any exceptions to the exemption provisions identified
by the auditor or information that causes the broker's or dealer's assertions
about its exemption provisions not to be fairly stated, in all material respects.
In addition, rather than defining the term audit committee, the review standard states that the term "audit committee" has the same definition as that in
Auditing Standard No. 16.
The Board did not receive significant comments on the communication requirements included in the proposed review standard. However, the communication
requirements in the standard have been modified to align closely with SEC Rule
17a-5. Additionally, a note has been added to paragraph 15 of the review standard reminding auditors of their obligation to comply with the requirements of
paragraph (h) of SEC Rule 17a-5.60

D. Reporting on the Review Engagement (paragraphs 16–18
of Appendix 2)
The review standard includes requirements for the auditor's review report to
include certain elements that are important for a reader of the review report to
understand regarding the auditor's responsibilities. This includes a statement
that the review was conducted in accordance with the standards of the PCAOB
and, accordingly, includes inquiries and other required procedures to obtain evidence about the broker's or dealer's compliance with the exemption provisions.
These are largely the same elements as in the proposed standard.
The review standard includes an example of the auditor's standard review report when the broker or dealer asserted that it met the identified exemption
provisions throughout the most recent fiscal year without exception and an example of the auditor's standard review report when the broker or dealer includes
exceptions to the exemption provisions in the exemption report. A change was
made to the review results paragraph in the example review report to align the
reporting language more closely to the corresponding reporting element, which
was not modified from the proposed review standard.
Some commenters stated concerns similar to those for the examination report
regarding the use of the review report as a legal determination, interpretation
of rules and regulations, restrictions on use of the review report, and limitations
of an engagement to obtain moderate assurance. When the auditor is engaged
to perform a review engagement, it is necessary for the auditor to read and
make judgments regarding the application of regulatory requirements, as applicable to the engagement. The review report issued pursuant to the review
standard does not provide a legal determination, nor does it purport to provide
a legal determination, of a broker's or dealer's compliance exemption provision.
However, such a report may be useful to legal counsel or others in making such
determinations.

E. Modifications of the Report (paragraphs 19–20 of Appendix 2)
The review standard requires that if one or more of the broker's or dealer's
assertions are not fairly stated, in all material respects, the auditor must modify
the review report to describe the reasons why the assertions are not fairly
60

See also the discussion of the notification requirements in the SEC Release at 101-107.
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stated, in all material respects. If the broker's or dealer's assertion is not fairly
stated because of one of more omitted exceptions, the auditor's review report
should disclose each omitted exception.
Paragraph 20 of the review standard sets forth circumstances involving scope
limitations. Under the review standard, if the auditor cannot perform the procedures required by the review standard or other procedures that the auditor
deems necessary in the circumstances, the review is incomplete because of the
scope limitation. An incomplete review is not a sufficient basis for stating a
conclusion regarding the broker's or dealer's assertions. In the case of a scope
limitation, the auditor should withdraw from the engagement or should modify
the review report to:
a.
b.
c.
d.

Describe the scope limitation and any review procedures deemed
necessary by the auditor that have been omitted and the reason
for their omission;
State that the auditor does not express any form of assurance on
the broker's or dealer's assertions; and, if applicable,
Describe the circumstances which cause one or more of the broker's or dealer's assertions not to be fairly stated, in all material
respects.

One commenter stated that auditors should use judgment in drafting an appropriate modification to the review report. Other commenters stated that the
attestation standards should contain examples of report modifications. The
standard sets forth the necessary reporting elements for modified reports. Additional report examples may be considered if guidance is issued in the future.
One commenter questioned the appropriateness of the requirement in paragraph 20 of the proposed review standard for the auditor to describe the omitted
procedures and the reason for their omission. The commenter stated that as the
reason for the omission of the review procedures is required in the description
of the scope limitation itself, describing the omitted review procedures might
overshadow the scope limitation. The commenter recommended that it would be
more appropriate to generally describe the effect of the scope limitation on the
engagement, without providing a list of omitted procedures that may have been
considered necessary. Including in the review report a description of the scope
limitation, the omitted procedures, and the reason for their omission are important elements of a modified review report given the nature of the procedures
and the specificity of the exemption provisions. The discussion of the omitted
procedures generally would provide the reader with additional information beyond the description of the scope limitation. As such, this recommendation has
not been incorporated into the review standard.
The same commenter also recommended that the review standard address
the auditor's responsibility as it relates to report modifications when management's assertion is improperly presented or contains additional information.
That commenter suggested that, in such circumstances, an explanatory paragraph should be included in the auditor's report. Paragraph 19 of the review
standard requires the auditor to modify the review report to describe the reasons the assertions are not fairly stated, in all material respects, if one or more
of the broker's or dealer's assertions are not fairly stated. This would include
circumstances in which management's assertion is improperly presented, and
other PCAOB standards address additional information.61

61

See , e.g., AU sec. 550, Other Information in Documents Containing Audited Financial State-

ments.
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III. Amendments
A. Auditing Standard No. 3
The Board is adopting certain amendments to Auditing Standard No. 3, Audit
Documentation, to clarify that its requirements apply to examination engagements and review engagements. Auditing Standard No. 3 establishes general
requirements for documentation the auditor should prepare and retain in connection with engagements conducted pursuant to standards of the PCAOB,
including the attestation standards of the PCAOB. The Board is amending
Auditing Standard No. 3 to help auditors properly apply the relevant requirements in Auditing Standard No. 3 to attestation engagements, including the
attestation engagements covered by the attestation standards. For example,
paragraph 6 of Auditing Standard No. 3 includes a requirement for the auditor
to document procedures performed, evidence obtained, and conclusions reached
with respect to relevant financial statement assertions. An amendment to footnote 2 of paragraph 6 clarifies that, with respect to an engagement conducted
pursuant to the attestation standards of the PCAOB, the relevant assertions
are the assertions expressed by management or the responsible party regarding
the subject matter of the attestation engagement.
In addition, paragraph 12 of Auditing Standard No. 3 includes requirements
regarding significant findings or issues and provides certain examples of significant findings or issues. Further, paragraph 13 of Auditing Standard No. 3
requires the auditor to identify all significant findings or issues in an engagement completion document.
The Board did not receive comments requiring revision to the amendments
to Auditing Standard No. 3. As such, the amendments are adopted largely as
proposed.

B. Auditing Standard No. 7
The Board is adopting certain amendments to Auditing Standard No. 7, Engagement Quality Review, to extend the requirements for an engagement quality
review and concurring approval of issuance for the examination engagements
and review engagements of brokers and dealers covered by these attestation
standards. The proposal also included amendments that set forth certain procedures to be applied in an engagement quality review of the examination and
review under these attestation standards.
Commenters expressed a range of views. Some commenters generally supported
the engagement quality review requirement for these attestation engagements
as well as the required procedures. One commenter did not support requiring
an engagement quality review for either an examination engagement or a review. Other commenters did not support engagement quality reviews for review
engagements. Some commenters stated that additional guidance is necessary
to implement the proposed amendments.
Other commenters stated that as the audit and attestation standards have
been separate bodies of literature, audit and attest standards should be kept
separate. Those comments stated that to promote compliance with PCAOB
standards, they believe that the Board should continue to maintain this structure. They also believe that the use of an amendment to adopt such significant
changes in the literature may not sufficiently take into account a broader consideration of the affected engagements. For those firms that do not audit brokers
or dealers, such changes also may go unnoticed.
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The Board considered the comments received regarding the amendments to
Auditing Standard No. 7 and is adopting the amendments as proposed for both
a compliance examination and a compliance review.
Given the importance of the attestation engagements to investor protection
and the high level of deficiencies observed by PCAOB inspection staff in areas
that would be covered by the attestation engagements,62 the Board believes that
engagement quality reviews can enhance the consistency of compliance with the
SEC's rule. An effective engagement quality review can increase the likelihood
of identifying significant engagement deficiencies before the examination or
review report is issued. Additionally, the Board took note of the fact that, in
a February 2011 AICPA Peer Review Alert, the AICPA designated audits of
carrying brokers or dealers as a "must select" for peer review, recognizing the
significant public interest in audits of such firms.63
Also, the emphasis in the attestation engagements regarding the coordination
of the attestation engagement with the financial statement audit should reduce the audit effort required to complete the engagement quality review. To
emphasize the coordination of the attestation engagement with the financial
statement audit in performing an engagement quality review, the proposed
amendment to paragraph 18A of Auditing Standard No. 7 was modified to reflect that to evaluate significant judgments made by the engagement team and
the related conclusions reached in forming the overall conclusion on the attestation engagement and in preparing the engagement report, the engagement
quality review should take into account the procedures performed in the engagement quality review of the financial statement audit. The knowledge that
the engagement quality reviewer gains from the engagement quality review of
the audit and the specific steps in paragraph 18A should enable the engagement quality reviewer to identify whether there are any significant engagement
deficiencies, or any indications of potential significant engagement deficiencies
that warrant further investigation.

IV. Other Areas of Comment
The Board requested comment from interested parties on all aspects of the
proposal. Several commenters included additional recommendations that have
not yet been discussed. Those suggestions are discussed below.

A. Scalability of the Attestation Standards
The Board requested comment regarding whether the proposed attestation
standards are tailored appropriately for examinations and reviews related to
compliance and exemption reports of brokers and dealers. Commenters who
responded to the question generally agreed that the proposed attestation standards are tailored appropriately for examinations and reviews related to compliance and exemption reports of brokers and dealers. One commenter stated
that they generally support the proposals and noted that the proposed standards had been clearly aligned with the SEC's proposed rule amendments.
62
See PCAOB Release 2013-006, which reports that PCAOB inspection staff identified auditing
deficiencies in 57 of the 60 audits of brokers and dealers selected for inspection and that deficiencies
in compliance with audit requirements for brokers and dealers under the Exchange Act that were
among the most frequently noted by PCAOB inspection staff included deficiencies in audit procedures
related to net capital and customer reserve supporting schedules, compliance with the conditions of
the exemption claimed by the broker or dealer, and the accountant's supplemental report on material
inadequacies. See PCAOB Release 2013-006, Executive Summary, at ii.
63
See AICPA Peer Review Alert 11-01 (February 2011).
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The Board also requested comment regarding whether the proposed attestation
standards were appropriately scalable based on the size and complexity of the
broker or dealer. Some commenters stated that the standards are proportionate
and appropriately scalable based on the size and complexity of the broker or
dealer, noting that paragraphs 11 and 12 of Appendix 1 are particularly helpful.
Some commenters recommended that the Board provide additional guidance,
including specific examples, regarding the application of scalability to these
examination engagements. Other commenters expressed concern that without
such guidance, application of the audit scalability concept could vary greatly
across the audit profession. The requests for guidance may be taken into account
if additional staff guidance is issued.

B. Commodity Futures Trading Commission Rules
One commenter stated that for brokers and dealers that are also registered as
a Futures Commission Merchant with the Commodity Futures Trading Commission ("CFTC"), it will be necessary for the PCAOB to recognize and address
the requirements related to CFTC Rule 1.16 for the auditor to report on compliance therewith. The Commission stated in the SEC Release that its staff "is
in discussions with the CFTC staff concerning ways to align the reporting and
audit requirements for dually-registered broker-dealers/Futures Commissions
Merchants with the goal of coordinating these requirements."64

C. Independence
Several commenters recommended that the discussion in the proposing release stating that auditors of non-issuer brokers and dealers are not subject to
PCAOB Rules 3521 through Rule 3526 be included in the attestation standards.
On February 28, 2012, the Board proposed amendments to require that registered firms that audit brokers and dealers comply with certain of the Board's
professional practice standards including the Board's Rules relating to independence.65 The Board will consider relevant comments applicable to the Board's
independence rules in connection with adopting final amendments.

D. Period of the Examination and Review
Some commenters stated that brokers and dealers should be allowed to assert
compliance with the financial responsibility rules if it can identify deficiencies,
implement effective controls, and test their operating effectiveness prior to yearend, and if the auditor also can adequately test the operating effectiveness
of the remediated controls. SEC Rule 17a-5 requires the broker or dealer to
assert that Internal Control Over Compliance was effective during the most
recent fiscal year and as of the end of the most recent fiscal year. While this
would require a broker or dealer to identify in its report Material Weaknesses
in internal control that occurred during the most recent fiscal year, if those
Material Weaknesses are remediated, it would allow the broker or dealer to
assert that Internal Control Over Compliance was effective as of the end of the
most recent fiscal year.

64

See the SEC Release at 8.
See Proposed Amendments to Conform PCAOB Rules and Forms to the Dodd-Frank Act and
Make Certain Updates and Clarifications, PCAOB Release No. 2012-002 (February 28, 2012).
65
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Some commenters requested clarification about the time period for the assertion
regarding exemption from the requirements of SEC Rule 15c3-3 and indicate
that they believe a point-in-time assertion would be sufficient. SEC Rule 17a-5
requires the broker or dealer to assert that it met, or met with exception, the
identified exemption provisions in paragraph (k) of SEC Rule 15c3-3 throughout
the most recent fiscal year end. The review standard has been updated to reflect
this time period.

E. Providing Additional Guidance and Including Examples from
the Proposing Release in the Examination Standard
Several commenters recommended incorporating the additional discussion and
examples included in Appendix 4 of the proposing release into the standard. The
examples are not included in the attestation standards. Those examples were
illustrative and did not impose requirements or define engagement requirements. Additional report examples may be considered, if guidance is issued in
the future.

V. Other Considerations
A. Agreed-Upon Procedures Engagements
SEC Rule 17a-5 largely carries forward the requirement that the broker or
dealer file with SIPC a supplemental report that includes an accountant's report on applying agreed-upon procedures based on the performance of the procedures outlined in SEC Rule 17a-5.66
These attestation standards do not affect the requirements for those agreed
upon procedures engagements. Auditors should continue to look to AT sec. 101,
AT sec. 201, Agreed-Upon Procedures, and AT sec. 601,67 for the requirements
applicable to those engagements.

B. Relationship to the Interim Attestation Standards
In general terms, the requirements in the examination standard are consistent
with the requirements of AT sec. 101 and AT sec. 601. However, when an auditor
performs an engagement pursuant to the examination standard, AT sec. 101
and AT sec. 601 would not apply. For this reason, the examination standard
includes, for example, a section on general requirements that are consistent
with those in AT sec. 101.
The examination standard focuses specifically on performing an examination
of the statements made by a broker or dealer in a compliance report and allows auditors to perform such engagements without looking to multiple attestation standards. In addition, the emphasis in the examination standard on
appropriately coordinating the examination engagement with the audit of the
financial statements and supplemental information should avoid unnecessary
redundancy in the auditor's work.

66
67

See paragraph (e)(4)(ii) of SEC Rule 17a-5.
See paragraphs .16-.29 of AT sec. 601.
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VI. Effective Date
The attestation standards will be effective, subject to approval by the SEC, for
examination engagements and review engagements of fiscal years ending on or
after June 1, 2014. This effective date coincides with the effective date for the
corresponding amendments to SEC Rule 17a-5.68

68

See the SEC Release at 2.
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Auditing Standard No. 17, Auditing
Supplemental Information Accompanying
Audited Financial Statements, and Related
Amendments to PCAOB Standards
PCAOB Release No. 2013-008
October 10, 2013
PCAOB Rulemaking
Docket Matter No. 036

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or the "Board") is adopting Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, which will
supersede the Board's auditing standard, AU sec. 551, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents. The Board is also adopting related amendments to certain PCAOB
auditing standards.

Board Contacts
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org), Barbara Vanich, Associate Chief Auditor (202/207-9363, vanichb@pcaobus.org),
and Nicholas Grillo, Assistant Chief Auditor (202/207-9104, grillon@pcaobus
.org).
*****

I. Introduction
The Board is adopting Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements (the "standard"). The
standard sets forth the auditor's responsibilities when the auditor of the financial statements is engaged to perform audit procedures and report on
whether supplemental information accompanying the financial statements is
fairly stated, in all material respects, in relation to the financial statements
as a whole. The standard supersedes AU sec. 551, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents. The Board also is amending certain other related PCAOB auditing
standards.
Supplemental information is often in the form of schedules accompanying the
financial statements. The Board's existing standard, AU sec. 551, describes
the auditor's reporting responsibilities regarding supplemental information
accompanying audited financial statements in auditor-submitted documents
and does not specify the audit procedures to be applied to test supplemental
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information. In contrast, Auditing Standard No. 17 contains audit procedures
that are designed to support the auditor's reporting requirements, including
procedures to test the supplemental information accompanying the financial
statements.
Briefly, the standard requires auditors to perform certain audit procedures
when engaged to audit and report on supplemental information accompanying financial statements. Supplemental information is required by regulators,
including the Securities and Exchange Commission ("SEC" or "Commission"),1
who have determined the information is important in carrying out their regulatory oversight. The standard includes auditor performance requirements to (1)
determine that the supplemental information reconciles to the underlying accounting and other records or to the financial statements, as applicable; (2) test
the completeness and accuracy of the supplemental information, to the extent
that it was not tested as part of the audit of the financial statements; and (3)
evaluate whether the supplemental information, including its form and content,
complies with relevant regulatory requirements or other applicable criteria, if
any. The standard has been designed to promote coordination between the work
performed on the supplemental information and the work performed on the financial statement audit. This approach should enhance audit effectiveness as
well as avoid duplication of audit procedures.
In the Board's view, Auditing Standard No. 17 should provide regulators with
greater confidence in the quality and consistency of supplemental information
accompanying audited financial statements of brokers,2 dealers,3 and others.4
Supplemental information is often required by regulators for their oversight
purposes. For example, the supplemental information brokers and dealers are
required to include in their annual reports relates to their compliance with
certain SEC rules regarding maintaining minimum net capital and reserves,5
specifically those governing the safeguarding of customer securities and funds
in their filings with the Commission. Also, supplemental information includes
schedules included in annual reports filed by employee stock purchase, savings,
and similar plans on Form 11-K ("11-K filers"), For Annual Reports Of Employee
Stock Purchase, Savings and Similar Plans Pursuant To Section 15(D) Of The
Securities Exchange Act Of 1934,6 when those entities elect to file plan financial

1
Rule 17a-5 under the Securities Exchange Act of 1934 ("Exchange Act") requires brokers and
dealers registered with the SEC to submit financial reports to the SEC that include audited financial statements as well as certain required supporting schedules ("SEC Rule 17a-5"). See 17 C.F.R.
§ 240.17a-5. On July 30, 2013, the SEC adopted amendments to SEC Rule 17a-5 to strengthen and
clarify broker and dealer financial reporting requirements and also require that broker and dealer audits be conducted in accordance with PCAOB standards. See SEC Exchange Act Release No. 34-70073,
Broker-Dealer Reports (July 30, 2013), 78 Federal Register 51910 (August 21, 2013) ("SEC Release").
2
According to PCAOB Rule 1001(b)(iii), the term "broker" means a broker (as defined in Section
3(a)(4) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
3
According to PCAOB Rule 1001(d)(iii), the term "dealer" means a dealer (as defined in Section
3(a)(5) of the Exchange Act) that is required to file a balance sheet, income statement, or other financial
statement under Section 17(e)(1)(A) of that Act, where such balance sheet, income statement, or
financial statement is required to be certified by a registered public accounting firm.
4
For example, certain employee benefit plans that are subject to the Employee Retirement Income
Security Act of 1974 ("ERISA") file an annual report with the Commission on Form 11-K, which
includes the plan's financial statements and schedules prepared in accordance with the financial
reporting requirements of ERISA. See 17 C.F.R. § 240.15d-21, 17 C.F.R. § 249.311 and item 4 of the
"Required Information" section of SEC Form 11-K "For Annual Reports Of Employee Stock Purchase,
Savings And Similar Plans Pursuant To Section 15(D) Of The Securities Exchange Act Of 1934."
5
See paragraph (d)(2) of SEC Rule 17a-5.
6
See 29 C.F.R. § 2520.103-1.
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statements and schedules prepared in accordance with the financial reporting
requirements of the Employee Retirement Income Security Act of 1974.7

II. Background
On July 12, 2011, the Board proposed a new standard, Auditing Supplemental Information Accompanying Audited Financial Statements (the "proposed
standard"), to improve the quality of audit procedures performed and related
reports on supplemental information, including supplemental information that
is included in SEC filings.
The Board received eleven comment letters on the proposed standard. Most
commenters were supportive of the Board's effort to improve the auditing standards in this area. Also, comments were provided on certain requirements or
other specific aspects of the proposed standard. For example, a number of comments related to the specific wording of the opinion the auditor would express regarding the supplemental information. While commenters generally supported
the Board's efforts to retain the "in relation to" opinion from AU sec. 551, some
commenters stated that some of the language in the proposed standard implied
that the auditor was required to perform a stand-alone audit of the supplemental information. Some commenters also stated that the required language in
the auditor's report, in effect, expressed two opinions—one on whether the supplemental information was fairly stated and a second on whether the form
and content of the information presented complied with applicable regulatory
requirements.
The Board made certain revisions to the standard to address these issues raised
by commenters. For example, revisions were made to the language of the standard to clarify that the auditor is required to perform certain procedures regarding the supplemental information rather than a stand-alone audit of that
information. Also, the reporting requirements were revised to clarify that the
evaluation of compliance with regulatory requirements is a required part of
forming an opinion on whether the supplemental information is fairly stated.
Additionally, some commenters stated that the definition of "supplemental information" in the proposed standard was too restrictive and did not encompass
some types of supplemental information that currently are reported on by auditors of issuers. Accordingly, the definition in the standard has been revised to
take into account those other types of supplemental information by removing
the references to SEC filings. However, by its terms, Auditing Standard No.
17 applies only to situations in which an auditor is engaged to perform audit
procedures and report on supplemental information that accompanies financial
statements audited pursuant to PCAOB standards. The standard does not, by
itself, impose an obligation to audit such supplemental information. Rather,
such obligations for auditor reporting on supplemental information generally
are based on the rules of regulatory agencies requiring supplemental information, such as SEC Rule 17a-5.8 Also, the standard does not apply if the auditor
who is engaged to audit and report on supplemental information did not audit
7
See 17 C.F.R. § 240.15d-21, 17 C.F.R. § 249.311, and item 4 of the "Required Information" section
of SEC Form 11-K "For Annual Reports Of Employee Stock Purchase, Savings And Similar Plans
Pursuant To Section 15(D) Of The Securities Exchange Act Of 1934."
8
ERISA Section 103(a)(3)(A) requires a plan administrator to engage an independent auditor
to conduct an examination of the plan's financial statements and required schedules in accordance
with generally accepted auditing standards (GAAS). See 29 C.F.R. § 2520.103-1. An employee benefit
plan that has a reporting obligation under Section 15(d) of the Exchange Act also must file its annual
report on Form 11-K with the Commission and engage an auditor to conduct an examination of the
plan's financial statements and schedules under PCAOB standards.
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the financial statements. In those situations, the auditor of the supplemental
information should look to the requirements in AU sec. 623, Special Reports.
Appendix 3 discusses comments received on the proposed standard in greater
detail.

III. Considerations in Adopting Auditing
Standard No. 17
A number of developments led the Board to re-examine its requirements regarding supplemental information. Primarily, Section 982 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act9 (the "Dodd-Frank Act") gave
the Board oversight of audits of brokers and dealers registered with the SEC.
Under SEC Rule 17a-5, brokers and dealers are required to submit to the SEC
financial reports containing certain schedules, including supporting schedules
regarding (i) the computation of net capital; (ii) the computation for determination of reserve requirements; and (iii) information related to the broker's
or dealer's possession or control of its clients' assets.10 These schedules provide important information that can support and assist the Commission and
other broker or dealer "designated examining authorities"11 in their oversight
of financial responsibility practices of brokers and dealers. In addition, as described in the SEC's release, one of the SEC's motivations for its amendments
to SEC Rule 17a-5 to require that audits of brokers and dealers—including
the examination of the financial statements and supplemental schedules in
the financial report—be conducted in accordance with PCAOB standards was
to "better ensure alignment between broker-dealer audits and the regulatory
policy objectives reflected in the Commission's financial responsibility rules."12
On July 30, 2013, the Commission adopted amendments to SEC Rule 17a-5 to
require, among other things, that an auditor engaged by the broker or dealer
provide an audit report based on an auditor's examination of the broker's or
dealer's financial report, which consists of the financial statements and supporting schedules, in accordance with the standards of the PCAOB.13 However,
the PCAOB's existing audit standards do not contemplate the SEC's requirements for an auditor's report on the examination of the financial statements and
supporting schedules of a broker or dealer. As noted earlier, the Board's existing
standard, AU sec. 551, describes the auditor's reporting responsibilities regarding supplemental information accompanying audited financial statements in
terms of auditor-submitted documents and, additionally, does not specify audit
procedures to be applied to test the supplemental information that is provided
to the regulator. Accordingly, the Board decided to adopt Auditing Standard No.
17 and align its standard for performing auditing procedures and reporting on
supplemental information with the SEC's requirements. Due to the importance
of the required supplemental information for regulatory purposes, the Board
9

Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).
See paragraph (d)(2) of SEC Rule 17a-5.
11
Under SEC Rule 17d-1, Examination for Compliance with Applicable Financial Responsibility
Rules, a registered broker or dealer that is a member of more than one securities self-regulatory
organization may be assigned a "designated examining authority" or "DEA" that is responsible for
examining the broker or dealer for compliance with SEC financial responsibility rules. An example of
a securities self-regulatory organization that is a DEA is the Financial Industry Regulatory Authority.
12
See the SEC Release at 208.
13
See paragraphs (f)(1) and (g)(1) of SEC Rule 17a-5. See also paragraph (d)(1)(i)(C) of SEC Rule
17a-5, which requires that the auditor's report on the examination of the financial report of the broker
or dealer be filed with the Commission.
10
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also determined to include audit procedures designed to support the auditor's
reporting requirements, including procedures for testing the supplemental information accompanying the financial statements.
Additionally, the amendments to SEC Rule 17a-5 also require certain brokers
and dealers to include in their annual reports a compliance report that addresses, among other things, the broker's or dealer's compliance with the SEC
rules requiring a broker or dealer to maintain a minimum level of net capital
and a reserve of funds or qualified securities in an amount at least equal to
the value of the amount of net funds owed to customers of the respective broker or dealer.14 In conjunction with these recent amendments, the Board also
is adopting new standards for attestation engagements (the "attestation standards") that relate to brokers' and dealers' compliance reports required in SEC
Rule 17a-5.15 The requirements in the attestation standards are closely related
to the audit requirements in this standard regarding supporting schedules for
brokers and dealers. Among other things, the attestation standards emphasize
the importance of coordinating the work in the compliance attestation engagement with the audit of the financial statements and audit procedures performed
on the schedules required under SEC Rule 17a-5.16
In addition to the schedules required by SEC Rule 17a-5, Auditing Standard
No. 17 covers supplemental information required to be presented pursuant to
the rules and regulations of a regulatory authority when that information is reported on in relation to financial statements that are audited in accordance with
PCAOB standards. For example, Auditing Standard No. 17 covers the schedules
in Form 11-K of an 11-K filer that elects to file plan financial statements and
schedules prepared in accordance with the financial reporting requirements of
ERISA ("covered 11-K filer").17
In the Board's view, Auditing Standard No. 17 promotes investor protection
because of the importance of supplemental information in meeting regulatory
objectives regarding audits of financial statements of brokers, dealers, and others. Because such information is often critical to the effectiveness of regulatory
oversight, Auditing Standard No. 17 requires the performance of audit procedures to test the supplemental information to support the auditor's report on
the supplemental information. The standard also requires the auditor to evaluate whether the supplemental information complies with applicable regulatory
requirements, which should help facilitate consistent compliance with regulatory requirements and give regulators greater confidence about the reliability
of the supplemental information provided for regulatory oversight activities
that are important to investor protection.
For example, in the context of oversight of brokers and dealers, the requirements in the standard for testing and evaluating supplemental information
could improve the quality of the supporting schedules that regulators rely on
when considering whether the broker or dealer maintains adequate safeguards
over customer funds and securities. Also, strengthening and clarifying the auditing requirements for applying procedures and reporting on supplemental
information could facilitate consistent compliance with SEC Rule 17a-5.

14
See paragraphs (f)(1), (g)(2)(i) and (ii) of SEC Rule 17a-5. The net capital rule is 17 C.F.R.
§ 240.15c3-1, and the reserve requirements rule is paragraph (e) of 17 C.F.R. § 240.15c3-3.
15
See Standards for Attestation Engagements Related to Broker and Dealer Compliance or Exemption Reports Required by the U.S. Securities and Exchange Commission and Related Amendments
to PCAOB Standards, PCAOB Release No. 2013-007 (October 10, 2013).
16
Id.
17
The new standard would not apply to 11-K filers that do not make that election because the
SEC-required schedules for those 11-K filers are part of the audited financial statements.
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For 11-K filers, the requirements in the standard for testing and evaluating
supplemental information may increase the quality of information available to
investors, especially the plans' participants.
Auditing Standard No. 17 also requires the auditor to coordinate the auditor's
work with the financial statement audit. To the extent that the supplemental
information relates to information in the financial statements, the enhanced
audit attention to the supplemental information could enhance the confidence
of regulators and other users in the reliability of the financial statements and
supplemental information.

IV. Overview of Auditing Standard No. 17
Auditing Standard No. 17 is being adopted by the Board substantially as proposed. However, certain revisions have been made by the Board to address
issues raised by commenters. The following discussion provides a high-level
overview of the standard. Appendix 3 provides a more detailed discussion of
the standard, significant comments received, and changes made.
Scope of the Standard. The standard applies when the auditor of the company's financial statements is engaged to perform audit procedures and report
on supplemental information that accompanies financial statements audited
pursuant to PCAOB standards.18 Such supplemental information includes:

•

Supporting schedules that brokers and dealers are required to file
pursuant to SEC Rule 17a-5;19

•

Supplemental information (i) required to be presented pursuant to
the rules and regulations of a regulatory authority and (ii) covered
by an independent public accountant's report on that information
in relation to financial statements that are audited in accordance
with PCAOB standards; or

•

Information that is (i) ancillary to the audited financial statements, (ii) derived from the company's accounting books and
records, and (iii) covered by an independent public accountant's
report on that information in relation to the financial statements
that are audited in accordance with PCAOB standards.

Thus, the standard covers supplemental information required by regulatory
authorities and supplemental information that is voluntarily provided, when
the auditor is engaged to report on that information in relation to the financial
statements as a whole and the financial statements are audited in accordance
with PCAOB standards.
"In Relation To" Opinion. Historically, when auditors reported on supplemental
information, they often expressed their opinions on the supplemental information "in relation to" the basic financial statements taken as a whole.20 Audit
procedures regarding that supplemental information generally have been performed in conjunction with the audit of the financial statements. The auditor's
report on supplemental information under AU sec. 551 is rooted in the concept
that the supplemental information is fairly presented "in relation to" the financial statements as a whole. The standard retains the existing "in relation to"

18
Similar to AU sec. 551, the standard does not apply to unaudited supplementary information,
such as the information required by Item 302 of Regulation S-K, 17 C.F.R. § 229.302.
19
See paragraph (d)(2) of SEC Rule 17a-5.
20
See AU sec. 551.12.
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language in the auditor's report; however, it also updates the report to describe
the auditor's responsibilities for the supplemental information.21
Performance and Reporting Requirements. The standard establishes procedural
and reporting responsibilities for the auditor regarding supplemental information accompanying financial statements. The standard establishes:

•

Requirements that the auditor perform audit procedures to test
the supplemental information;

•

Requirements that the auditor evaluate the supplemental information, which include evaluating (1) whether the supplemental
information, including its form and content, is fairly stated, in
all material respects, in relation to the financial statements as a
whole, and (2) whether the supplemental information is presented
in conformity, in all material respects, with the relevant regulatory requirements or other applicable criteria;

•

Requirements that promote enhanced coordination between the
work performed on the supplemental information with work performed on the financial statement audit and, if applicable, other
engagements, such as a compliance attestation engagement for
brokers and dealers; and

•

Reporting requirements that clearly articulate the auditor's responsibilities when reporting on supplemental information.

The standard will not apply to schedules prepared pursuant to Regulation S-X,
17 C.F.R. § 210 because those schedules are deemed by SEC rule to be part of
the financial statements.22

V. Economic Considerations, including for Audits of
Emerging Growth Companies
A. Economic Considerations
This release, and the related appendices, provide additional detail regarding
the background and need for the new standard, Auditing Standard No. 17;
significant comments received and alternatives considered; and key differences
between the new standard and AU sec. 551. As discussed below, the Board also
considered the economic consequences of Auditing Standard No. 17.
At the outset, the Board's objective was to determine that it had an auditing
standard appropriate for reporting on the supplemental information required
by SEC Rule 17a-5. The Board determined that it was necessary to develop a
new auditing standard for supplemental information because the Board's existing standard, AU sec. 551, applies to supplemental information in auditorsubmitted documents and does not establish requirements for performing procedures to support the opinion to be expressed on the supplemental information,
including procedures for evaluating compliance with corresponding regulatory
requirements, if any.

21

Appendix 3 discusses the auditor's "in relation to" opinion in more detail.
See Section 1-01(b) of Regulation S-X, 17 C.F.R. § 210.1-01(b), which states in part, "the term
financial statements ... shall be deemed to include all notes to the statements and all related schedules."
See also Appendix 3 of this release.
22
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In developing Auditing Standard No. 17, the Board sought to develop a new
auditing standard that takes into account the SEC's requirements for supplemental information in SEC Rule 17a-5. As part of its process, the Board also
considered the SEC's economic analysis for its amendments to SEC Rule 17a5, which included considerations relating to efficiency, competition, and capital
formation. Notably, the SEC's analysis considers the economic effects, including
the costs and benefits, of the required use of PCAOB standards, and discusses
the impact of such change on audits of financial statements and supporting
schedules that are required by the SEC to be filed by registered brokers and
dealers pursuant to SEC Rule 17a-5.23
In addition to considering the SEC's requirements and economic analysis, the
Board also took into account other related economic considerations, including
comments received on the proposed standard, as discussed further below.24

1. Economic Baseline
Regulators such as the SEC make the determination regarding whether an
entity must file supplemental information and whether auditors are required
to report on that information.
To the Board's knowledge, the only entities that are required to file supplemental information to which the standard would apply are (1) brokers and dealers
pursuant to SEC Rule 17a-525 and (2) covered 11-K filers.
Accordingly, the Board's consideration of the economic consequences of Auditing
Standard No. 17 takes into account how the new standard differs from the preexisting auditing standards applicable to supplemental information required
in audits of brokers and dealers and covered 11-K filers.
For brokers and dealers, as discussed previously, the SEC's amendments to Rule
17a-5 require audits of brokers and dealers to be conducted in accordance with
PCAOB standards. This includes the examination of the financial report, which
consists of the financial statements and supporting schedules. Before the SEC's
amendments to Rule 17a-5, audits of brokers and dealers were performed under
generally accepted auditing standards ("GAAS"), established by the American
Institute of Certified Public Accountants ("AICPA"). Specifically, AU-C Section
725-C, Supplementary Information in Relation to the Financial Statements as a
Whole, addressed the auditor's responsibilities when auditors were engaged to
report on supplemental information in relation to audited financial statements.
For covered 11-K filers, auditors generally use the reporting language in AU
sec. 551 in preparing their auditor's reports on the supplemental information
under PCAOB standards.
Both GAAS and AU sec. 551 use an "in relation to" approach to reporting. That
is, the auditor's report on the supplemental information generally presents an

23
See the SEC Release at 220-226. Notably, after analysis of the views of commenters on the costs
of the SEC's proposal to replace GAAS with PCAOB standards with respect to audits of brokers and
dealers, the SEC concluded that the Commission "does not expect that a requirement that an audit
of financial statements and supporting schedules be conducted in accordance with the standards of
the PCAOB instead of with GAAS will result in substantial changes for broker-dealer audit programs
and therefore the Commission does not anticipate that this change will result in significant costs to
broker-dealers in the form of increased audit fees."
24
The Board did not specifically request comments that attempted to quantify costs related to the
auditing standard, but the Board did request comment on the appropriateness of the standard and
received comments that pertained to audit effort and related costs that it considered. The discussion
in this section reflects the Board's qualitative assessment of the standard.
25
See paragraphs (d)(1)(i)(A) and (d)(2) of SEC Rule 17a-5.
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opinion on whether the supplemental information is fairly stated in all material respects "in relation to" the audited financial statements taken as a whole.
When reporting using the "in relation to" approach, the materiality considerations generally are the same as those used in forming an opinion on the basic
financial statements taken as a whole.26 However, GAAS includes requirements
for audit procedures to be applied to the supplemental information, whereas
AU sec. 551 generally does not specify audit procedures.

2. Consideration of Alternatives of Audit Approach
In developing Auditing Standard No. 17, the PCAOB sought to adopt a standard
that is tailored to the circumstances under which supplemental information is
required in SEC filings of brokers and dealers and covered 11-K filers.
Two principal alternatives were considered in developing the new standard27 –

•
•

A stand-alone audit of the supplemental information
An "in relation to" approach

As adopted, Auditing Standard No. 17 builds on existing auditing standards by
retaining the "in relation to" approach for reporting on supplemental information "in relation to" the financial statements as a whole. The PCAOB assessed
the alternative, which would have required the supplemental information to be
audited on a stand-alone basis. In the Board's view, the stand-alone alternative
could require substantial additional audit effort because the materiality considerations would be substantially lower than in an "in relation to" approach.28
The Board does not believe that this additional audit effort would enhance the
quality of supplemental information significantly over properly performed testing and evaluation under the "in relation to" approach. In the Board's view, the
use of the "in relation to" approach—together with the required coordination
with the work on the financial statement audit—can accomplish the objectives
of the financial statement audit and audit procedures on the supplemental information with more efficient use of resources than the alternative stand-alone
approach.
Commenters on the proposed standard generally supported the use of the "in
relation to" approach and generally observed that the "in relation to" audit
opinion meets the needs of users in a cost-effective manner. Nothing in the
comments received indicates that an "in relation to" opinion on supplemental
information is inadequate for users of that information.

3. Additional Considerations
As discussed in more detail in Appendix 3, Auditing Standard No. 17 differs
from AU sec. 551 in the following key respects:

•

Auditing Standard No. 17 specifies audit procedures to be applied
to test supplemental information, while AU sec. 551 generally
does not specify audit procedures. Furthermore, those audit procedures include consideration of the regulatory requirements for
supplemental information, for example, requirements to evaluate

26
See e.g., AU sec. 551.08, which provides that the "measurement of materiality" under that
standard is the same as that used in forming an opinion on the financial statements.
27
The preceding section discusses the Board's decision to adopt a new standard rather than retain
AU sec. 551.
28
In a stand-alone audit, the auditor would apply materiality considerations for the supplemental
information by itself, which typically would be substantially lower than the materiality level for the
financial statements as a whole. See e.g., paragraph .13 of AU sec 623.
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whether the supplemental information complies with the applicable regulatory requirements.

•

The new audit procedures are risk-based so that the required level
of testing of the supplemental information is commensurate with
the risks of material misstatement.

•

Auditing Standard No. 17 requires that the audit procedures on
the supplemental information be "planned and performed" "in conjunction with" the auditor's work on the financial statement audit
and, if applicable, other engagements.

In developing Auditing Standard No. 17, the Board has taken note of observations from its oversight activities regarding the inconsistencies and deficiencies
in auditing practices regarding the application of auditing procedures to supplemental information. For example, a 2013 PCAOB inspection report on audits of brokers and dealers, which were performed under GAAS, indicated that
PCAOB inspections staff in their inspections of broker and dealer audits identified auditing deficiencies in 57 of 60 audits and that deficiencies in auditing
procedures regarding supporting schedules were among the most frequently
noted deficiencies in compliance with audit requirements.29
The Board believes that strengthening and clarifying the requirements for supplemental information—and tailoring the required procedures for the supplemental information required by regulatory authorities—will promote consistent auditor performance to support audit reports on supplemental information. Similarly, the risk-based approach set forth in the standard should direct
auditors to devote more audit attention to the areas of greatest risk to material
misstatement of the supplemental information. The auditor's enhanced focus
on the supplemental information should help give regulators greater confidence
about the reliability of the supplemental information used in their regulatory
oversight, which is important to investor protection. For example, as noted previously, in the context of oversight of brokers and dealers, the audit performance
requirements in the standard could improve the quality of supplemental information that regulators rely on when considering whether the broker or dealer
maintains adequate safeguards over customer funds and securities.
The Board also has taken into account cost considerations in developing Auditing Standard No. 17. As discussed previously, the use of the "in relation to"
approach can accomplish the objectives of the financial statement audit and
audit procedures on the supplemental information with more efficient use of
resources than the alternative stand-alone approach. Also, the risk-based approach helps avoid unnecessary procedures by focusing audit attention on areas
of higher risk. Furthermore, the required coordination of the audit procedures
on the supplemental information with the audit of the financial statements—
and other engagements, when applicable—helps avoid unnecessary duplication
of audit procedures. These measures can facilitate the transition to the new
standard and help lessen the effects of the associated costs.
Auditing Standard No. 17 has some commonalities with GAAS, for example,
the "in relation to" approach and the requirement to apply audit procedures to
29
See Second Report on the Progress of the Interim Inspection Program Related to Audits of
Brokers and Dealers, PCAOB Release No. 2013-006 (August 19, 2013), which reports that PCAOB
inspection staff identified auditing deficiencies in 57 of the 60 audits of brokers and dealers selected for
inspection and that deficiencies in compliance with audit requirements for brokers and dealers under
the Exchange Act that were among the most frequently noted by PCAOB inspection staff included
deficiencies in audit procedures related to net capital and customer reserve supporting schedules,
compliance with the conditions of the exemption claimed by the broker or dealer, and the accountant's
supplemental report on material inadequacies. See PCAOB Release 2013-006, Executive Summary,
at ii.
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the supplemental information. This should help facilitate the transition from
GAAS to Auditing Standard No. 17 generally and lessen the associated costs
for 11-K filers that are audited under both GAAS and PCAOB standards.
The PCAOB acknowledges that the new standard will create some additional
compliance costs for affected market participants. These costs include the onetime implementation costs for registered firms to update their audit methodologies to reflect the new standard and train their personnel. However, because,
as mentioned above, the new standard builds on concepts in existing standards and has commonalities with GAAS, the PCAOB does not anticipate that
changes associated with initial implementation will result in significant costs
to auditors (or to brokers and dealers or covered 11-K filers in the form of increased audit fees).
Further compliance costs, which are associated with audit effort, may depend
on auditors' existing auditing practices under pre-existing auditing standards
and the size and complexity of the entity being audited.
The Board has taken note of the views of commenters on the proposed standard in assessing economic considerations. Some auditors who commented on
the Board's proposal indicated that the procedures required by the proposed auditing standard were similar to their current practices. Comments from other
auditors suggested that they did not perform specific procedures to test supplemental information. To the extent that auditors already are testing supplemental information, the PCAOB does not anticipate significant incremental costs
associated with compliance with Auditing Standard No. 17. Those incremental
costs might be somewhat higher for auditors that have not been performing
specific tests of supplemental information.30
Auditing Standard No. 17 is designed to be scalable based on an entity's size
and complexity. Specifically, the audit effort under the standard likely will be
greater for entities that have more supplemental information or more complex
supplemental information. For example, audit effort generally would be greater
for larger, more complex brokers or dealers that carry securities for customers
than for smaller, less complex brokers that neither carry nor clear securities.
Similarly, audit effort generally would be greater for larger, more complex covered 11-K filers that have more investments and reportable transactions subject
to regulatory reporting requirements.

B. Applicability to Audits of Emerging Growth
Companies
The Board is adopting Auditing Standard No. 17 pursuant to its authority under
the Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act").31

30
The auditors whose comments suggested that they did not perform specific procedures on supplemental information did not address in their letters their current practices for complying with
GAAS, which requires audit procedures for supplemental information. To the extent that those auditors apply audit procedures to supplemental information in audits under GAAS, the Board anticipates
that the costs of transitioning to Auditing Standard No. 17 would not be significant.
31
Pub. L. No. 107-204, 116 Stat. 745 (2002). Under Section 101 of the Act, the mission of the
PCAOB is to oversee the audit of companies that are subject to the securities laws, and related
matters, in order to protect the interests of investors and further the public interest in the preparation
of informative, accurate, and independent audit reports. Section 103 of the Act authorizes the Board to
adopt auditing standards for use by registered public accounting firms in the preparation and issuance
of audit reports "as required by [the] Act or the rules of the Commission, or as may be necessary or
appropriate in the public interest or for the protection of investors."
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Before rules adopted by the Board can take effect, they must be approved by the
SEC. Pursuant to Section 107(b)(3) of Sarbanes-Oxley, the SEC shall approve
a proposed rule if it finds that the rule is "consistent with the requirements of
[the] Act and the securities laws, or is necessary or appropriate in the public
interest or for the protection of investors."
Additionally, Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act")32 amended Sarbanes-Oxley to provide that any additional rules adopted
by the PCAOB after April 5, 2012 do not apply to audits of emerging growth
companies ("EGCs")33 unless the SEC "determines that the application of such
additional requirements is necessary or appropriate in the public interest, after
considering the protection of investors, and whether the action will promote
efficiency, competition, and capital formation."34
The following discussion is intended to provide information that may assist the
SEC in any determination it may make regarding whether to apply the new
standard to audits of EGCs.
As noted above, Auditing Standard No. 17:

•

Strengthens and clarifies the audit requirements regarding supplemental information to promote consistent audit performance
and compliance with regulatory requirements, which can enhance
the quality of information that is used in regulatory oversight for
investor protection and, with respect to covered 11-K filers, increase the quality of information available to investors;

•

Helps lessen the effects of the costs associated with the new auditing standard by retaining the "in relation to" approach, setting
forth a risk-based approach for the required audit procedures, and
requiring coordination with the financial statement audit to avoid
redundancy in testing; and

•

Is designed to be scalable based on the size and complexity of the
entity.

The PCAOB has begun monitoring implementation of the JOBS Act to better understand the characteristics of EGCs and inform the Board's considerations regarding whether it should recommend to the SEC that it apply the new
standard and related amendments to audits of EGCs. Based on the PCAOB's
research of self-identified EGCs, a substantial majority of EGCs are smaller
reporting companies that began reporting under the Exchange Act in 2012 or
later.35
32

Pub. L. No. 112-106, 126 Stat. 306 (2012).
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company." An issuer
generally qualifies as an EGC if it has total annual gross revenue of less than $1 billion during its most
recently completed fiscal year (and its first sale of common equity securities pursuant to an effective
Securities Act registration statement did not occur on or before December 8, 2011.) See JOBS Act
Section 101(a), (b), and (d). Once an issuer is an EGC, it retains its EGC status until the earliest of:
(i) the first year after it has total annual gross revenue of $1 billion or more (as indexed for inflation
every five years by the SEC); (ii) the end of the fiscal year after the fifth anniversary of its first sale
of common equity securities under an effective Securities Act registration statement; (iii) the date on
which the company issues more than $1 billion in nonconvertible debt during the prior three-year
period; or (iv) the date on which it is deemed to be a "large accelerated filer" under the Exchange Act
(generally, an entity that has been public for at least one year and has an equity float of at least $700
million).
34
See Section 103(a)(3)(C) of Sarbanes-Oxley (15 U.S.C. 213(a)(3)), as added by Section 104 of the
JOBS Act, Pub. L. No. 112-106 (April 5, 2012).
35
See Appendix 7 of The Auditor's Report on an Audit of Financial Statements When the Auditor Expresses an Unqualified Opinion, Reports on Audited Financial Statements, and The Auditor's
(continued)
33
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Currently, the PCAOB is not aware of EGCs for which auditors would be required to apply this standard. PCAOB staff has performed research on filings
of self-identified EGCs. Text searches were used to identify any issuers with
audit reports that opine on supplemental information required by Rule 17a-5,
and PCAOB staff read the most recent filings of those companies. For those
companies for which audited financial statements were available and based on
information included in the most recent audited financial statements filed as of
May 15, 2013, PCAOB staff has observed that none of the EGCs is a broker or
dealer or an 11-K filer. The staff observed one SEC filing containing supplemental information for which an auditor expressed an opinion. Based on the nature
of the supplemental information filed, it appears that the issuer included the
supplemental information voluntarily rather than pursuant to a requirement
specified by rule.
As noted previously, to the Board's knowledge, the only entities that are required to file supplemental information to which Auditing Standard No. 17 will
apply are (1) brokers and dealers pursuant to SEC Rule 17a-5 and (2) covered
11-K filers. PCAOB staff has discussed the applicability of the JOBS Act to this
rulemaking with the SEC staff. The reporting regimes for registered brokers
and dealers under SEC Rule 17a-5 and the reporting regime for employee benefit plans that must comply with financial reporting requirements under both
ERISA and the SEC are separate and distinct from those for companies subject
to reporting requirements pursuant to Section 13 and 15 of the Exchange Act
or for a Securities Act registration statement. The Board defers to the SEC
on the applicability of the JOBS Act to this rulemaking for these entities and
stands ready to assist the SEC with any additional analysis that may become
necessary.
In the event that the standard would be applied to an EGC, the Board has no
reason to believe that the economic effects on those EGCs would be different
from those described previously for brokers, dealers, and covered 11-K filers.
Accordingly, and pursuant to the foregoing discussions, the PCAOB requests
that the Commission, to the extent necessary, determine that it is necessary or
appropriate in the public interest, after considering the protection of investors
and whether the action will promote efficiency, competition, and capital formation, to apply these amendments to audits of EGCs.

VI. Effective Date
Auditing Standard No. 17 will be effective, subject to approval by the SEC, for
audit procedures and reports on supplemental information that accompanies
financial statements for fiscal years ending on or after June 1, 2014. This effective date coincides with the effective date for the corresponding amendments
to SEC Rule 17a-5.36
***

(footnote continued)
Responsibilities Regarding Other Information in Certain Documents Containing Audited Financial
Statements and the Related Auditor's Report, and Related Amendments to PCAOB Standards, PCAOB
Release No. 2013-005 (August 13, 2013).
36
See the SEC Release at 2.
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On the 10th day of October, in the year 2013, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
October 10, 2013
Appendix 1—Auditing Standard No. 17, Auditing Supplemental Information
Accompanying Audited Financial Statements
Appendix 2—Amendments to PCAOB Standards
Appendix 3—Additional Discussion of Auditing Standard No. 17
Appendix 4—Comparison of the Requirements of Auditing Standard No. 17
with the Analogous Standard of the Auditing Standards Board of the American
Institute of Certified Public Accountants
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Appendix 1—Auditing Standard No. 17
Auditing Supplemental Information Accompanying
Audited Financial Statements

Introduction
1. This standard sets forth the auditor's responsibilities when the auditor of the company's financial statements is engaged to perform audit procedures and report on supplemental information1 that accompanies financial
statements2 audited pursuant to Public Company Accounting Oversight Board
("PCAOB") standards.

Objective
2. The objective of the auditor of the financial statements, when engaged to
perform audit procedures and report on supplemental information that accompanies audited financial statements, is to obtain sufficient appropriate audit
evidence to express an opinion on whether the supplemental information is
fairly stated, in all material respects, in relation to the financial statements as
a whole.

Performing Audit Procedures on Supplemental Information
Accompanying Audited Financial Statements
3. The auditor should perform audit procedures to obtain appropriate audit
evidence that is sufficient to support the auditor's opinion regarding whether
the supplemental information is fairly stated, in all material respects, in relation to the financial statements as a whole. The nature, timing, and extent of
audit procedures necessary to obtain sufficient appropriate audit evidence and
to report on the supplemental information depends on, among other things:
a.
b.

The risk of material misstatement of the supplemental information;
The materiality considerations relevant to the information presented;
Note: When planning and performing the audit procedures to report on supplemental information, the auditor generally should
use the same materiality considerations as those used in planning
and performing the audit of the financial statements.3 However,
if applicable regulatory requirements specify a lower materiality level to be applied to certain supplemental information, the

1

Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.
For purposes of this standard, supplemental information "accompanies financial statements"
when it is (1) presented in the same document as the audited financial statements, (2) presented in a
document in which the audited financial statements are incorporated by reference, or (3) incorporated
by reference in a document containing the audited financial statements.
3
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, establishes requirements regarding the auditor's consideration of materiality in planning and
performing an audit.
2
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auditor should use those prescribed threshold requirements in
planning and performing audit procedures for the supplemental
information.
c.

The evidence obtained from the audit of the financial statements
and, if applicable, other engagements by the auditor or affiliates
of the firm,4 for the period presented; and
Note: The procedures performed regarding the supplemental information should be planned and performed in conjunction with
the audit of the financial statements. For audits of brokers and
dealers, the procedures should be coordinated with the attestation
engagements related to compliance or exemption reports required
by the U.S. Securities and Exchange Commission ("SEC").5 The
auditor should take into account relevant evidence from the audit
of the financial statements and, for audits of brokers or dealers,
the attestation engagements, in planning and performing audit
procedures related to the supplemental information and in evaluating the results of the audit procedures to form the opinion on
the supplemental information.

d.

Whether a qualified opinion, an adverse opinion, or a disclaimer
of opinion was issued on the financial statements.

4. In performing the audit procedures on supplemental information, the
auditor should:
a.

Obtain an understanding of the purpose of the supplemental
information and the criteria management used to prepare the
supplemental information, including relevant regulatory requirements;

b.

Obtain an understanding of the methods of preparing the supplemental information, evaluate the appropriateness of those methods, and determine whether those methods have changed from
the methods used in the prior period and, if the methods have
changed, determine the reasons for and evaluate the appropriateness of such changes;

c.

Inquire of management about any significant assumptions or interpretations underlying the measurement or presentation of the
supplemental information;

d.

Determine that the supplemental information reconciles to the
underlying accounting and other records or to the financial statements, as applicable;

e.

Perform procedures to test the completeness and accuracy of the
information presented in the supplemental information to the extent that it was not tested as part of the audit of financial statements; and

f.

Evaluate whether the supplemental information, including its
form and content, complies with relevant regulatory requirements or other applicable criteria, if any.

4
The term "affiliates of the firm" as used in this standard has the same meaning as the term
"affiliates of the accounting firm" as defined in PCAOB Rule 3501.
5
See Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of
Brokers and Dealers, and Attestation Standard No. 2, Review Engagements Regarding Exemption
Reports of Brokers and Dealers.
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Management Representations
5. The auditor should obtain written representations from management,
including:
a.

A statement that management acknowledges its responsibility for
the fair presentation of the supplemental information and, if applicable, the form and content of that supplemental information,
in conformity with relevant regulatory requirements or other applicable criteria;

b.

A statement that management believes the supplemental information, including its form and content, is fairly stated, in all material respects;

c.

A statement that the methods of measurement or presentation
have not changed from those used in the prior period or, if the
methods of measurement or presentation have changed, the reasons for such changes and why those changes are appropriate;

d.

If the form and content of the supplemental information is prescribed by regulatory requirements or other applicable criteria,
a statement that the supplemental information complies, in all
material respects, with the regulatory requirements or other applicable criteria, and identification of those requirements or other
applicable criteria; and

e.

A description of any significant assumptions or interpretations
underlying the measurement or presentation of the supplemental information, and a statement that management believes that
such assumptions or interpretations are appropriate.

Evaluation of Audit Results
6. To form an opinion on the supplemental information, the auditor should
evaluate whether the supplemental information, including its form and content,
is fairly stated, in all material respects, in relation to the financial statements
as a whole, including whether the supplemental information is presented in
conformity, in all material respects, with the relevant regulatory requirements
or other applicable criteria.
7. The auditor should accumulate misstatements regarding the supplemental information identified during performance of audit procedures on the
supplemental information and in the audit of the financial statements.6 The auditor should communicate accumulated misstatements regarding the supplemental information to management on a timely basis to provide management
with an opportunity to correct them.
8. The auditor should evaluate whether uncorrected misstatements related to the supplemental information are material, either individually or in
combination with other misstatements, taking into account relevant quantitative and qualitative factors.

6
See paragraph 10 of Auditing Standard No. 14, Evaluating Audit Results, which discusses the
auditor's responsibilities regarding the accumulation of misstatements in an audit of financial statements.

REL 2013-008

3696

Select PCAOB Releases
Note: The auditor should evaluate the effect of uncorrected misstatements related to the supplemental information in evaluating the results of the financial
statement audit.7

9. The auditor should evaluate the effect of any modifications to the audit
report on the financial statements when forming an opinion on the supplemental information:
a.

b.

When the auditor expresses a qualified opinion on the financial
statements and the basis for the qualification also applies to the
supplemental information, the auditor should describe the effects
of the qualification on the supplemental information in the report
on supplemental information and should express a qualified opinion on the supplemental information.
When the auditor expresses an adverse opinion, or disclaims an
opinion on the financial statements, the auditor should express
an adverse opinion, or disclaim an opinion, on the supplemental
information, whichever is appropriate.

Reporting
10. The auditor's report on supplemental information accompanying audited financial statements should include the following:
a.

b.
c.

d.

e.

f.

Identification of the supplemental information.
Note: Identification may be by descriptive title of the supplemental information or reference to the page number and document
where the supplemental information is located.
A statement that the supplemental information is the responsibility of management.
A statement that the supplemental information has been subjected to audit procedures performed in conjunction with the audit of the financial statements.
Note: If the financial statements are presented in a separate document from the supplemental information or otherwise are not
readily identifiable to the user of the supplemental information,
the auditor's report on supplemental information should identify
the document containing the company's financial statements.
A statement that the audit procedures performed included determining whether the supplemental information reconciles to
the financial statements or the underlying accounting and other
records, as applicable, and performing procedures to test the completeness and accuracy of the information presented in the supplemental information.
A statement that in forming the auditor's opinion, the auditor
evaluated whether supplemental information, including its form
and content, complies, in all material respects, with the specified
regulatory requirements or other criteria, if applicable.
A statement, if applicable, that the supplemental information is
presented on a basis that differs from the financial statements
and is not prescribed by regulatory requirements. When such a

7
See paragraph 17 of Auditing Standard No. 14, which discusses evaluation of uncorrected misstatements in the financial statement audit.
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statement is made, the report should describe the basis for the
supplemental information presentation.
g.

An opinion on whether the supplemental information is fairly
stated, in all material respects, in relation to the financial statements as a whole, or a disclaimer of opinion.

11. Unless prescribed by regulatory requirements, the auditor may either
include the auditor's report on the supplemental information in the auditor's
report on the financial statements or issue a separate report on the supplemental information. If the auditor issues a separate report on the supplemental
information, that report should identify the auditor's report on the financial
statements.
12. The date of the auditor's report on the supplemental information in
relation to the financial statements as a whole should not be earlier than:
a.

The date of the auditor's report on the financial statements from
which the supplemental information was derived, and

b.

The date on which the auditor obtained sufficient appropriate audit evidence to support the auditor's opinion on the supplemental
information in relation to the financial statements as a whole.8

13. The following is an example of an auditor's report on supplemental
information when included in the auditor's report on the financial statements:
The [identify supplemental information] has been subjected to audit procedures
performed in conjunction with the audit of [Company's] financial statements.
The [supplemental information] is the responsibility of the Company's management. Our audit procedures included determining whether the [supplemental
information] reconciles to the financial statements or the underlying accounting and other records, as applicable, and performing procedures to test the
completeness and accuracy of the information presented in the [supplemental information]. In forming our opinion on the [supplemental information],
we evaluated whether the [supplemental information], including its form and
content, is presented in conformity with [specify the relevant regulatory requirement or other criteria, if any]. In our opinion, the [identify supplemental
information] is fairly stated, in all material respects, in relation to the financial
statements as a whole.

14. If the auditor determines that the supplemental information is materially misstated in relation to the financial statements as a whole, the auditor should describe the material misstatement in the auditor's report on the
supplemental information and express a qualified or adverse opinion on the
supplemental information.
15. If the auditor is unable to obtain sufficient appropriate audit evidence
to support an opinion on the supplemental information, the auditor should
disclaim an opinion on the supplemental information. In those situations, the
auditor's report on the supplemental information should describe the reason
for the disclaimer and state that the auditor is unable to and does not express
an opinion on the supplemental information.

8
AU sec. 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report, sets
forth procedures to be followed by the auditor who, subsequent to the date of the report upon audited financial statements becomes aware that facts may have existed at that date that might have
affected the report had he or she then been aware of such facts. AU sec. 561 applies to situations in
which the auditor identifies a material misstatement of the financial statements while performing
audit procedures on supplemental information after the date of the auditor's report on the financial
statements.
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Note: If the supplemental information consists of two or more schedules, and
the auditor is able to obtain sufficient appropriate audit evidence to support
an opinion on some but not all schedules, the auditor may express an opinion
on only those schedules for which he or she obtained sufficient appropriate
evidence but should disclaim an opinion on the other schedules.
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Appendix A
Definitions
A1. For purposes of this standard, the term listed below is defined as follows:
A2. Supplemental Information—Refers to the following information when it
accompanies audited financial statements:
a. Supporting schedules that brokers and dealers are required to
file pursuant to Rule 17a-5 under the Securities Exchange Act of
1934;1
b. Supplemental information (i) required to be presented pursuant
to the rules and regulations of a regulatory authority and (ii) covered by an independent public accountant's report on that information in relation to financial statements that are audited in accordance with PCAOB standards; or
c. Information that is (i) ancillary to the audited financial statements, (ii) derived from the company's accounting books and
records, and (iii) covered by an independent public accountant's
report on that information in relation to the financial statements
that are audited in accordance with PCAOB standards.

1

See 17 C.F.R. § 240.17a-5 (d)(2).
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Appendix 2
Amendments to PCAOB Standards
Auditing Standard No. 16, “Communications with Audit
Committees”
Auditing Standard No. 16, Communications with Audit Committees, is amended
as follows:
a.

The second sentence of footnote 27 to paragraph 14 is replaced
with:
In addition to AU sec. 550, discussion of the auditor's consideration of other information is included in Auditing Standard No.
17, Auditing Supplemental Information Accompanying Audited
Financial Statements, AU sec. 558, Required Supplementary Information, and AU sec. 711, Filings Under Federal Securities
Statutes.

AU sec. 9342, “Auditing Accounting Estimates: Auditing
Interpretations of Section 342”
AU sec. 9342, "Auditing Accounting Estimates: Auditing Interpretations of Section 342," as amended, is amended as follows:
a.

The second sentence of paragraph .07 is replaced with:
When the audited disclosures do not constitute a complete balance
sheet presentation and are included in a supplemental schedule
or exhibit, the auditor should look to the requirements in Auditing
Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements.

b.

The second sentence of paragraph .08 is replaced with:
If the unaudited voluntary disclosures are located on the face of
the financial statements or in the footnotes, the voluntary disclosures should be labeled "unaudited." If the unaudited information is presented in a supplemental schedule, the voluntary
disclosures should be labeled "unaudited" and the auditor should
disclaim an opinion on the unaudited information.

c.

In the second flowchart in paragraph .10, "Auditing Guidance for
Fair Value Information, Required and Voluntary Information,"
the box text that states:
The voluntary disclosures should be labeled "unaudited" and the
auditor should disclaim an opinion on the unaudited information
as discussed in section 551.13.
is replaced with:
The voluntary disclosures should be labeled "unaudited" and the
auditor should disclaim an opinion on the unaudited information.

d.

In the second flowchart in paragraph .10, "Auditing Guidance for
Fair Value Information, Required and Voluntary Information,"
the box text that states:
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The auditor should add an additional paragraph to the report as
discussed in section 551.12
is replaced with:
The auditor should add an additional paragraph to the report. See
paragraph 10 of Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements.

AU sec. 530, “Dating of the Independent Auditor’s Report”
SAS No. 1, "Codification of Auditing Standards and Procedures," section 530,
"Dating of the Independent Auditor's Report" (AU sec. 530, "Dating of the Independent Auditor's Report"), as amended, is amended as follows:
Within paragraph .06 at the end of the paragraph, the sentence, "(See Section
551.)" is deleted.

AU sec. 550, “Other Information in Documents Containing
Audited Financial Statements”
SAS No. 8, "Other Information in Documents Containing Audited Financial
Statements" (AU sec. 550, "Other Information in Documents Containing Audited Financial Statements"), as amended, is amended as follows:
a. Within paragraph .03

•

At the end of the paragraph, the sentence "(see sections
551* and 623**)" is replaced with:

(See Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, and AU sec.
623**).

•
b.

Footnote * to paragraph .03 is deleted.

Paragraph .07 is deleted.

AU sec. 551, “Reporting on Information Accompanying the
Basic Financial Statements in Auditor-Submitted Documents”
SAS No. 29, "Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents" (AU sec. 551, "Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents") as amended, is superseded.

AU sec. 552, “Reporting on Condensed Financial Statements
and Selected Financial Data”
SAS No. 42, "Reporting on Condensed Financial Statements and Selected Financial Data" (AU sec. 552, "Reporting on Condensed Financial Statements and
Selected Financial Data"), as amended, is amended as follows:
The second sentence in paragraph .01 is replaced with:
Auditing Standard No. 17, Auditing Supplemental Information Accompanying
Audited Financial Statements, sets forth the auditor's responsibilities when
the auditor of the company's financial statements is engaged to perform audit
procedures and report on supplemental information that accompanies financial
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statements audited pursuant to Public Company Accounting Oversight Board
standards.

AU sec. 558, “Required Supplementary Information”
SAS No. 52, "Required Supplementary Information" (AU sec. 558, "Required
Supplementary Information"), as amended, is amended as follows:
a. Footnote 3 to paragraph .03 is deleted.
b. The second sentence of paragraph .05 is replaced with:
Auditing Standard No. 17, Auditing Supplemental Information
Accompanying Audited Financial Statements, sets forth the auditor's responsibilities when the auditor of the company's financial
statements is engaged to perform audit procedures and report on
supplemental information that accompanies financial statements
audited pursuant to Public Company Accounting Oversight Board
standards.
c. Footnote 7 to paragraph .08 is replaced with:
Auditing Standard No. 17, Auditing Supplemental Information
Accompanying Audited Financial Statements, sets forth the auditor's responsibilities when the auditor of the company's financial
statements is engaged to perform audit procedures and report on
supplemental information that accompanies financial statements
audited pursuant to Public Company Accounting Oversight Board
standards.
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Appendix 3
Additional Discussion of Auditing Standard No. 17
This appendix provides background information and additional detail regarding Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements (the "standard"), which is presented in
Appendix 1.
In particular, this appendix discusses significant comments received and revisions made by the Board to the standard to respond to comments. This appendix further describes how the standard will change the requirements from
existing PCAOB auditing standards, specifically, AU sec. 551, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents.

I. Applicability of the Standard and Definition of
Supplemental Information (Appendix A—Definitions)
Auditing Standard No. 17 applies when the auditor of the company's financial statements is engaged to perform audit procedures and report on supplemental information that accompanies financial statements audited pursuant
to PCAOB standards.
As discussed in the release, the Securities and Exchange Commission ("SEC"
or "Commission") and other regulators may require regulated entities, such as
brokers and dealers, to file supplemental information with their annual financial reports for regulatory purposes.1 In other cases, companies may voluntarily
provide supplemental information that is derived from, or ancillary to, the company's financial statements audited pursuant to PCAOB standards.
The proposed standard included a definition of the types of supplemental information to which this standard would apply. In response to questions in the
proposing release, several commenters stated that the proposed definition was
appropriate, while other commenters expressed concern that, as the proposed
definition was expressly tailored to supplemental information included in certain SEC filings by brokers and dealers, the definition did not describe all types
of supplemental information that auditors of issuers, brokers, and dealers might
be engaged to report on.
In particular, several commenters expressed concern that the proposed definition would exclude certain types of supplemental information because that
information is not included in SEC filings. One commenter noted that information that is ancillary to financial statements and not otherwise required to be
presented pursuant to the rules and regulations of the SEC or another relevant
regulatory body, may also be reported on, but not included in an SEC filing. Another commenter gave examples of situations when issuers engage auditors to
report on supplemental information that would be excluded under the proposed
standard's definition of supplemental information, including subsidiary-specific

1
Rule 17a-5 under the Securities Exchange Act of 1934 ("Exchange Act") requires brokers and
dealers registered with the SEC to submit financial reports to the SEC that include audited financial statements as well as certain required supporting schedules ("SEC Rule 17a-5"). See 17 C.F.R.
§ 240.17a-5. Paragraph (d)(2) of SEC Rule 17a-5 specifically addresses the supporting schedules.
See also SEC Exchange Act Release No. 34-70073, Broker-Dealer Reports (July 30, 2013), 78 Federal
Register 51910 (August 21, 2013) ("SEC Release").
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data or information used to calculate financial ratios related to a loan covenant
or other contractual provision.
After consideration of these comments, the definition of supplemental information has been revised to remove the references to SEC filings. Auditing Standard
No. 17 covers the following types of supplemental information:
a.

Supporting schedules that brokers and dealers are required to file
pursuant to SEC Rule 17a-5;2

b.

Supplemental information (i) required to be presented pursuant
to the rules and regulations of a regulatory authority and (ii) covered by an independent public accountant's report on that information in relation to financial statements that are audited in accordance with PCAOB standards; or

c.

Information that is (i) ancillary to the audited financial statements, (ii) derived from the company's accounting books and
records, and (iii) covered by an independent public accountant's
report on that information in relation to the financial statements
that are audited in accordance with PCAOB standards.

As mentioned previously, the standard covers supplemental information required by regulatory authorities and supplemental information that is voluntarily provided, when the auditor is engaged to report on that information in
relation to the financial statements as a whole and the financial statements
are audited in accordance with PCAOB standards. However, the standard itself does not impose an obligation to audit such supplemental information.
By its terms, the standard would not apply to unaudited supplemental information. For example, the standard would not apply to the information required
by the accounting standards or Item 302 of SEC Regulation S-K, 17 C.F.R.
§ 229.302. Similarly, auditors should continue to look to the requirements of
AU sec. 558, Required Supplementary Information, regarding unaudited information about oil and gas producing activities required by Item 302(b) of Regulation S-K 17 C.F.R. § 229.302(b) and Financial Accounting Standards Board's
Accounting Standards Codification, Topic 932, Extractive Industries—Oil and
Gas, section 932-50-2. Likewise, auditors should continue to look to the requirements of AU sec. 722, Interim Financial Information, regarding selected quarterly financial data required by Item 302(a) of Regulation S-K. Additionally,
auditors should continue to look to AU sec. 550, Other Information in Documents Containing Audited Financial Statements, including Management's Discussion and Analysis of Financial Condition and Results of Operations, unless
the auditor is engaged to examine and report on that information.
Further, the standard does not apply if the auditor who is engaged to audit and
report on supplemental information did not audit the financial statements. In
those situations, the auditor would not have the knowledge of the company's
financial statements or the evidence regarding the accounts and disclosures in
the financial statements necessary to express an opinion regarding whether the
supplemental information is fairly stated, in all material respects, in relation to
the financial statements as a whole. Accordingly, in those instances, the auditor
of the supplemental information should look to the requirements in AU sec. 623,
Special Reports.
Some commenters suggested that the standard would not apply to supplemental information prepared after the financial statement audit because of the

2

See paragraph (d)(2) of SEC Rule 17a-5.

REL 2013-008

Auditing Supplemental Information and PCAOB Standards

3705

requirement in the proposed standard, and related statement in the auditor's
report, that the audit procedures on the supplemental information be performed
in conjunction with the audit of the financial statements. Auditing Standard
No. 17 applies when the auditor of the company's financial statements is engaged to perform audit procedures and report on supplemental information
that accompanies audited financial statements, regardless of the timing of the
preparation of the supplemental information.
To address issues regarding timing, a footnote was added to paragraph 1 of
the standard to clarify that supplemental information "accompanies financial
statements" when it is (1) presented in the same document as the audited
financial statements, (2) presented in a document in which the audited financial
statements are incorporated by reference, or (3) incorporated by reference in a
document containing the audited financial statements.
Additionally, the note to paragraph 3.c. of the standard includes the phrase
"in conjunction with." That phrase is meant to indicate that the auditor of the
financial statements is in a position to take into account other information
available as a result of the financial statement audit, but Auditing Standard
No. 17 does not require that the two engagements be performed simultaneously.
The note to paragraph 3.c. explains the auditor's responsibilities for performing
audit procedures on the supplemental information "in conjunction with" the
audit of the financial statements. That note states that the auditor should take
into account relevant evidence from the audit of the financial statements and
the attestation engagements3 in planning and performing audit procedures
related to the supplemental information and in evaluating the results of the
audit procedures to form the opinion on the supplemental information. As such,
the language in the standard was retained largely as proposed.

A. Exclusion of Schedules Required by SEC Regulation S-X
Some commenters expressed concern with the definition of supplemental information because of the discussion in the proposing release,4 which stated that
the standard would not apply to schedules prepared pursuant to SEC Regulation S-X.5 One commenter noted that diversity in practice suggests that
these schedules may be considered supplementary and not part of the basic
financial statements covered by the standard auditor's opinion. The views of
these commenters are not consistent with SEC requirements. Section 1-01(b)
of SEC Regulation S-X6 states "the term financial statements as used...shall be
deemed to include all notes to the statements and all related schedules". Thus,
it is clear that the schedules required by SEC Regulation S-X are part of the
financial statements. As such, no changes were made to the standard.7

3
See Standards for Attestation Engagements Related to Broker and Dealer Compliance or Exemption Reports Required by the U.S. Securities and Exchange Commission and Related Amendments
to PCAOB Standards, PCAOB Release No. 2013-007 (October 10, 2013).
4
See Section I.A.1 of Proposed Auditing Standard, Auditing Supplemental Information Accompanying Audited Financial Statements and Related Amendments to PCAOB Standards, PCAOB Release
No. 2011-005 (July 12, 2011).
5
See Section 1-01(b) of SEC Regulation S-X,17 C.F.R. § 210.1-01(b).
6
See e.g., Rules 5-04, 6-10, 6A-05, 7-05, and Article 12 of Regulation S-X,17 C.F.R. § 210.5-04,
6-10, 6A-05, 7-05, and 12.
7
The schedules required by SEC Regulation S-X should be referred to in the introductory paragraph and in the opinion of the standard auditor's report set forth in AU sec. 508, Reports on Audited
Financial Statements.
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II. “In Relation to” the Financial Statements as a Whole
(Paragraphs 1 and 2)
As stated in the proposing release, the auditor's report on supplemental information in the standard includes an expression of an opinion on whether the
supplemental information is fairly stated, in all material respects, in relation
to the financial statements as a whole. In order to express an opinion on the
supplemental information the auditor performs the procedures set forth in the
standard, to the extent not performed in the course of the audit. The concept
of expressing an opinion on the supplemental information "in relation to" the
financial statements as a whole carries over from the Board's existing standard
for supplemental information, AU sec. 551.
The proposing release requested comment regarding whether to change from
the AU sec. 551 "in relation to" approach to reporting on supplemental information to a stand-alone reporting approach. Overall, commenters supported
the decision to retain the "in relation to" approach. One commenter stated that
it was an appropriate degree of responsibility for supplemental information.
Another commenter stated that the level of assurance provided by this type of
engagement meets the needs of users in a cost-effective manner.
After consideration of the comments received, the Board determined that the "in
relation to" approach remains appropriate for reporting on supplemental information accompanying audited financial statements. Nothing in the comments
received indicates that an "in relation to" opinion on supplemental information is inadequate for financial statement users or that the additional cost for
stand-alone assurance is warranted for all engagements involving supplemental information. The Board also considered that existing standards, specifically
AU sec. 623, establish requirements in those limited situations in which auditors are engaged to audit supplemental information on a stand-alone basis.
Some commenters expressed concern that use of the word "audit" in the introduction and objective paragraphs of the proposed standard implied that the
standard requires the auditor to issue a stand-alone audit opinion on supplemental information and that the reference to audit goes beyond the meaning
of "in relation to."
The standard does not require the auditor to issue a stand-alone audit opinion on the supplemental information. However, the standard emphasizes that
the auditor should perform procedures to obtain sufficient appropriate audit
evidence to support his or her opinion that the supplemental information is
fairly stated, in all material respects, "in relation to" the financial statements
as a whole. To avoid misperceptions, the wording in paragraphs 1 and 2 of the
standard has been revised to state, " . . . when the auditor of the company's
financial statements is engaged to perform audit procedures and report on supplemental information. . . . " Further, several of the amendments in appendix
2 were revised to reflect this wording.

III. Materiality (Paragraph 3)
The proposed standard included a requirement for the auditor, in the performance of audit procedures on supplemental information, to use the same materiality considerations as those used in planning and performing the audit of
the financial statements. Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, describes the auditor's responsibilities for considering materiality in planning and performing an audit of the
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financial statements. Commenters generally supported using the same materiality considerations for supplemental information as those used in the financial
statement audit. In general, auditors that are engaged to express an opinion on
supplemental information "in relation to" the financial statements as a whole
use the same materiality considerations for the audit of the supplemental information as those used in planning and performing the audit of the financial
statements.
One commenter recommended that the standard acknowledge instances in
which regulatory requirements may prescribe a materiality level for audit procedures over supplemental information that differs from the materiality level
used in the audit of the financial statements. As auditors might encounter instances in which this occurs, a note has been added to paragraph 3.b. of the
standard stating that "if applicable regulatory requirements specify a lower
materiality level to be applied to certain supplemental information, the auditor should use those prescribed threshold requirements in planning and performing audit procedures for the supplemental information." For example, if
the supplemental information consisted of a list of transactions over a threshold specified by a regulatory agency, the auditor should use that prescribed
threshold in planning and performing the audit procedures to be applied to the
supplemental information. This is consistent with the requirement in Auditing
Standard No. 11 to use a lower materiality level for accounts and disclosures for
which there is a substantial likelihood that misstatements of lesser amounts
than the materiality level established for the financial statements as a whole
would influence the judgment of a reasonable investor.8
Another commenter expressed concern that paragraph 3 of the proposed standard, which requires the auditor to base the nature, timing, and extent of audit procedures on, among other things, the materiality of the information presented, implied that the auditor will undertake a second audit, separate from
the audit of the financial statements. Paragraph 3 of the standard does not require the auditor to perform a second audit. The note to paragraph 3.b. specifically provides that the auditor should use the same materiality considerations
for the supplemental information as that for the audit of the financial statements. In general, the objective of using the same materiality considerations
from the financial statement audit is consistent with the principle of reporting
on the supplemental information in relation to the financial statements as a
whole. As such, paragraph 3 was retained substantially as proposed. If the auditor is engaged to audit and report on a stand-alone basis (i.e., not "in relation
to"), separate and apart from the audit of the financial statement, the auditor
should look to the requirements in AU sec. 623. A stand-alone audit of supplemental information under AU sec. 623 is usually more extensive than applying
audit procedures and reporting on supplemental information in relation to the
financial statements taken as a whole.9

IV. Performing Audit Procedures on Supplemental
Information Accompanying Audited Financial
Statements (Paragraphs 3 and 4)
Similar to AU sec. 551, the standard auditor's report on supplemental information pursuant to Auditing Standard No. 17 includes an opinion on whether

8
9

See paragraph 7 of Auditing Standard No. 11.
See AU sec. 623.13.
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the supplemental information is fairly stated, in all material respects, in relation to the financial statements as a whole. As with any audit opinion, it is
necessary for the auditor to obtain reasonable assurance so the auditor has
a reasonable basis for that opinion.10 Accordingly, Auditing Standard No. 17
includes a requirement for the auditor to perform audit procedures to obtain
appropriate audit evidence that is sufficient to support the auditor's opinion
on the supplemental information in relation to the financial statements as a
whole.
At the same time, Auditing Standard No. 17 recognizes that the circumstances
in which the auditor expresses an opinion on supplemental information differ
from those of a stand-alone audit. That is, the opinion under Auditing Standard
No. 17 is expressed in relation to the financial statements as a whole, and the
auditor's procedures on the financial statements ordinarily provide substantial
evidence that is relevant to the supplemental information. Thus, the standard
provides that the nature, timing, and extent of audit procedures necessary to
obtain sufficient appropriate audit evidence and to report on the supplemental
information depend on, among other things:

•

The risk of material misstatement of the supplemental information;

•

The materiality considerations relevant to the information presented;

•

The evidence obtained from the audit of the financial statements
and, if applicable, other engagements by the auditor or affiliates
of the accounting firm for the period presented; and

•

Whether a qualified opinion, an adverse opinion, or a disclaimer
of opinion was issued on the financial statements.

Further, the standard states that the procedures performed regarding the supplemental information should be planned and performed in conjunction with
the audit of the financial statements and, for audits of brokers and dealers, the
procedures should be coordinated with the attestation engagements related to
compliance or exemption reports required by the SEC.11 One commenter stated
that this requirement implies that the auditor would be required to separately
consider and document audit planning considerations relative to supplemental
information.
While the standard requires the auditor to assess the risk of material misstatement of the supplemental information as part of determining the nature, timing, and extent of audit procedures, the standard allows this assessment to be
performed with, and informed by, the planning and performance of procedures
relating to the financial statement audit. The auditor's knowledge obtained
from the audit of financial statements and any related engagements (such as
an attestation engagement) should generally provide necessary knowledge for
the auditor to assess the risk of material misstatement regarding the supplemental information.
10
This also is consistent with the requirements of SEC Rule 17a-5, which requires the auditor
to perform an examination of the broker's or dealer's financial report, which consists of the financial
statements and supplemental schedules. See paragraph (g) of SEC Rule 17a-5. See also the SEC
Release at 74, which discusses the SEC's intention that the auditor obtain reasonable assurance
regarding the financial statements and supporting schedules of brokers and dealers.
11
For example, a compliance examination performed pursuant to Attestation Standard No. 1,
Examination Engagements Regarding Compliance Reports of Brokers and Dealers, includes compliance tests relating to the schedules the broker or dealer used to determine compliance with the SEC's
net capital rule, 17 C.F.R. § 240.15c3-1, and the reserve requirements rule, paragraph (e) of 17 C.F.R.
§ 240.15c3-3.
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For example, evidence regarding the completeness and accuracy of the supplemental information that brokers and dealers are required to file pursuant
to SEC Rule 17a-5 may be obtained from procedures performed during an attestation engagement regarding compliance for a broker or dealer and include
procedures regarding safeguarding securities or compliance with certain SEC
rules.
In addition, paragraph 4 of the standard includes requirements for the auditor
to perform the following procedures on supplemental information:
a.

Obtain an understanding of the purpose of the supplemental
information and the criteria management used to prepare the
supplemental information, including relevant regulatory requirements;

b.

Obtain an understanding of the methods of preparing the supplemental information, evaluate the appropriateness of those methods, and determine whether those methods have changed from
the methods used in the prior period and, if the methods have
changed, determine the reasons for and evaluate the appropriateness of such changes;

c.

Inquire of management about any significant assumptions or interpretations underlying the measurement or presentation of the
supplemental information;

d.

Determine that the supplemental information reconciles to the
underlying accounting and other records or to the financial statements, as applicable;

e.

Perform procedures to test the completeness and accuracy of information presented in the supplemental information to the extent
that it was not tested as part of the audit of financial statements;
and

f.

Evaluate whether the supplemental information, including its
form and content, complies with relevant regulatory requirements or other applicable criteria, if any.

Some commenters stated that certain of the required procedures in the proposed standard exceeded those procedures necessary to support an auditor's
"in relation to" opinion on supplemental information. Commenters stated that
the required procedures in paragraph 4.d. and 4.e. expand the scope of the auditor's responsibility as compared to the existing requirements in AU sec. 551
with respect to information that was not derived from the underlying accounting records. One commenter further stated that information not derived from
the underlying accounting records, by its nature, is not subject to internal control over financial reporting and likely would not have been subjected to the
auditor's procedures in the audit of the financial statements.
In many instances, supplemental information reported on under PCAOB standards is required by regulators that have determined that the information required is important to carrying out their regulatory authority, and users of that
information can reasonably expect that an auditor's report on supplemental
information means that the supplemental information has been subjected to
audit procedures. This is consistent with AU sec. 551.07, which states that the
auditor may "choose to modify or redirect certain of the procedures to be applied in the audit of the basic financial statements so that [the auditor] may express an opinion on the accompanying information" under that standard. If, as
some commenters suggested, the auditor's procedures are limited to solely those
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procedures performed in the financial statement audit, it is possible that few or
no audit procedures might be applied directly to the supplemental information
in some engagements, and the auditor would have little or no basis for his or
her opinion.
One commenter suggested a revision to the proposed requirement regarding the
auditor's responsibility for understanding and evaluating the methods used by
management to prepare the supplemental information. The commenter recommended that the auditor should evaluate the appropriateness of the methods
used by management to prepare the supplemental information, as well as any
changes to those methods. Such a suggestion can be viewed as a necessary step
in evaluating whether the supplemental information is fairly stated, so the
standard has been revised to specifically include that procedure.
One commenter suggested that consultation with legal counsel or other experts
may be necessary. The standard does not prohibit such consultations. Other
commenters suggested that additional procedures be included in the standard,
such as a requirement for the auditor to consider the complexity of the methodology used to prepare supplemental information, particularly in those situations
in which complex analytical or sampling techniques have been employed in the
preparation of underlying data. These suggestions did not warrant changes to
the standard because the suggested examples are factors that affect the risk of
material misstatement of the supplemental information, which the standard
already addresses in paragraph 3.

V. Management Representations (Paragraph 5)
The proposed standard included a requirement for the auditor to obtain written representations from management. Commenters generally supported the
language as proposed. One commenter recommended that the standard include
an additional requirement for auditors to obtain a representation that management acknowledge its responsibility for the fair presentation of the supplemental information, including its form and content, in accordance with regulatory
requirements or other applicable criteria. This additional requirement has been
incorporated into the standard.
One commenter suggested that the standard specifically address management
representations with respect to supplemental information arising after the auditor has been engaged to perform the financial statement audit. As discussed
previously, the auditor's and management's responsibilities relating to supplemental information are not affected by timing considerations, such as whether
or not the audit procedures required for the supplemental information were
considered when the auditor was first engaged to audit the financial statements; therefore, no changes were made to the standard to address such circumstances. Further, the standard does not prohibit auditors from obtaining
additional representations from management in the case in which the auditor
believes additional management representations would be appropriate under
the circumstances.

VI. Evaluation of Audit Results (Paragraphs 6–9)
The proposed standard included a requirement for the auditor to evaluate
whether the supplemental information, including its form and content, is fairly
stated, in all material respects, in relation to the financial statements as a
whole, including whether the supplemental information is presented in conformity, in all material respects, with the relevant regulatory requirements
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or other applicable criteria. The evaluation should encompass, among other
things, whether the information: is complete and accurate, is consistent with
the audited financial statements, and complies with relevant regulatory requirements, if applicable.
Commenters generally agreed that the auditor's evaluation of form and content
is important to the auditor's evaluation as to whether the supplemental information is fairly stated. One commenter suggested that modification be made to
paragraph 6 so that the evaluation of audit results is in the context of the auditor's responsibility to form an opinion on the supplemental information. This
recommendation has been reflected in the standard because it provides additional context that helps to clarify the auditor's responsibilities in this area.
Paragraph 9 of the proposed standard included a requirement for the auditor
to consider the effect of any modifications to the audit report on the financial
statements when evaluating whether the supplemental information is fairly
stated, in all material respects, in relation to the financial statements as a
whole. One commenter stated that the auditor should be prohibited from expressing an "in relation to" opinion on the supplemental information when an
adverse or disclaimer of opinion has been issued. Other commenters suggested
that additional guidance would be necessary regarding the effect of modification of the auditor's report on the financial statements on the auditor's report
on supplemental information. Some commenters suggested that the standard
be revised to follow the requirements in the existing standard more closely regarding when the auditor has issued an adverse opinion or disclaims an opinion
on the financial statements.
After consideration of the comments received, the standard was revised to include updated and expanded direction on reporting in these situations. Specifically, paragraph 9 of the standard has been revised to state that the auditor
should evaluate the effect of any modifications to the audit report on the financial statements when forming an opinion on supplemental information. The
standard provides that:
a.

b.

When the auditor expresses a qualified opinion on the financial
statements and the basis for the qualification also applies to the
supplemental information, the auditor should describe the effects
of the qualification on the supplemental information in the report
on supplemental information and should express a qualified opinion on the supplemental information.
When the auditor expresses an adverse opinion, or disclaims an
opinion on the financial statements, the auditor should express
an adverse opinion, or disclaim an opinion, on the supplemental
information, whichever is appropriate.

VII. Reporting (Paragraphs 10–15)
The proposed standard included requirements regarding reporting on supplemental information that described the auditor's responsibilities when reporting
on the types of supplemental information covered by the proposed standard.
The standard does not retain from AU sec. 551 the statement that the supplemental information "is presented for purposes of additional analysis and
is not a required part of the basic financial statements." One commenter supported retaining this wording in the standard. However, such a statement could
be misunderstood by users as indicating that the supplemental information is
supplied on a voluntary basis even when governed by rules regarding content or
presentation. In fact, supplemental information presented by brokers, dealers,
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and others often is presented in conjunction with audited financial statements
to comply with rules of regulatory agencies that generally specify the form and
content of the information to be provided.
Further, the standard does not retain from AU sec. 551 the statement that "the
audit has been performed for the purpose of forming an opinion on the basic
financial statements taken as a whole." One commenter supported including
this wording in the standard. However, such a statement could confuse users
regarding the relationship between the audit of financial statements and the
auditor's "in relation to" opinion on supplemental information given that audit
procedures have been performed on the supplemental information that serve
to support the auditor's "in relation to" opinion.
The reporting language in the standard is intended to clearly communicate
the auditor's responsibilities regarding evaluating the supplemental information. For example, the standard requires the auditor's report to state that the
supplemental information has been subjected to audit procedures performed
in conjunction with the audit of the financial statements. Also, the standard
includes a requirement for the auditor to describe the audit procedures on the
supplemental information. This approach differs from the report language provided in AU sec. 551, which provides that the auditor's report should state that
the supplemental information has been subjected to the auditing procedures
that were applied in the audit of the basic financial statements.
Consistent with AU sec. 551, paragraph 11 of the standard states that, unless
prescribed by regulatory requirements,12 the auditor may either include the
auditor's report on the supplemental information in the auditor's report on the
financial statements or issue a separate report on the supplemental information. If the auditor issues a separate report on the supplemental information,
the standard provides that the auditor's report on the supplemental information should identify the auditor's report on the financial statements.
The standard also includes an example of the auditor's report on supplemental
information when included with the auditor's report on the financial statements.
One commenter suggested that the reporting elements include a statement that
the supplemental information is the responsibility of management and that
such a revision would serve to clarify the auditor's responsibility in this area.
This recommendation has been incorporated into the list of required elements in
the auditor's report on supplemental information. Some commenters expressed
concern that report language in paragraph 13 of the proposed standard, " . .
. and accordingly, its form and content comply, in all material respects, with
the relevant regulatory requirements," could be viewed as a separate opinion
regarding compliance or as conveying more responsibility for form and content
than appropriate.
Because the intention of the proposed standard was not to require a standalone opinion on the supplemental information or on compliance, the standard
includes revised report elements intended to emphasize that the auditor's evaluation of form and content is part of determining whether the supplemental
information is fairly stated, in all material respects, in relation to the audited financial statements rather than a separate opinion on compliance. The revisions
are also responsive to commenters who were generally supportive that evaluating form and content is important to the auditor's determination of whether

12
For example, paragraph (g)(1) of SEC Rule 17a-5 requires the auditor to prepare an auditor's
report on the broker's or dealer's financial report, which covers both the financial statements and
supporting schedules.
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supplemental information is fairly stated in relation to the audited financial
statements.
The standard states that if the auditor is unable to obtain sufficient appropriate
audit evidence to support an opinion on the supplemental information, the
auditor should disclaim an opinion on the supplemental information. In those
situations, the auditor's report on the supplemental information should describe
the reason for the disclaimer and state that the auditor is unable to and does
not express an opinion on the supplemental information.
If the supplemental information consists of two or more schedules and the auditor is able to obtain sufficient appropriate audit evidence to support an opinion
on some but not all schedules, the auditor may express an opinion on only
those schedules for which he or she obtained sufficient appropriate evidence
but should disclaim an opinion on the other schedules. The standard provides
the elements that should be included in the auditor's report on supplemental
information, many of which are the same as those included in the proposed
standard.
Other commenters expressed concern that the reporting requirements in the
proposed standard would require a registered public accounting firm to make a
legal determination regarding a company's compliance with relevant regulatory
rules. The auditor's report issued pursuant to the standard does not provide,
or purport to provide, a legal determination of a broker's or dealer's compliance
with the net capital rule or the reserve requirements rule or any other legal
determination. However, such a report may be useful to legal counsel or others
in making such determinations.
One commenter suggested including a reference to AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report, in the proposed
standard. The commenter suggested that this standard might be applicable in
situations in which the date of the auditor's report on supplemental information
is subsequent to the date of the auditor's report on the financial statements.
Such a revision would serve to remind auditors of their responsibilities under
AU sec. 561. A footnote to paragraph 12.b. was added to address this topic.
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Appendix 4
Comparison of the Requirements of Auditing Standard
No. 17 with the Analogous Standard of the Auditing
Standards Board of the American Institute of Certified
Public Accountants

Introduction
This appendix discusses certain noteworthy differences between requirements
of Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements, and the analogous standard of the Auditing Standards Board ("ASB") of the American Institute of Certified Public
Accountants ("AICPA"). The analogous standard of the AICPA is Statement on
Auditing Standards, Supplementary Information in Relation to the Financial
Statements as a Whole ("AU-C Section 725").1 This comparison does not cover
the application and explanatory material in the ASB standard.2 The International Auditing and Assurance Standards Board does not have an analogous
standard.
This appendix is provided for informational purposes only. It is not a summary
of or substitute for the auditing standard in Appendix 1 or the amendments in
Appendix 2. This comparison may not represent the views of the ASB regarding
its standard.

Conditions in Order to Opine on Supplemental
Information
PCAOB
Auditing Standard No. 17 does not include conditions in order to opine on supplemental information. Such conditions are not considered necessary in the
standard because the supplemental information covered by Auditing Standard
No. 17 is generally required by the SEC or other regulatory bodies.

ASB
AU-C Section 725 states that, in order to opine on whether the supplementary
information is fairly stated, in all material respects, in relation to the financial statements as a whole, the auditor should determine that: (a) the supplementary information was derived from, and relates directly to, the underlying
1
These AU-C Sections are contained in Statement on Auditing Standards No. 122, Statement
on Auditing Standards: Clarification and Recodification ("SAS No. 122"). In October 2011, the ASB
adopted SAS No. 122, which contains 39 clarified SASs with "AU-C" section numbers for each clarified
SAS. The "AU-C" is a temporary identifier to avoid confusion with references to existing "AU" sections
in AICPA Professional Standards.
2
Paragraph A64 of the AU-C 200, Overall Objectives of the Independent Auditor and the Conduct
of an Audit in Accordance with Generally Accepted Auditing Standards, states that although such
guidance "does not in itself impose a requirement, it is relevant to the proper application of the
requirements of an AU-C section."
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accounting and other records used to prepare the financial statements; (b) the
supplementary information relates to the same period as the financial statements; and (c) the auditor issued an audit report on the financial statements
that contained neither an adverse opinion nor a disclaimer of opinion. Although
Auditing Standard No. 17 does not contain such explicit conditions, the scope of
Auditing Standard No. 17 is similar to AU-C Section 725 in that both standards
apply only when the auditor of the financial statements is engaged to perform
audit procedures and report on supplemental information accompanying audited financial statements.
AU-C Section 725 also states that the auditor should determine that the supplementary information will accompany the entity's audited financial statements
or that such audited financial statements will be made readily available by the
entity. Auditing Standard No. 17 does not require that the supplementary information accompany the entity's audited financial statements, or that such audited financial statements will be made readily available by the entity. Rather,
rules of the SEC and other regulatory agencies specify the requirements for
filing or furnishing supplemental information, and whether that supplemental
information is to be made publically available.

Performing Audit Procedures on Supplemental
Information Accompanying Audited Financial
Statements
PCAOB
Paragraph 4 of Auditing Standard No. 17 requires that the auditor perform the
following procedures:

•

Obtain an understanding of the purpose of the supplemental information and the criteria management used to prepare the supplemental information, including relevant regulatory requirements;

•

Obtain an understanding of the methods of preparing the supplemental information, evaluate the appropriateness of those methods, and determine whether those methods have changed from
the methods used in the prior period and, if the methods have
changed, determine the reasons for and evaluate the appropriateness of such changes;

•

Inquire of management about any significant assumptions or interpretations underlying the measurement or presentation of the
supplemental information;

•

Determine that the supplemental information reconciles to the
underlying accounting and other records or to the financial statements, as applicable;

•

Perform procedures to test the completeness and accuracy of the
information presented in the supplemental information to the extent that it was not tested as part of the audit of financial statements; and

•

Evaluate whether the supplemental information, including its
form and content, complies with relevant regulatory requirements
or other applicable criteria, if any.
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Additionally, a note to paragraph 3.b. of Auditing Standard No. 17 includes a
requirement that when planning and performing the audit procedures to report on supplemental information, the auditor generally should use the same
materiality considerations as those used in planning and performing the audit
of the financial statements. Additionally, that note further states that if applicable regulatory requirements specify a lower materiality level to be applied
to certain supplemental information, the auditor should use those prescribed
threshold requirements in planning and performing audit procedures for the
supplemental information.

ASB
AU-C Section 725 requires that, in addition to the procedures performed during the audit of the financial statements, in order to opine on whether supplementary information is fairly stated, in all material respects, in relation to
the financial statements as a whole, the auditor should perform certain procedures using the same materiality level used in the audit of the financial
statements.
AU-C Section 725 specifically requires the auditor to inquire of management
about the purpose of the supplementary information and the criteria used by
management to prepare the supplementary information, such as an applicable
financial reporting framework, criteria established by a regulator, a contractual agreement, or other requirements, and to determine whether the form
and content of the supplementary information complies with the applicable
criteria.
Paragraph 4.a. of Auditing Standard No. 17 includes a requirement for the auditor to obtain an understanding of the purpose of the supplemental information
and the criteria management used to prepare the supplemental information,
including relevant regulatory requirements.
AU-C Section 725 requires the auditor to obtain an understanding about the
methods of preparing the supplementary information and to determine whether
the methods of preparing the supplementary information have changed from
those used in the prior period and, if the methods have changed, the reasons
for such changes.
Paragraph 4.b. of Auditing Standard No. 17 includes requirements that the
auditor obtain an understanding of the methods of preparing the supplemental
information, evaluate the appropriateness of those methods, and determine
whether those methods have changed from the methods used in the prior period,
and, if the methods have changed, determine the reasons for and evaluate the
appropriateness of such changes. This last requirement can be important in
determining whether the form and content of the information complies with
relevant regulatory requirements.
AU-C Section 725 requires the auditor to compare and reconcile the supplementary information to the underlying accounting and other records used in
preparing the financial statements or to the financial statements themselves.
Paragraph 4.d. of Auditing Standard No. 17 includes a requirement for the
auditor to determine that the supplemental information reconciles to the underlying accounting and other records or to the financial statements rather
than only to those records used in preparing the financial statements. Certain
schedules may be required by the SEC or other regulators that are prepared
from information not directly used to prepare financial statements.
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Management’s Representations
PCAOB
Paragraph 5 of Auditing Standard No. 17 includes a requirement for the auditor to obtain from management certain written representations regarding the
supplemental information.

ASB
AU-C Section 725 requires the auditor to obtain similar representations from
management.
AU-C Section 725 states that the auditor should obtain from management representations that when the supplementary information is not presented with
the audited financial statements, management will make the audited financial
statements readily available to the intended users of the supplementary information no later than the date of issuance by the entity of the supplementary
information and the auditor's report thereon. Auditing Standard No. 17 does not
require the auditor to obtain that representation because rules of the SEC and
other regulatory agencies specify the requirements for furnishing supplemental
information. Further, Auditing Standard No. 177 does not include a requirement that the auditor's report on the supplemental information be included in
any document that contains supplemental information for the same reason, so
a similar requirement in Auditing Standard No. 17 is not appropriate.

Evaluation of Audit Results
PCAOB
Paragraph 6 of Auditing Standard No. 17 includes a requirement that to form an
opinion on the supplemental information, the auditor should evaluate whether
the supplemental information, including its form and content, is fairly stated,
in all material respects, in relation to the financial statements as a whole,
including whether the supplemental information is presented in conformity,
in all material respects with the relevant regulatory requirements or other
applicable criteria.
Paragraph 7 of Auditing Standard No. 17 includes a requirement for the auditor
to accumulate misstatements regarding supplemental information identified
during performance of audit procedures on the supplemental information and
in the audit of the financial statements and to communicate the accumulated
misstatements regarding the supplemental information to management on a
timely basis to provide management with an opportunity to correct them.
Paragraph 8 of Auditing Standard No. 17 includes a requirement for the auditor to evaluate whether uncorrected misstatements related to the supplemental
information are material, either individually or in combination with other misstatements, taking into account relevant quantitative and qualitative factors.

ASB
AU-C Section 725 requires the auditor to evaluate the appropriateness and
completeness of the supplementary information, considering the results of the
procedures performed and other knowledge obtained during the audit of the
financial statements.
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Reporting
PCAOB
Paragraph 10 of Auditing Standard No. 17 includes a requirement for the auditor to include certain elements in the auditor's report, including identification
of the supplemental information, a statement that the supplemental information is the responsibility of management, a statement that the supplemental
information has been subjected to audit procedures performed in conjunction
with the audit of the financial statements, and a description of certain audit
procedures performed.
Paragraph 10 of Auditing Standard No. 17 also includes a requirement that, if
the form and content of the supplemental information are prescribed by regulatory requirements or other applicable criteria, the auditor's report should
include a statement that, in forming the auditor's opinion on whether the supplemental information was fairly stated, the auditor evaluated whether supplemental information, including its form and content, complies, in all material
respects, with the specified regulatory requirements or other criteria.
Additionally, paragraph 10 of Auditing Standard No. 17 includes a requirement
that if the supplemental information is presented on a basis that differs from
the financial statements and that basis is not prescribed by regulatory requirements, the report should state that and describe the basis for the presentation.

ASB
AU-C Section 725 requires the auditor to include in an explanatory paragraph
or separate report on supplementary information a statement that the audit
was conducted for the purpose of forming an opinion on the financial statements
as a whole.
Auditing Standard No. 17 does not include similar language.
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Amendments to Conform the Board’s Rules
and Forms to the Dodd-Frank Act and Make
Certain Updates and Clarifications
PCAOB Release No. 2013-010
December 4, 2013
PCAOB Rulemaking
Docket Matter No. 039

Summary
After public comment, and in conformance with the Dodd-Frank Wall Street
Reform and Consumer Protection Act, the Public Company Accounting Oversight Board ("PCAOB" or "Board") is adopting amendments to tailor certain of
its rules to the audits and auditors of brokers and dealers. The amendments include references to audits and auditors of brokers and dealers in relevant Board
rules, and call for relevant broker and dealer audit client information on the
Board's registration, withdrawal, and reporting forms. The amendments also
require that registered firms that audit brokers and dealers comply with certain
of the Board's professional practice standards, update a number of Board rules
and forms in light of administrative experience, and make certain updates to
the Board's Ethics Code.

Board Contacts
Nancy Doty, Associate General Counsel (202/207-9290, dotyn@pcaobus.org);
or Vincent Meehan, Assistant General Counsel (202/591-4208, meehanv@
pcaobus.org).

Compliance Dates
If approved by the U.S. Securities and Exchange Commission ("SEC" or "Commission"), the amendments to the PCAOB's rules, SECPS membership requirements, and Ethics Code will take effect on June 1, 2014. The amendments to
Forms 1, 1-WD, 3, and 4 will take effect July 1, 2014. The amendments to Form
2 will take effect April 1, 2015.
*****

I. Introduction
On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act1 amended various provisions of the Sarbanes-Oxley Act of 2002 ("the

1

Pub. L. No. 111-203, 124 Stat. 1376 (the "Dodd-Frank Act").
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Dodd-Frank amendments") and, among other things, gave the PCAOB oversight authority with respect to audits of brokers and dealers that are registered
with the SEC.2 The Dodd-Frank amendments provided the Board with authority to carry out the same types of oversight programs for audits of brokers and
dealers that it has carried out with respect to audits of issuers.3 The legislative
history notes that this new authority "permits [the Board] to write standards
for, inspect, investigate, and bring disciplinary actions arising out of, any audit
of a registered broker or dealer."4
On February 28, 2012, the PCAOB proposed to update its rules to conform
them to the Dodd-Frank amendments and to make certain other updates and
clarifications.5 The Board received 13 comment letters: 10 from registered public accounting firms (representing a range of large, medium, and small-sized
firms), two from accounting-auditing professional associations, and one from
an actuary. Commenters generally supported the goal of amending the Board's
rules to conform them to the Dodd-Frank Act and to make certain other amendments in light of the Board's administrative experience.6 Commenters said the
proposals were generally consistent with the "goal of enhancing audit quality for the audits of brokers and dealers,"7 and would "provide added clarity
regarding the applicability of the Board's rules and standards to brokers and
dealers."8
Commenters also raised a number of concerns, focusing especially on the
Board's proposals to:

•

apply Rule 3523 (Tax Services for Persons in Financial Reporting
Oversight Roles) to the audits of brokers and dealers;

2
Section 110 of the Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act"), which was added
by the Dodd-Frank amendments, incorporates the definitions of "broker" in Section 3(a)(4) of the
Securities Exchange Act of 1934 ("Exchange Act") and "dealer" in Section 3(a)(5) of the Exchange Act,
but includes only those brokers or dealers that are required to file a balance sheet, income statement,
or other financial statement under Section 17(e)(1)(A) of the Exchange Act certified by a registered
public accounting firm. See Section 110(3) and (4) of the Act.
3
As defined in Section 2(a)(7) of the Act, "issuer" means an issuer (as defined in Section 3 of
the Exchange Act) the securities of which are registered under Section 12 of the Exchange Act, or
that is required to file reports under Section 15(d) of the Exchange Act, or that files or has filed a
registration statement that has not yet become effective under the Securities Act of 1933 and that it
has not withdrawn.
4
S. Rep. No. 111-176, at 154 (2010). The Dodd-Frank amendments to Section 102(a) of the Act
also expanded the Act's registration requirement by making it unlawful for any person that is not a
registered public accounting firm to prepare or issue, or to participate in the preparation or issuance
of, any audit report with respect to any broker or dealer. Even before the Dodd-Frank amendments,
Section 17(e)(1)(A) of the Exchange Act, as amended by Sarbanes-Oxley in 2002, required that the
balance sheets and income statements filed with the Commission by registered brokers or dealers be
certified by a public accounting firm registered with the PCAOB. Before the Dodd-Frank amendments,
however, the Sarbanes-Oxley Act did not give the PCAOB the authority to inspect, set standards for,
or engage in investigation and enforcement actions with respect to registered firms that audit brokers
and dealers. In July 2013, the SEC adopted amendments to SEC Rule 17a-5 to, among other things,
require that broker and dealer audits be conducted in accordance with PCAOB standards and the
PCAOB's attestation standards regarding broker and dealer examinations and reviews. See SEC,
Broker-Dealer Reports, Exchange Act Release No. 70073 (July 30, 2013), 78 FR 51910 (Aug. 21, 2013).
5
See Proposed Amendments to Conform the Board's Rules and Forms to the Dodd-Frank Act and
Make Certain Updates and Clarifications, PCAOB Release No. 2012-002 (Feb. 28, 2012). The comment
period closed on April 30, 2012.
6
See Letter of the Center for Audit Quality (Apr. 30, 2012) ("CAQ Comment Letter"); Letter
of Deloitte & Touche LLP (Apr. 26, 2012) ("D&T Comment Letter"); Letter of Ernst & Young LLP
(Apr. 30, 2012) ("EY Comment Letter"); Letter of KPMG LLP (Apr. 27, 2012) ("KPMG Comment
Letter"); Letter of McGladrey & Pullen, LLP (Apr. 27, 2012) ("McGladrey Comment Letter"); Letter
of PricewaterhouseCoopers LLP (Apr. 30, 2012) ("PWC Comment Letter").
7
Letter of Crowe Horwath LLP (Apr. 23, 2012) ("Crowe Horwath Comment Letter").
8
Letter of Grant Thornton LLP (Apr. 30, 2012) ("Grant Thornton Comment Letter").
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•

amend Rule 5109 (Rights of Witnesses in Inquiries and Investigations) and Rule 5422 (Availability of Documents for Inspection
and Copying); and

•

require Form 3 special reporting for withdrawn broker and dealer
audit reports (proposed Form 3, Item 3.2) and issuer auditor
changes (proposed Form 3, Item 3.3).

As described in more detail below, the Board, after considering comments, is
adopting the proposed amendments with modifications to address certain of
the commenters' concerns.
The amendments the PCAOB is adopting today include specific references to
audits and auditors of brokers and dealers in the Board's rules. The amendments also conform the Board's rules to the Dodd-Frank amendments that (1)
clarified the definition of "person associated with a public accounting firm,"9
(2) permitted the Board to share certain information with foreign auditor oversight authorities,10 and (3) clarified that the Board's sanctioning authority is
not limited to persons who are supervisory personnel at the time a failure to
supervise sanction is imposed.11 Certain rules in each section of the Board's
rules, except the funding rules,12 and the rules related to assistance to non-U.S.
authorities in inspections and investigations, are affected by these conforming
amendments.13 These sections are:
Section 1—General Provisions
Section 2—Registration and Reporting
Section 3—Professional Standards (including Auditor Independence)
Section 4—Inspections
Section 5—Investigations and Adjudications
Ethics Code

Beyond these conforming amendments, the PCAOB is adopting three additional
categories of amendments that tailor certain of the Board's rules to the audits of
brokers and dealers; call for relevant broker and dealer audit client information
on the Board's forms; and amend a number of rules in light of the Board's
experience administering and enforcing these rules.
First, the PCAOB is tailoring the Board's professional practice standards to the
audits of brokers and dealers. As amended, Rule 3521 (Contingent Fees) and
Rule 3522 (Tax Transactions) apply to the audits of brokers and dealers to the
same extent that they previously applied to the audits of issuers. In contrast,
Rule 3523 (Tax Services for Persons in Financial Reporting Oversight Roles),
Rule 3524 (Audit Committee Pre-approval of Certain Tax Services), and Rule
3525 (Audit Committee Pre-approval of Non-audit Services Related to Internal
Control Over Financial Reporting) will remain limited to services provided to
issuer audit clients. The Board also is adding a definition of "audit committee"
9

See Section 2(a)(9)(C) of the Act.
See Section 105(b)(5)(C) of the Act.
11
See Section 105(c)(6)(A) of the Act.
12
The Board's funding rules were addressed in a separate PCAOB rulemaking. See Final Rules
for Allocation of the Board's Accounting Support Fee Among Issuers, Brokers, and Dealers, and Other
Amendments to the Board's Funding Rules, PCAOB Release No. 2011-002 (June 14, 2011). While the
Board is not substantively amending the funding rules, the Board is making technical amendments
to Rules 7103 and 7104. See infra note 17.
13
The Board is not amending the rules in Section 6, which state that the Board may provide
assistance to non-U.S. authorities in an inspection or investigation of a registered public accounting
firm, because these rules apply to registered firms that audit brokers and dealers without amendment.
10
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so that Rule 3526 (Communication with Audit Committees Concerning Independence) applies to brokers and dealers that may not have organizational
structures that include audit committees.
Second, the Board is amending its registration, withdrawal, and reporting
forms (Forms 1, 1-WD, 2, 3, and 4), and the general instructions to these forms,
to call for relevant broker and dealer audit client information. This information
includes, among other things, information identifying each audit report issued
by registered firms for broker and dealer audit clients during their annual reporting periods.
Finally, the Board is amending a number of rule provisions and form items in
light of administrative experience and to make a number of updates to address
events that have occurred since the last time the rules were updated. These
amendments, for example, conform Rule 4009 (Firm Response to Quality Control Defects) to a rule adopted by the Commission in July 2010, and eliminate
a hard-copy submission requirement from Form 1-WD that the Board believes
is unnecessary.
Appendix 1 discusses economic considerations, including the impact the amendments will have on audits of emerging growth companies. Appendix 2 to this
release provides the amendments as incorporated into the Board's rules and
standards. Appendix 3 provides the amendments to the Board's forms.

II. Section 1—General Provisions
Rule 1001, in Section 1 of the Board's rules, contains definitions of terms used
in the Board's rules. Today's amendments conform definitions in this section to
the definitions of terms in the Dodd-Frank amendments, including by amending
the terms "audit services" and "other accounting services" to implement Section
102(b)(2)(B) of the Act.14 The amendments also add the new statutory term
"foreign auditor oversight authority" to Rule 1001.15 Although commenters did
not generally address the proposed amendments to Rule 1001, one commenter
indicated its general support for these proposals, saying they conform to the
provisions of the Dodd-Frank Act.16
“Audit” and ”Audit Report” (Rule 1001(a)(v) and (a)(vi)). The PCAOB is
amending the definitions of "audit" and "audit report" to conform these terms
to the statutory definitions the Dodd-Frank amendments added to Section 110
of the Act.17 The amended definitions expand the terms to include not only
14
As part of a separate rulemaking related to the Board's funding rules, the Board adopted
amendments to Rule 1001 that added definitions of, among other Rule 1001 terms, "broker," "dealer,"
and "self-regulatory organization," which are consistent with the definitions in the Dodd-Frank amendments. See PCAOB Release No. 2011-002.
15
In addition, the Board is reserving Rule 1001(n)(i), and renumbering the definitions of "party"
in Rule 1001(p)(iii) and "secretary" in Rule 1001(s)(iii) to correct technical errors in Rule 1001's numbering. In 2011, the Board removed the term "notice" from Rule 1001 without reserving subparagraph
(n)(i). See PCAOB Release No. 2011-002, at n.22. Also, prior rule amendments inadvertently resulted
in several unrelated definitions being assigned the same subparagraph numbers.
16
See Grant Thornton Comment Letter.
17
The Board is also removing the notes accompanying the definitions of "audit" and "audit report."
The Board added these notes in 2011 to make clear that the Board's enforcement rules encompass
the obligations of auditors with respect to the audits of brokers and dealers. See Temporary Rule
for an Interim Program of Inspection Related to Audits of Brokers and Dealers, PCAOB Release No.
2011-001, at n.32 (June 14, 2011); Proposed Temporary Rule for an Interim Program of Inspection
Related to Audits of Brokers and Dealers, PCAOB Release No. 2010-008, at n.19 (Dec. 14, 2010).
Today's amendments make these notes unnecessary. Similarly, the amendments to the definitions of
"audit" and "audit report" make note three accompanying Rule 7104(b) unnecessary, and the Board
is removing this note. The Board is also making a technical correction to Rule 7103(c), which should
have consistently referred to brokers and dealers, as well as issuers.
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audits of financial statements under PCAOB auditing standards but also examinations of reports, notices, other documents, procedures or controls under
PCAOB attestation standards. The Board did not receive comment on the proposed amendments to the definitions of "audit" or "audit report," and the Board
is adopting the amendments to these definitions as proposed. The amended
definitions recognize that brokers and dealers are required under SEC rules to
file reports prepared and issued by auditors based on an examination of, among
other things, broker and dealer financial statements and supporting schedules
that provide information regarding a broker-dealer's net capital, reserves, and
other items.18 The terms "audit" and "audit report" in the context of SEC Rule
17a-5 apply to reports prepared on a broker's or dealer's financial statements
and supporting schedules, compliance report, and exemption report, as well
as a supplemental report regarding Securities Investor Protection Corporation ("SIPC") annual general assessment reconciliation or exclusion from SIPC
membership, as applicable.19
“Audit Services” and ”Other Accounting Services” (Rule 1001(a)(vii)
and (o)(i)). To implement the Dodd-Frank amendments to Section 102(b)(2)(B)
of the Act, the Board is amending the terms "audit services" and "other accounting services" to include services provided by auditors to broker and dealer
audit clients. Commenters did not address the proposed amendments to the
definitions of "audit services" or "other accounting services" and the PCAOB is
adopting these definitions as proposed. Because firms provide different services
to broker and dealer audit clients than they provide to issuer audit clients, the
Board's definitions are tailored to each category of audit client. As discussed in
more detail in Section VII below, these amendments will be used in the context
of collecting certain fee information on broker and dealer audit clients on Form
1.20 In the event that a firm has both issuer and broker and dealer audit clients,
the fee information will be collected separately for issuer and for broker and
dealer audit clients. (The Board, as discussed below, is not imposing an annual
reporting requirement with respect to fees for services provided to broker and
dealer audit clients on Form 2.)21
The Rule 1001 term "audit services," in the context of broker or dealer audit clients, includes professional services related to the audit of a broker's or
dealer's financial statements and supporting schedules, as described in SEC
Rule 17a-5(d)(2),22 as well as the report on a broker's or dealer's compliance
report, as described in SEC Rule 17a-5(d)(3), a report on a broker's or dealer's
exemption report, as described in SEC Rule 17a-5(d)(4), and a report on the
broker's or dealer's supplemental report on SIPC annual general assessment
reconciliation or exclusion from SIPC membership, as described in SEC Rule
17a-5(e)(4).
To the extent a firm's services and particular fees may overlap these fee categories, the firm must attribute the fees it billed to just one of the fee categories.
Applicants must include such fees within the most appropriate category under

18

See generally, SEC Rule 17a-5 under the Exchange Act (17 C.F.R. § 240.17a-5).
See SEC Rule 17a-5(e)(4) and (g). In July 2013, the SEC adopted amendments to SEC Rule 17a5 to, among other things, strengthen and clarify broker and dealer audit and reporting requirements
and require that broker and dealer audits be conducted in accordance with PCAOB standards. See
Broker-Dealer Reports, Exchange Act Release No. 70073.
20
See infra notes 151-155 and accompanying text.
21
See infra note 177 and accompanying text.
22
"Audit services" covers professional services rendered for the audit of a broker's or dealer's
financial statements and supporting schedules regarding computation and information required under
SEC Rules 15c3-1 and 15c3-3. The definition of "non-audit services" remains unchanged. See Rule
1001(n)(ii).
19
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the circumstances. As discussed in more detail below, the Board understands
that firms with broker and dealer audit clients have not necessarily maintained
billing records in a way that would make precise reporting according to the fee
categories always possible. For this reason, the Board expects that estimates
will be required to attribute particular billed fees to one of the fee categories
on Form 1.23
“Foreign Auditor Oversight Authority” (Rule 1001(f)(iii)). As proposed,
the Board is amending Rule 1001 to include the definition of "foreign auditor
oversight authority" to track the definition in Section 2(a)(17) of the Act. The
Board did not receive comment on the proposed definition of foreign auditor
oversight authority. This definition supports the Board's authority to share
confidential information with its counterparts in other countries.
“Person Associated with a Public Accounting Firm (and Related
Terms)” (Rule 1001(p)(i)). The PCAOB, as proposed, is amending Rule
1001(p)(i), which defines "person associated with a public accounting firm" (and
related terms), consistent with amended Section 2(a)(9) of the Act. The Board
is also adding a note to Rule 1001(p)(i) highlighting a related amendment to
Section 2(a)(9). The note explains that Section 2(a)(9) has been amended to
make clear that, for purposes of the Board's investigations and disciplinary
proceedings, the defined terms include any person associated, seeking to become associated, or formerly associated with a public accounting firm. The note
also explains that Section 2(a)(9) makes clear that the Board's authority to
conduct an investigation of any such person applies only with respect to conduct or omissions that occurred while the person was associated or seeking to
become associated with a firm, and that the Board's authority to commence
disciplinary proceedings or impose sanctions against any such person applies
only with respect to conduct or omissions occurring during such a period or
failures to cooperate with investigative demands for testimony, documents, or
other information relating to such a period. The legislative history of the DoddFrank amendments explains that Congress enacted the revised definition of
associated person "to make it clear that [the Board] may sanction or discipline
persons who engage in misconduct while associated with a regulated or supervised entity even if they are no longer associated with that entity."24
Commenters asked for guidance regarding the meaning of "seeking to become
associated" (as added by the Dodd-Frank Act).25 The Board believes that inclusion of the phrase "seeking to become associated" in the Act provides the
Board with investigative and disciplinary authority over, for example, conduct
connected with the preparation and filing with the Board of Form 1 (including
the form's contents and all attachments, exhibits, and correspondence related
to the form) and other applications for registration with the Board.
The PCAOB is also amending a provision that the Board included in the definition in its rules but is not included in the statutory definition. Before the
Board adopted Rule 1001(p)(i) in 2003, a number of commenters suggested
that the definition should be limited to only a public accounting firm's employees. In response, the Board adopted a provision providing that the persons
associated with a particular public accounting firm do not include those persons the firm reasonably believes are persons primarily associated with another

23

See infra text accompanying note 156.
H.R. Rep. No. 111-687, at 79 (Dec. 16, 2010) (accompanying H.R. 3817, the Investor Protection
Act of 2009).
25
See CAQ Comment Letter; D&T Comment Letter; Grant Thornton Comment Letter; KPMG
Comment Letter.
24
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registered public accounting firm.26 Experience in administering the rule after
its adoption has shown that, in contexts other than registration and reporting,
this provision, which is not a part of the statutory definition, may create uncertainty and lead to results inconsistent with the statutory definition. By its
terms, the statutory definition has application without regard to the belief of a
firm. Accordingly, the Board is adding language to Rule 1001(p)(i) to limit the
reasonable belief provision to the context of registration and reporting forms
that are completed on behalf of a firm pursuant to Section 2 of the Board's rules,
thus making clear that this provision does not otherwise operate to amend the
statutory definition. The Board did not receive comment on this aspect of the
proposed amendments to the associated person definition and is adopting it as
proposed.
The Board also is amending Rule 1001(p)(i) by inserting the words "or entity"
after the words "independent contractor," and "or otherwise" after "participates
as agent." The phrases "or entity" and "or otherwise" are included in the definition of "Person Associated with a Public Accounting Firm" in Section 2(a)(9) of
the Act. Two commenters suggested that these amendments may raise interpretive and implementation questions.27 The primary purpose of many definitions
adopted in 2003 was to narrow terms to allow auditing firms to complete initial
registration forms with some certainty and in a relatively short period of time.
These rules, however, did not limit or contract the Board's authority under the
Act. Now that most firms are registered, it is appropriate for the definition
in the Board's rules to reflect the full statutory meaning of the term. As with
other provisions of the Act, the Board's interpretation of this defined term will
be determined based on specific facts and circumstances.
“Play a Substantial Role in the Preparation or Furnishing of an Audit Report” (Rule 1001(p)(ii)). As proposed, the PCAOB is inserting "broker
or dealer" throughout this definition to make it clear that the definition extends to audit reports prepared for brokers or dealers, as well as issuers. The
Board is also amending this definition to correct an error, by replacing the word
"accountant" with "auditor," which is the more appropriate term.28 The Board
did not receive comment on the proposed amendments to the substantial role
definition.
“Professional Standards” (Rule 1001(p)(vi)). The Board is amending the
definition of "professional standards" to conform to the definition of this term in
Section 110 of the Act.29 Under the amended rule, the definition of professional
standards is extended to include accounting principles, auditing standards, attestation standards, quality control standards, ethics standards and independence standards relating to the audit reports for brokers and dealers, as well as
issuers. The Board did not receive comment on the proposed amendments to the
definition of professional standards and is adopting the definition as proposed.
26
See Registration System for Public Accounting Firms, PCAOB Release No. 2003-007, at A-3-xii
(May 6, 2003). See also Frequently Asked Questions Regarding Registration with the Board, PCAOB
Release No. 2003-011D, Question and Answer No. 21, available at http://pcaobus.org/Registration/
Pages/SampleForms.aspx. See generally, comment letters available at http://pcaobus.org/Rules/
Rulemaking/Pages/Docket001Comments.aspx.
27
See D&T Comment Letter and EY Comment Letter.
28
"Accountant" is defined in Rule 1001(a)(ii) as a natural person who is a CPA, or who holds an
accounting degree, or who holds a license or certification authorizing him or her to engage in auditing
or accounting, or who holds a degree other than accounting and participates in audits. "Auditor"
is defined in Rule 1001(a)(xii) to mean both public accounting firms registered with the Board and
associated persons thereof. The Board is also correcting this error in the notes accompanying Form 1,
Items 2.1 and 2.2.
29
The amendments also remove, as unnecessary, the note accompanying the definition of
"professional standards."
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“Suspension” (Rule 1001(s)(iv)). As proposed, the PCAOB is amending the
definition of "suspension" to make it clear that when the Board imposes a suspension on a registered public accounting firm, the firm is prohibited from
preparing or issuing, or participating in the preparation or issuance of, any
audit report, including audit reports issued for brokers or dealers. The Board
did not receive comment on the proposed amendments to the definition of suspension.

III. Section 2—Registration and Reporting Rules
This section of the PCAOB's rules sets out the requirements for public accounting firms to register with the Board. It also contains provisions for annual and
special reporting, the payment of annual fees, and procedures to withdraw from
registration with the Board. In addition, Section 2 contains rules governing a
firm's request for confidential treatment of information submitted in registration and reporting forms, as well as requests to omit certain information on
grounds that providing the information would violate certain non-U.S. laws.
Most of the amendments the Board is making to this section are to add "broker"
and "dealer" to those rules that formerly applied only to auditors of issuers.
Commenters did not address the Board's proposed amendments to the rules
in Section 2, and the Board is adopting the amendments, which are briefly
described below, as proposed.
Application for Registration (Rule 2100). Section 102(a) of the Act and
Rule 2100 require the registration of all public accounting firms that prepare
or issue audit reports, or play a substantial role in preparing or furnishing an
audit report, with respect to issuers. The Dodd-Frank amendments extended
this requirement to auditors of brokers and dealers.30 The Board is revising
Rule 2100 to implement these amendments with respect to registration.
Standard for Approval (Rule 2106(a)). Rule 2106(a) sets out the standard
for the Board to consider in determining whether to approve a firm's application
for registration. The rule is based on Section 101(a) of the Act. The Dodd-Frank
amendments broadened Section 101(a) to cover broker and dealer audits, as
well as issuer audits. To ensure that Rule 2106(a) continues to track Section
101(a) of the Act, as amended by the Dodd-Frank Act, the Board is revising this
rule to remove its last clause.
Board Action (Rule 2107(d)). The Board may order that withdrawal of
a firm's registration be delayed for a period of up to eighteen months under Rule 2107(d), if it determines that withdrawal is inconsistent with the
Board's responsibilities to conduct inspections or investigations. Specifically,
Rule 2107(d)(1) refers to "inspections to assess the degree of compliance of
each registered public accounting firm and associated persons of that firm
with . . . related matters involving issuers." The Board is amending this provision to encompass brokers and dealers to reflect the Board's expanded authority
under the Dodd-Frank amendments.

IV. Section 3—Professional Standards
Section 3 of the PCAOB's rules establish auditing and related professional practice standards, including attestation, quality control, ethics, and independence
standards applicable to registered public accounting firms and their associated
persons. In light of the enactment of the Dodd-Frank Act, the Board proposed
30
Section 17(e)(1)(A) of the Exchange Act requires every registered broker and dealer to file with
the Commission a balance sheet and income statement certified by a registered public accounting
firm.
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specific amendments to make Section 3 applicable to audits of brokers and
dealers.
Under Section 17 of the Exchange Act and SEC Rule 17a-5 thereunder, brokers or dealers are generally required, among other things, to file with the
Commission and with the broker's or dealer's designated examining authority
("DEA") an annual report containing audited financial statements, supporting
schedules, supplemental reports, and independent public accountant reports,
as applicable.31 Under the amendments to SEC Rule 17a-5, effective for fiscal
years ending on or after June 1, 2014, "independent public accountant" reports
must be prepared in accordance with the standards of the PCAOB.32
As discussed above, in July 2010, the Dodd-Frank amendments gave the Board
authority to establish, subject to Commission approval, auditing and related
attestation, quality control, ethics, and independence standards to be used by
registered public accounting firms in the preparation and issuance of the audit
reports included in broker and dealer filings with the Commission. In September 2010, the Commission issued interpretive guidance clarifying that the "references in Commission rules and staff guidance and in the federal securities
laws to generally accepted auditing standards ("GAAS") or to specific standards
under GAAS, as they relate to non-issuer brokers or dealers, should continue
to be understood to mean" the auditing and attestation standards established
by the American Institute of Certified Public Accountants (the "AICPA"), but
noted that it intended to revisit this interpretation in connection with a Commission rulemaking project to update the audit and attestation requirements
for brokers and dealers in light of the Dodd-Frank Act.33 In June 2011, the Commission proposed to amend SEC Rule 17a-5 to mandate that the rule's required
reports be prepared in accordance with the standards of the PCAOB.34 Finally,
in July 2013, the SEC adopted amendments to SEC Rule 17a-5, directing that
auditors of brokers and dealers are to comply with PCAOB standards effective
for fiscal years ending on or after June 1, 2014.35 As a result, the Board's auditing, attestation, quality control, and independence standards apply to audit,
attest, and other engagements for brokers and dealers required by Section 17
of the Exchange Act and SEC Rule 17a-5.36

A. General Requirements
Rule 3100 requires registered firms and their associated persons to comply
with all applicable auditing and related professional practice standards and
Rule 3101 explains the meaning of certain terms used in those standards (such
as "must" and "should") that describe the responsibility a PCAOB standard
imposes on auditors. Rules 3100 and 3101 are applicable to audits of brokers
and dealers required by Section 17 of the Exchange Act and SEC Rule 17a-5.
31

See Section 17(a) and (e) of the Exchange Act and SEC Rule 17a-5(d).
See SEC Rule 17a-5(g), as amended.
33
SEC, Commission Guidance Regarding Auditing, Attestation, and Related Professional Practice Standards Related to Brokers and Dealers, Exchange Act Release No. 62991 (Sep. 24, 2010).
34
SEC, Broker-Dealer Reports, Exchange Act Release No. 64676 (June 15, 2011), 76 FR 57572
(June 27, 2011).
35
Broker-Dealer Reports, Exchange Act Release No. 70073.
36
In related releases issued recently, the PCAOB adopted standards that are tailored to the
SEC's requirements under SEC Rule 17a-5. See Standards for Attestation Engagements Related to
Broker and Dealer Compliance and Exemption Reports Required by the U.S. Securities and Exchange
Commission and Related Amendments to PCAOB Standards, PCAOB Release No. 2013-007 (Oct. 10,
2013), and Auditing Standard on Auditing Supplemental Information Accompanying Audited Financial Statements, PCAOB Release No. 2013-008 (Oct. 10, 2013). These standards must be approved by
the SEC.
32
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Rules 3200T, 3300T and 3400T generally require registered firms and their
associated persons to comply with the AICPA's auditing, attestation, and quality
control standards as in existence on April 16, 2003, to the extent not superseded
or amended by the Board. Rules 3200T and 3300T, as well as standards adopted
by the Board and approved by the Commission, apply to audit, attest, and other
engagements for brokers and dealers required under Section 17 of the Exchange
Act and SEC Rule 17a-5.
To clarify that Rule 3300T regarding interim attestation standards applies to
broker or dealer engagements, the Board is removing the words "for issuers"
from the phrase in the rule "audit reports for issuers." 37 As a result, Rule
3300T applies, and the interim standards, as applicable and to the extent not
superseded or amended by the Board, must be followed in connection with
engagements related to the preparation or issuance of audit reports for brokers
and dealers.38
Rule 3400T requires, among other things, that certain registered firms—firms
that were members of the former SEC Practice Section ("SECPS") of the
AICPA—must comply with certain of the SECPS membership requirements
that existed as of April 16, 2003, to the extent not superseded or amended by
the Board.39 Under the amendments, the SECPS membership requirements
apply to the auditors of brokers and dealers that were members of the SECPS
in 2003. This approach is consistent with the previous rule (which applied the
SECPS membership requirements only to those registered firms that are former members of the SECPS).
One commenter suggested that Rule 3400T itself should state that the SECPS
membership requirements apply to auditors of brokers and dealers that were
members of the SECPS in 2003.40 In response to this comment, the Board has
added a note to Rule 3400T to clarify that the SECPS membership requirements
only apply to those firms that were members of the SECPS in 2003.
Another commenter expressed concern that applying the former SECPS membership requirements only to firms that were SECPS members in 2003 could result in an unbalanced and disparate application of the Board's requirements.41
Prior to the Act's enactment, public accounting firms that were members of
the SECPS voluntarily committed to satisfying a number of quality controlrelated requirements, including the quality control requirements the Board is
adopting today. The Board notes that only two of the five SECPS membership
requirements adopted by the Board apply to audits of brokers or dealers. These
two requirements relate to continuing professional education requirements for
37
As noted above, the Board is amending the definition of "audit reports" in Rule 1001 to include
auditor examinations of and reports concerning not only financial statements but also reports, notices,
other documents, procedures or controls, such as the auditor reports provided in connection with audits
of brokers and dealers pursuant to SEC Rule 17a-5. See supra notes 17-19 and accompanying text.
38
In related releases issued recently, the PCAOB adopted standards to align its standards more
closely with auditor responsibilities under SEC Rule 17a-5. AT 1 and AT 2 apply specifically to the
examination of a broker's or dealer's compliance report and review of a broker's or dealer's exemption
report, as required by SEC Rule 17a-5. See supra note 36.
39
See Rule 3400T(b); Establishment of Interim Professional Auditing Standards, PCAOB Release
No. 2003-006, at n.15 and accompanying text (Apr. 18, 2003). These standards address, among other
topics, training and education, internal communication of broad principles that influence the firm's
quality control policies and procedures, notifications to regulators of dismissals and resignations
from audit engagements, obligations with respect to foreign correspondent firms or other members
of an international firm, and compliance with auditor independence requirements. Some of these
membership requirements do not apply to broker or dealer audit clients. See infra note 42.
40
See EY Comment Letter.
41
See Grant Thornton Comment Letter (suggesting that the Board defer the application of the
SECPS membership requirements to auditors of brokers and dealers until the Board has fully considered the application of those requirements to all firms).
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audit firm personnel and the firm communicating through a written statement
to its professional personnel the firm's broad policies and procedures related to
accounting principles, client relationships, and services provided.42 The Board
notes that all firms (including those that were members of the SECPS in 2003)
are required to comply with state and professionally mandated continuing professional education requirements that satisfy most, if not all, of these education requirements, and expects that firms distribute such information to their
professional personnel to effectively manage their firms. Application of these
requirements to audits of brokers and dealers is therefore not expected to result
in a significant burden on auditors of brokers or dealers that were members of
the SECPS in 2003. The Board intends to address the quality control standards
more generally in the future, and to consider whether the substance of any or
all of the SECPS membership requirements should be applied to all registered
firms.43
Although some commenters supported the proposals to amend the Board's general requirements governing the applicability of the Board's auditing and related professional practice standards to apply to audits of brokers and dealers,44
others believed that the Board's quality control, ethics, and independence rules
should not apply to the audit and attestation engagements of "introducing"
or "non-carrying" brokers and dealers, asserting that these brokers and dealers are usually smaller entities that present little if any investment risk to
investors or the capital markets.45 Other commenters said that requiring auditors of brokers and dealers to follow PCAOB quality control, ethics, and independence standards is not warranted until decisions with respect to a final,
permanent inspection program's scope are reached.46
As noted elsewhere, the SEC in July 2013 determined that all audit reports filed
with the SEC and DEAs by brokers and dealers must be prepared in accordance
with PCAOB standards.47 A final decision regarding the scope of the Board's
inspection program will be made at a later date. The Board believes postponing
the adoption of amendments to its rules would not be consistent with the SEC's
determination under Section 17(e)(2) of the Exchange Act to require that audits
and attestations of broker and dealer reports filed under SEC Rule 17a-5 be
made in accordance with standards of the PCAOB. The Board is not persuaded
that removing doubt about which rules and standards apply to these audits
should be delayed pending determinations on the scope of the Board's final
inspection program.
The Board also is amending the rules in Section 3 to remove outdated and
currently irrelevant provisions. For example, the Board is deleting the notes
42
See AICPA SEC Practice Section Reference Manual, § 1000.08(d) and § 1000.08(l). In addition,
three SECPS membership requirements adopted by the Board do not apply to audits of non-public
brokers or dealers because they depend in part on the definition of "SEC registrant" in SECPS Membership Section 1000.38, which specifically excludes brokers or dealers that are registered with the
Commission "only because of section 15 paragraph a of the [Securities Exchange Act of 1934]." See
SECPS Member Section 1000.46 Appendix L, at n.3. These three requirements include notification
to the Commission of resignations and dismissals from engagements with SEC registrants, audit
obligations with respect to correspondent firms or other members of an international association of
firms, and certain quality control procedures regarding compliance with auditor independence rules.
See AICPA SEC Practice Section Reference Manual, § 1000.08(m), § 1000.08(n)(1), and § 1000.08(o).
43
See Office of the Chief Auditor, Standard-Setting Agenda, at 6 (Sep. 30, 2013).
44
See Grant Thornton Comment Letter; Rothstein Kass Comment Letter.
45
See Letter of the AICPA (Apr. 30, 2012) ("AICPA Comment Letter"); Crowe Horwath Comment
Letter; KPMG Comment Letter.
46
See AICPA Comment Letter; Letter of WeiserMazars LLP (Apr. 30, 2012) ("WeiserMazars
Comment Letter").
47
See SEC Rule 17a-5(g); see also Broker-Dealer Reports, Exchange Act Release No. 70073, at
nn.330-347 and accompanying text.
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to Rules 3200T, 3300T and 3400T that addressed the application of standards
during the period from the adoption of the Act to the date in 2003 when firms
initially were required to register with the Board. The Board also is deleting
Rule 3101(c), which provided relief from certain documentation requirements
before November 2004. The Board is deleting Rule 3201T, which was a temporary and transitional rule regarding the application of Auditing Standard No.
("AS") 2 and by its terms expired on July 15, 2005. The Board is amending Rule
3400T to remove the note that addressed application of the SECPS membership
requirement for concurring partner reviews, which was superseded by Auditing
Standard No. 7, Engagement Quality Review.48 Finally, the Board is amending
the note to Rule 3700(c) to clarify that nominations to Board advisory groups
may be submitted by any person or organization, including a broker or dealer.
Section 1000.08(m) of the SECPS Membership Requirements. After soliciting comment, the PCAOB is adopting an amendment to the SECPS membership requirement addressing circumstances where a former SECPS member
firm has been the auditor for an SEC Registrant (as defined in Appendix D,
SECPS § 1000.38) that is required to file current reports on Form 8-K and has
resigned, declined to stand for reelection, or been dismissed.49 To make firm
notices of these events more meaningful, the Board is requiring that registered
firms (that are former members of the SECPS) notify the Commission's Office
of the Chief Accountant of the cessation of an auditor's relationship with an
issuer audit client only if the issuer has not reported the end of the relationship
to the SEC in a timely filed Form 8-K.50 Previously, these firm notices were
required irrespective of whether or not the registrant reported the fact that the
relationship ceased in a timely filed Form 8-K. As amended, if, by the end of
the fifth business day after an issuer client-auditor relationship has ended the
issuer has not reported the cessation of the relationship to the SEC in a timely
filed Form 8-K, then a former SECPS member firm must simultaneously send
a written report of this fact to the former client and e-mail the report to the
SEC's Office of the Chief Accountant.51
The amendment to Section 1000.08(m) of the SECPS Membership Requirements only applies to SEC Registrants that are required to file current reports
on Form 8-K. For SEC Registrants that do not file current reports on Form 8K— including foreign private issuers required to make reports on Form 6-K and
investment companies required to file reports under Rule 30b1-1 of the Investment Company Act (other than business development companies)—the SECPS
48
A number of commenters pointed out that the proposal to remove subparagraph (1) from Rule
3400T(b)'s reference to § 1000.08(n) would have broadened the applicability of that requirement. See
CAQ Comment Letter; Crowe Horwath Comment Letter; Grant Thornton Comment Letter; and KPMG
Comment Letter. This consequence was not intended, and the Board is not adopting this proposal.
See Rule 3400T(b).
49
See AICPA SEC Practice Section Reference Manual, §1000.08(m)(1). If an issuer audit client
has a change in its principal auditor (or an auditor upon whom the issuer's principal auditor expressed
reliance in its report regarding a significant subsidiary), within the last two fiscal years or any subsequent interim period up to and including the date of change, the issuer must provide the required
information in Item 4.01 of Form 8-K within four business days of the change. See Item 304(a) of
Regulation S-K; Item 4.01 of Form 8-K.
50
See SECPS § 1000.08(m)(1). SECPS § 1000.08(m) does not apply to the termination of engagements with broker or dealer audit clients. See Appendix D, SECPS § 1000.38(1)(b). Also, under Rule
3400T, the former SECPS membership requirements, including SECPS § 1000.08(m), only apply to
firms that were SECPS members in 2003.
51
SECPS § 1000.08(m) also applies to situations where a firm (that is a former member of the
SECPS) believes it no longer has a relationship with a former issuer audit client. In situations where
a former issuer audit client has "gone dark" or declared bankruptcy, for example, and therefore the
firm believes that the client-auditor relationship has ceased, SECPS § 1000.08(m) requires the firm
to notify the former client and the SEC's Office of the Chief Accountant of the end of the issuer
client-auditor relationship.
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reporting requirement remains unchanged.52 Notices for former clients that do
not file current reports on Form 8-K are due by the end of the fifth business day
following the end of the firm's determination that the client-auditor relationship
has ended, irrespective of whether or not the registrant has reported the change
in auditors in a timely filed report. The PCAOB is also updating Appendix I of
SECPS Section 1000.43 to reflect the SEC's updated contact information and
preference for e-mail notifications.53
Commenters generally supported reporting circumstances where a former
SECPS member firm has resigned, declined to stand for re-election, or been dismissed from an issuer engagement under Section 1000.08(m) only if the issuer
has not reported the end of the relationship in a timely filed report (exception
reporting).54 But one commenter suggested that Section 1000.08(m) should be
eliminated entirely,55 and one other commenter said Section 1000.08(m) reporting is "working, helpful, and appropriate" and should not be amended.56 After
considering these comments, the PCAOB has determined that more focused
Section 1000.08(m) reporting will enhance the SEC's ability to monitor the cessation of auditors' relationships with issuers that are required to file reports on
Form 8-K. The Board, as discussed in more detail below, has also determined
to adopt amendments requiring all registered firms to report the cessation of
issuer relationships with Form 8-K filers on Form 3.57

B. Auditor Independence
Registered public accounting firms must follow not only the Commission's auditor independence requirements 58 but also, to the extent applicable, the ethics
and auditor independence requirements in Rules 3520 through 3526.59
In 2003, the Board adopted Rules 3500T and 3600T, which require registered
public accounting firms to adhere to ethics and independence standards described in the AICPA's Code of Professional Conduct Rules 102 and 101 and the
interpretations and rulings thereunder, as in existence on April 16, 2003 to the
extent not superseded or amended by the Board, and to certain standards and
interpretations of the Independence Standards Board.
To simplify the Board's rules, and to conform to Section 103(a)(1) of the Act
as revised by the Dodd-Frank amendments, the Board is merging Rule 3600T
into Rule 3500T. The merger of these rules results in the specific auditor independence rules following the incorporation of the interim independence rules
52
See SECPS § 1000.08(m)(2). Foreign private issuers are required to report issuer auditor
changes on Item 16F of Form 20-F and investment companies (other than business development
companies) are required to report auditor changes on item 77K of Form N-SAR.
53
The SEC staff strongly encourages e-mailing the SECPS report notification to SECPSletters@sec.gov. See Appendix I, SECPS §1000.43. See also http://www.sec.gov/about/offices/oca/
10a1notices.htm ("The Office of the Chief Accountant strongly encourages sending the SECPS report notification to SECPSletters@sec.gov. The staff will accept the date the email is received as the
notification date.").
54
Crowe Horwath Comment Letter; EY Comment Letter; Grant Thornton Comment Letter;
McGladrey Comment Letter; PWC Comment Letter.
55
KPMG Comment Letter.
56
D&T Comment Letter.
57
See infra notes 183-195 and accompanying text.
58
See SEC Regulation S-X, Rule 2-01.
59
Among other things, the Dodd-Frank amendments clarified the Board's authority under Section
103 of the Act to establish auditor independence standards to be used by registered public accounting
firms in the preparation and issuance of audit reports, as required by the Act, SEC rules, or "as may be
necessary or appropriate in the public interest or for the protection of investors." See Section 103(a)(1)
of the Act.
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without having to renumber the existing PCAOB auditor independence rules.60
The Board also is making a technical amendment to Rule 3600T(b) to delete a
reference to Independence Standards Board Standard No. 1, which was superseded by Rule 3526.61
Subsequent to the adoption of Rules 3500T and 3600T, the Board added definitions and general rules related to ethics and auditor independence, rules that
prohibit contingent fee arrangements for any services a registered public accounting firm may provide to its audit clients, rules that restrict certain types of
tax services that may be provided to audit clients and to persons in a "financial
reporting oversight role" at an issuer audit client, rules related to issuer audit
committee pre-approval of tax services and services related to internal control
over financial reporting, and rules related to communications with issuers' audit committees concerning auditor independence.62 The areas covered by these
rules, and the Board's application of each rule to audits of brokers and dealers,
are discussed below.63
Definitions (Rule 3501). This rule contains definitions of nine terms used in
the Board's auditor independence rules.
The Board is adding a definition of "audit committee" to Rule 3501 in order to facilitate the application of Rule 3526, Communications with Audit Committees
Concerning Independence, to brokers and dealers.64 The definition generally
tracks the definition of "audit committees" in section 2(a)(3) of the Act. The Act
essentially defines the "audit committee" to be the committee of the board of directors established to oversee the accounting and financial reporting processes
of the issuer, and if there is no such committee then the full board of directors.
Because the Board recognizes that some brokers and dealers may not have
governance structures that include boards of directors or audit committees,
the amended definition includes a provision indicating that for non-issuers, if
no audit committee or board of directors (or equivalent body) exists, the term
means those persons who oversee the accounting and financial reporting processes of the entity and the audits of the entity's financial statements.65 As a
result, if a broker or dealer audit client (or potential client) does not have an
audit committee or a board of directors, the auditor must provide Rule 3526
60
Regarding the note following proposed Rule 3500T, one commenter indicated that it would be
better for the Board to say that the Board's independence rules "supplement" the SEC's standards,
rather than the proposed formulation (that the Board's rules "do not supersede" the SEC's independence rules). See EY Comment Letter. The proposed note, however, was substantially the same as a
note that had followed Rule 3600T. In the proposed note, following the statement that the Board's
rules "do not supersede" the SEC's auditor independence rule, the statement was made that "to the
extent that a provision of the Commission's rule is more restrictive—or less restrictive—than the
Board's Interim Independence Standards, a registered public accounting firm must comply with the
more restrictive rule." The note means that the less restrictive rule still applies but satisfying the more
restrictive rule is deemed to satisfy the less restrictive rule. Changing "do not supersede" to "supplement" would not enhance this understanding of the note. Accordingly, the Board has determined not
to make the change suggested by the commenter, and is adopting the note as proposed.
61
PCAOB Release No. 2008-003, at 4.
62
See, e.g., PCAOB Release Nos. 2003-011; 2005-014; 2005-20; 2007-005A; and 2008-003.
63
Regardless of the application of the Board's independence rules, auditors of brokers and dealers
must follow the Commission's auditor independence rules as stated in SEC Rule 17a-5(f)(1).
64
See Rule 3501(a)(v).
65
The Board adopted essentially the same definition of "audit committee" in its audit committee
communications standard. See Auditing Standard No. 16, Communications with Audit Committees,
PCAOB Release No. 2012-004 (Aug. 15, 2012). Instead of adopting "essentially the same" definition
of audit committees as the audit committee communication standard, KPMG stated that the Board
should consider using the same definition. The difference between the definitions is that audit committee communication definition uses the term "company" and the definition in Rule 3501 uses the
word "entity." In both instances, the defined term is intended to encompass the audit committee of the
audit client, regardless of the client's legal form of organization.
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communications to persons overseeing the broker's or dealer's accounting and
financial reporting processes and its audits.
The amended definition does not mean that the broker or dealer audit client
or potential client has to formally designate persons who oversee the client's
accounting and financial reporting processes and audits. Instead, auditors are
expected to use their judgment to identify senior persons at the client or potential client that have decision-making authority and responsibility for these
functions. For an owner-managed entity, for example, the person overseeing the
accounting and financial reporting processes, and audits, could be the owner.
Under a limited partnership, that person could be the managing or general
partner responsible for preparation of the financial statements and oversight
of the partnership's audits.
One commenter supported amending the definition of "audit committee" to accommodate those brokers and dealers who do not have a formal audit committee
in place.66 Another commenter said the definition should be aligned with the
definition of audit committee in ISA 260 and AICPA AU Section 260, which
refers to "the person(s) with responsibility for overseeing the strategic direction of the entity and obligations related to the accountability of the entity."67
A third commenter recommended adding the words "and controlling" to the
accounting and financial reporting processes identified in the proposed audit
committee definition to more fully relate to brokers and dealers.68
After consideration of the comments, the Board, as proposed, is adopting essentially the same "audit committee" definition used in its standard on communications with audit committees (AS 16). One of the purposes of defining
"audit committee" in Rule 3501 is to facilitate auditor communications with
audit committees regarding auditor independence issues and having consistent
definitions of the term "audit committee" should promote the efficient implementation of the Board's two standards. In light of the AS 16 audit committee
definition, adding the concept of "controlling" to the definition, or conforming
the definition to international standards, would add unnecessary complexity to
the Board's rules.
Although the Board is not amending the other definitions in Rule 3501, the
meaning of certain definitions is altered because the Board's rules and standards are now applicable to the audits of brokers and dealers. For example,
Rule 3501(a)(iv) defines "audit client" to mean "the entity whose financial statements or other information is being audited, reviewed, or attested and affiliates
of the audit client." The "entity" referenced in this definition includes a broker
or dealer, as well as an issuer.69 No comments were received regarding how
changes in the definitions in the Board's rules may alter the applicability of the
definitions in Rule 3501 to audits of brokers or dealers.
Overall Framework (Rules 3502 and 3520). Rule 3502 establishes a standard of ethical behavior for the conduct of persons associated with registered
public accounting firms, indicating that these persons shall not take or omit
to take an action knowing, or recklessly not knowing, that the act or omission
would directly and substantially contribute to a violation by the firm of the
Act, the rules of the Board, or provisions of the securities laws or professional
66

See Rothstein Kass Comment Letter.
See EY Comment Letter. Under that definition, EY said communication would likely be made
to the CEO or another officer of the broker or dealer.
68
See Letter of Chris Barnard, Actuary (Apr. 26, 2012).
69
Auditors of brokers and dealers must generally comply with the independence requirements of
SEC Rule 2-01 of Regulation S-X. See SEC Rule 17a- 5(f)(1); see also Broker-Dealer Reports, Exchange
Act Release No. 70073, at nn.383- 391 and accompanying text.
67
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standards. This basic ethics rule applies, without amendment, to all associated
persons in all registered public accounting firms.
Rule 3520 sets forth the fundamental ethical obligation for the accounting firm
and its associated persons to be independent of the firm's audit client throughout the audit and professional engagement period. With the change in the definition of "audit client" described above, this rule applies to auditors of brokers
and dealers as well as to auditors of issuers. To remove any doubt that this rule
applies to auditors of brokers and dealers as well as to auditors of issuers, and
to make other technical changes, the Board, as proposed, is removing the reference to "an issuer" from note 1 of this rule. The Board did not receive comment
on the proposed amendments to Rule 3520.
Contingent Fees (Rule 3521). This rule, which is consistent with the SEC's
auditor independence rules,70 states that a registered public accounting firm
is not independent if it provides any service or product to the audit client for
a contingent fee or a commission, or receives from the audit client, directly or
indirectly, a contingent fee or commission. With the expanded interpretation of
"audit client" as noted above, this rule applies to audits of brokers and dealers
as well as to audits of issuers. Because the SEC rule on contingent fees currently
is applicable to audits of brokers and dealers, making the PCAOB rule similarly
applicable to those audits should not affect practice in this area.
One commenter supported the proposed amendments to Rule 3521, stating that
expanding Rule 3521 to include broker and dealer audit clients to make the rule
consistent with current SEC auditor independence rules should have no effect
in the broker-dealer practice area and is appropriate.71 No commenters opposed
the proposed application of Rule 3521. The Board has determined to have this
rule apply to audits of brokers and dealers.
Tax Transactions (Rule 3522). Under this rule, registered public accounting
firms are prohibited from providing any non-audit service to their audit clients
related to the marketing, planning, or opining in favor of the tax treatment of
transactions that are "confidential transactions"72 under the Internal Revenue
Service's regulations or transactions that would be considered "aggressive tax
position transactions."73
The Board adopted Rule 3522 in 2005 following a report by the Permanent Subcommittee on Investigations of the Senate Committee on Governmental Affairs
(the "Subcommittee") which noted that some of the nation's largest accounting
firms in the past had sold generic tax products to multiple corporate and individual clients despite evidence that some of those products were potentially
abusive or illegal.74 In addition, the Internal Revenue Service ("IRS") and the

70

See SEC Rule 2-01(c)(5) of Regulation S-X.
See WeiserMazars Comment Letter.
72
Rule 3501(c)(i) defines a "confidential transaction" to be a transaction that is offered to a taxpayer under conditions of confidentiality and for which the taxpayer has paid an advisor a fee.
73
Rule 3522(b) describes an "aggressive tax position transaction" as a transaction initially recommended, directly or indirectly, by the registered public accounting firm with a significant purpose
of tax avoidance, unless the proposed tax treatment is at least more likely than not to be allowable
under applicable tax laws.
74
See Permanent Subcommittee on Investigations of the Committee on Homeland Security and
Governmental Affairs, The Role of Professional Firms in the U.S. Tax Shelter Industry, S. Rep. No.
109-54, at 6 (2005). This report was based on a Subcommittee investigation that included hearings,
in November 2003, in which the Subcommittee elicited testimony that described certain potentially
abusive tax shelter products marketed through cold-call selling techniques by accounting firms and
others. See also U.S. Tax Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals: Hearings Before the Permanent Subcommittee on Investigations of the Senate Committee on
Governmental Affairs, 108th Cong. (2003).
71
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U.S. Department of Justice brought a number of cases against accounting firms
in connection with those firms' marketing of tax shelter products and, specifically, those firms' alleged failures to register, or comply with list maintenance
requirements relating to, their tax shelter products. In addition, the IRS proposed a settlement initiative for executives and companies that participated
in certain abusive tax avoidance transactions, at times with the assistance of
the companies' auditors.75 At the time the initiative was announced, the IRS
Commissioner said that "[t]hese transactions raise[d] questions not only about
compliance with the tax laws, but also, in some instances, about corporate governance and auditor independence."76
The Government Accountability Office ("GAO") also noted concerns about auditors' involvement in marketing abusive tax shelters to public companies. The
GAO reported that 61 Fortune 500 companies obtained tax shelter services
from their external auditors during the period 1998 through 2003.77 The GAO
also noted that the IRS considered some of these "transactions abusive, with
tax benefits subject to disallowance under existing law, and other transactions
possibly to have some traits of abuse."78
With the change in meaning of the term "audit client," as described above, Rule
3522 applies to audits of brokers and dealers. The Board did not receive comment on the proposed application of Rule 3522 to audits of brokers and dealers.
Accordingly, the amendments the Board is making today result in a prohibition
on a registered public accounting firm providing any non-audit service related
to the marketing, planning or opining in favor of a tax treatment of a "confidential transaction" or an "aggressive tax position transaction" to a broker or
dealer audit client.
Tax Services for Persons in Financial Reporting Oversight Roles (Rule
3523). The Board is amending Rule 3523 to apply only to issuer audit clients.
Rule 3523 does not apply in audits of brokers or dealers unless the broker or
dealer is an issuer or an affiliate of an issuer under Rule 3501(a)(ii).79
Rule 3523 prohibits auditors from providing any tax service to any person who
performs a financial reporting oversight role at an issuer audit client, or an
immediate family member of such an individual, unless the person is in that
role solely because (a) he or she is a member of the board of directors or a
similar management or governing body, (b) the person has a relationship with
an affiliated entity that is immaterial to the audit client's consolidated financial
statements or that has its financial statements audited by another auditor, or (c)
the person was hired or promoted into the financial reporting oversight role and
the tax engagement was in process before the hiring or promotion and will be
completed within 180 days after the hiring or promotion.80 The rule addresses
the concern that performing tax services for certain individuals involved in the

75

Announcement 2005-19, 2005-11 I.R.B.1.
IRS News Release, Settlement Offer Extended for Executive Stock Option Scheme, IR 2005-17
(Feb. 22, 2005), available at http://www.irs.gov/uac/Settlement-Offer-Extended-for-Executive-StockOption-Scheme. The Commissioner also said, "We believe a new climate under Sarbanes-Oxley, together with the tougher independence standards for auditors recently proposed by the Public Company
Accounting Oversight Board make this sort of thing less likely going forward." Id.
77
See GAO, Tax Shelters: Provided by External Auditors, GAO-05-171 (2005).
78
Id.
79
If a non-issuer broker or dealer is an affiliate of an issuer audit client, then the broker or
dealer will be treated in the same manner that any other affiliate of the issuer would be treated when
analyzing the auditor's independence from the issuer.
80
PCAOB Release No. 2005-014, at 34-39.
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financial reporting processes of an issuer audit client creates an appearance of
a mutuality of interest between the auditor and those individuals.81
Although the Board proposed that Rule 3523 similarly apply to the audits of
non-issuer brokers and dealers, it noted that the auditor independence implications of an auditor providing such tax services to an officer of a broker or
dealer may not be the same as those associated with an auditor providing tax
services to an officer of a public company, and it solicited comment on whether
Rule 3523 should continue to be limited to issuer audit clients.
Commenters generally stated that Rule 3523 should be limited to issuers or
subsidiaries of issuers,82 saying the investing public does not trade on the financial results of brokers and dealers and that the SEC staff has recognized
this difference by noting that non-issuer brokers and dealers are not required
to comply with certain provisions of SEC Rule 2-01 of Regulation S-X.83 Commenters also said the threat that these services would create the appearance of
a mutuality of interests between the auditor and the individuals in a financial
reporting oversight role is significantly greater for a public company, where the
interests of investors and management's interests typically diverge to a greater
degree than in a private company.84 Finally, commenters said that applying
Rule 3523 to audits of brokers and dealers could unnecessarily increase costs
for brokers and dealers, many of which are small businesses, where the owner,
manager, and person providing financial reporting oversight is the same person.85 Similarly, some commenters indicated that compliance with the proposal
might require some brokers or dealers, that may be organized as limited partnerships or sole proprietorships, to hire a second audit firm to provide personal
tax services, creating inefficiencies.86
In response to these comments, the PCAOB has further considered the proposed application of Rule 3523 to audits of non-issuer brokers and dealers. The
Board is not at this time extending the requirements of Rule 3523 (and the
costs associated with these requirements) to audits of non-issuer brokers and
dealers. Rule 3523's prohibition on providing tax services to a person in a financial reporting oversight role is therefore limited to issuer audit clients. As
more information is gathered on broker and dealer audits through the PCAOB's
inspections and other oversight functions, the Board will continue to consider
whether providing such tax services for persons in financial reporting oversight roles could impair independence and could revisit its decision to limit
Rule 3523's application to issuer audits.
Audit Committee Pre-approval of Certain Tax Services (Rule 3524).
The Board adopted Rule 3524 to implement and strengthen the requirement

81
Id. at 34-35. In 2008, the Board amended this rule to limit its application to the "professional
engagement period," which begins when the auditor either signs the initial engagement letter or begins
audit procedures, whichever is earlier, and ends when either the company or the auditor notifies the
Commission that the company is no longer that auditor's audit client. See PCAOB Release No. 2008003, at 15. The rule previously had applied not only to the professional engagement period but also
during the "audit period," which is the period covered by any financial statements being audited or
reviewed. See PCAOB Release No. 2005-14, at 14-15.
82
See CAQ Comment Letter; Grant Thornton Comment Letter; McGladrey Comment Letter;
KPMG Comment Letter; Letter of Peterson Sullivan LLP (Apr. 30, 2012); Rothstein Kass Comment
Letter.
83
See Crowe Horwath Comment Letter.
84
See McGladrey Comment Letter; Rothstein Kass Comment Letter.
85
See CAQ Comment Letter; KPMG Comment Letter; Rothstein Kass Comment Letter; WeiserMazars Comment Letter.
86
See Crowe Horwath Comment Letter; Rothstein Kass Comment Letter; WeiserMazars Comment Letter.
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in Sections 10A(h) and 10A(i) of the Exchange Act, as amended by Section
202 of Sarbanes-Oxley, that all non-audit services for an issuer audit client
"shall be preapproved by the audit committee of the issuer."87 The Dodd-Frank
amendments, however, did not extend the Exchange Act's issuer-audit committee preapproval requirements to non-audit services provided to non-issuer
brokers and dealers. In addition, the SEC's independence rules over audit committee administration are applicable only to issuers. As a result, the Board is
not extending the preapproval requirements in Rule 3524 to broker or dealer
audit clients.88 Commenters agreed that Rule 3524 should not be extended to
the audits of brokers and dealers.89
Audit Committee Pre-approval of Non-audit Services Related to Internal Control Over Financial Reporting (Rule 3525). The Board adopted
Rule 3525 in connection with the adoption of Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That is Integrated with An Audit of Financial Statements, in 2007.90 The prior auditing standard, Auditing
Standard No. 2, had required audit committee pre-approval of internal control
related non-audit services.91 With the adoption of Auditing Standard No. 5, this
requirement was moved to Rule 3525.
Rule 3525 was adopted to facilitate implementation of the audit committee preapproval requirements in Section 10A of the Exchange Act and the internal
control reporting requirements in Section 404 Sarbanes-Oxley. As noted above,
the Dodd-Frank amendments did not extend the audit committee pre-approval
requirements in Exchange Act Sections 10A(h) and 10A(i) to brokers or dealers.
Similarly, the Dodd-Frank amendments did not extend the Sarbanes-Oxley Act
Section 404 internal control reporting requirements to brokers or dealers, and
the Commission has not extended similar requirements to brokers or dealers.
Accordingly, the Board has determined that the application of Rule 3525 should
remain limited to services provided to issuer audit clients. Commenters agreed
that Rule 3525 should not be extended to audits of non-issuer brokers and
dealers.92
Communication with Audit Committees Concerning Independence
(Rule 3526). The Board adopted Rule 3526 to ensure that those making the
decisions to hire, compensate, and oversee the work of the auditor have information about the auditor's independence that could assist them in performing
those responsibilities.93 This rule requires that prior to being engaged and at
least annually thereafter, an auditor describe in writing to the audit committee all relationships between the registered public accounting firm and audit
client that may reasonably be thought to bear on the firm's independence from
the audit client, discuss with the audit committee the potential effects of those
relationships on independence, affirm annually that the public accounting firm

87

PCAOB Release No. 2005-014, at 40, quoting Section 10A(i)(1)(A) of the Exchange Act.
Audits of SEC registered brokers and dealers, however, remain subject to the SEC auditor
independence rules, including prohibitions on the auditor providing certain non-audit services to
audit clients. See SEC Rule 2-01(c)(4) of Regulation S-X.
89
See Grant Thornton Comment Letter; McGladrey Comment Letter; Rothstein Kass Comment
Letter.
90
See PCAOB Release No. 2007-005A, at 14-15 and Appendix 2.
91
AS 2.33.
92
See Grant Thornton Comment Letter; McGladrey Comment Letter; Rothstein Kass Comment
Letter.
93
PCAOB Release No. 2008-003, at 3-4.
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is in compliance with Rule 3520, and document the substance of the discussion
with the audit committee.94
SEC Rule 17a-5 generally requires that brokers or dealers registered with the
Commission pursuant to Section 15 of the Exchange Act file with the Commission annual reports consisting of a financial report and either a compliance
report or an exemption report that are prepared by the broker or dealer, as well
as certain reports that are prepared by an independent public accountant covering the financial report and the compliance report or the exemption report.95
The accountant must be independent in accordance with the Commission's independence rules in Regulation S-X.96 It is as important that those persons
discharging the responsibilities to engage, compensate and oversee an independent auditor at a broker or dealer, as it is for an issuer's audit committee, to
be advised by the auditor of any relationships that reasonably may be thought
to bear on the auditor's independence. The Board, therefore, is making Rule
3526 applicable to audits of brokers and dealers.
The Board recognizes, however, that brokers and dealers may have organizational structures that do not include audit committees. The Board is therefore
adding a definition of "audit committee" to Rule 3501 that makes Rule 3526
applicable to broker and dealer audit clients.97 This definition, as discussed
above, provides that if a broker or dealer does not have an audit committee
or board of directors (or equivalent body) then the required communications
should be made to the individuals overseeing the accounting and financial reporting processes of the broker or dealer and audits of the financial statements
of the broker or dealer.98
One commenter recommended that in a situation in which those charged with
governance and management are the same individuals, the Board should consider providing some flexibility by allowing auditor judgment in determining
the nature of the communications that should occur in these circumstances.99
Under Rule 3526, an auditor of a non-issuer broker or dealer with no existing
audit committee or board of directors (or equivalent body) is expected to identify senior persons at the broker or dealer who have decision-making authority
and responsibility to oversee the accounting and financial reporting processes
of the broker or dealer and audits of the financial statements, and make the
required communications to those persons. For example, in an owner-managed
broker, the person with oversight of financial reporting within the broker could
be the owner, and the Rule 3526 communications, therefore, would be made to
the owner. When making Rule 3526 communications to the owner, the auditor
need not repeat written communications provided to the owner throughout the
audit process as long as the auditor has met all of the requirements of Rule
3526, including describing in writing all relationships that reasonably may be
94
Rule 3526 requires that the registered public accounting firm describe, in writing, all relationships between the registered public accounting firm, or any affiliates of the firm, and the existing
or potential audit client or persons at the audit client in a "financial reporting oversight role" that
reasonably may be thought to bear on the auditor's independence.
95
SEC Rule 17a-5(d).
96
SEC Rule 17a-5(f)(1). The Commission's independence requirements include SEC Rule 2-01
and related interpretations.
97
One commenter indicated that although auditors currently document their independence under
GAAS, including brokers and dealers in Rule 3526 would be beneficial as it would require more
documented evidence of auditor independence. See WeiserMazars Comment Letter.
98
See generally, Section 301 of Sarbanes-Oxley, directing the Commission to adopt rules requiring
listed companies' audit committees to "be directly responsible for the appointment, compensation, and
oversight of the work of any registered public accounting firm employed by that issuer...." See also
Exchange Act Section 10A(m)(2) and SEC Rule 10A-3(b)(2).
99
See Grant Thornton Comment Letter.
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thought to bear on independence, discussing the potential effects of those relationships on the auditor's independence, and providing a written affirmation of
the firm's independence. In addition, the auditor may identify others in charge
of the broker's or dealer's operations and performance who may benefit from the
Rule 3526 communications and make the communications to those individuals
as well as the owner.
Compliance dates for Rules 3521 through 3526. Commenters indicated
that certain of the proposed amendments, if adopted, would benefit from transition periods. For example, one commenter suggested that certain services
should be allowed to continue provided that the services are completed on or
before the later of October 31 of the calendar year in which the SEC approves
the Board's rules, or 10 days after the date the SEC approves the rules.100 The
requests from commenters for a prolonged transition period for the Board's independence rules focused on the time needed for brokers and dealers to change
either auditors or tax consultants in the event of the application of Rule 3523 to
broker and dealer audit engagements. Because the Board has determined not
to apply Rules 3523, 3524, or 3525 to audits of non-issuer brokers and dealers,
an extended transition period should not be necessary. These amendments will
take effect on June 1, 2014.

V. Section 4—Inspections
The rules in this section set out the procedures for the Board's inspections of
registered public accounting firms. The Board has adopted a temporary rule,
Rule 4020T, which sets out an interim inspection program for auditors of brokers and dealers.101 After it has gained knowledge and experience through the
interim program and other sources, the Board in a subsequent rulemaking proceeding will propose rules for a permanent inspection program for these firms.
The Board is making two technical amendments to the rules in this section.
The first is to revise Rule 4009 to conform to Rule 140 of the Commission's
Regulation P ("Rule 140"),102 which went into effect on September 7, 2010, and
the second is to revise Rule 4020T(b) to conform to the amendments that the
Board is making to the definitions of "audit," "audit report," and "professional
standards" in Rule 1001.
Firm Response to Quality Control Defects (Rule 4009). Rule 4009 sets
out the procedures relating to a firm's submission to the Board to demonstrate
how the firm has addressed criticisms of, or potential defects in, the firm's
system of quality control that are described in an inspection report. If the Board
determines that the firm has satisfactorily addressed a criticism or defect, the
portion of the inspection report discussing that issue remains nonpublic. If the
Board determines that the firm has not addressed a criticism or defect to the
Board's satisfaction, however, the portion of the report discussing that issue
will be made public. Section 104(h) of the Act allows the firm to request interim
Commission review if the firm disagrees with the Board's determination that
the firm has not satisfactorily addressed a quality control criticism or defect.
When a firm seeks Commission review of a negative remediation determination by the Board, Rule 4009(d)(3) provides that "unless otherwise directed by
Commission order or rule," (emphasis added) the quality control findings shall

100
101
102

See D&T Comment Letter.
PCAOB Release No. 2011-001.
17 C.F.R. § 202.140.
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be made public by the Board 30 days after the firm formally requests Commission review. In July 2010, the Commission adopted Rule 140, which provides
that a firm's timely request for Commission review of a negative remediation
determination operates as a stay of publication by the Board of the portions of
the report at issue unless and until the Commission either denies the review request or otherwise determines.103 The Board is making an amendment to Rule
4009(d)(3) to conform to Rule 140's stay of publication provision. Commenters
did not address the Board's proposed amendments to Rule 4009, and the Board
is adopting the amendments as proposed.
Interim Inspection Program Related to Audits of Brokers and Dealers
(Rule 4020T). On June 14, 2011, the Board adopted Rule 4020T, establishing an interim inspection program relating to audits of brokers and dealers.104
Rule 4020T(b) provided that the definitions of "audit," "audit report," and "professional standards" contained in the Dodd-Frank Amendments applied to Rule
4020T, Rule 3502, Section 5 of the rules, and to the definition of "disciplinary
proceeding" in Rule 1001(d)(i). Because this rulemaking makes these definitions permanently applicable to all of the Board's rules, the Board is deleting the second sentence of Rule 4020T(b).105 Commenters did not address the
Board's proposed amendments to Rule 4020T and the Board is adopting the
amendments as proposed.

VI. Section 5—Investigations and Adjudications
Section 5 of the Board's rules governs the process of PCAOB investigations and
disciplinary proceedings. The Board is amending certain rules in this section
to conform to the Dodd-Frank amendments. For many of these rules, this is
simply a matter of adding "broker" and "dealer" to rules in addition to "issuer,"
to reflect the Board's jurisdiction over auditors of brokers and dealers pursuant
to the Dodd-Frank amendments. The Board is also amending a number of the
rules in this section in light of its experience administering and enforcing these
rules.106
Many of the rules in this section are affected by the amendments the Board
is making to the definitions in Rule 1001. In particular, the changes to the
definitions of "audit," "audit report," and "professional standards" make clear
that the Board's enforcement rules—which encompass, among other things,
the provisions of the securities laws relating to the preparation and issuance
of audit reports and the obligations and liabilities of accountants with respect
thereto—encompass the obligations of auditors with respect to audit reports for
brokers and dealers, such as those obligations set out in Rule 17a-5. The Board's
Temporary Rule for an Interim Inspection Program for the Audits of Brokers
and Dealers extended the definition of these three terms to the rules in this
section. This rulemaking makes these changes part of the Board's permanent
rules.
In addition, the revisions to the definition of "Person Associated With a Public
Accounting Firm" in Rule 1001 apply to all uses of the term in this section,
making it clear that the term "associated persons" includes formerly associated
persons concerning conduct that occurred while they were associated with a
103

See SEC Rule 140(c)(5), (d), and (e)(4).
See PCAOB Release No. 2011-001.
105
As discussed above, the Board is also removing the notes accompanying the definitions of
"audit," "audit report," and "professional standards" in Rule 1001. See supra notes 17, 29.
106
The Board is also making a number of technical amendments, such as updating crossreferences, to Rules 5205, 5407, and 5462.
104
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registered public accounting firm, as well as persons seeking to become associated with a registered public accounting firm. As stated above, this amendment
reflects the Dodd-Frank amendments' clarification of the Board's jurisdiction
over these individuals.
Some commenters said the proposed amendments regarding investigations and
adjudications were not clear, and because in some cases they are unrelated to
the Dodd-Frank amendments, the Board should consider a separate rulemaking effort to consider these amendments, which could also include suggestions
for changes to the rules in Section 5 based on the experience of persons that
have been the subject of inquiries and investigations, and better explain the
rationales and potential impacts of these proposed amendments.107 The Board
does not agree that a separate rulemaking is necessary to address the proposed
amendments to Section 5 that are not related to the Dodd-Frank amendments.
Many of the proposed amendments to the rules in Section 5 were technical and
the Board did not receive specific comment on them from any commenter. Commenters have had an opportunity through this rulemaking to comment on all
aspects of the proposed rules. After considering the comments, including some
suggestions for making amendments to the rules in Section 5 based on commenters' experiences, the Board is adopting the proposed amendments with
modifications to address commenters' concerns, as discussed below.

A. Inquiries and Investigations
Testimony of Registered Public Accounting Firms and Associated Persons in Investigations (Rule 5102). Adopted pursuant to Section 105(b)(2)(A)
of the Act, Rule 5102 establishes Board procedures related to obtaining and
recording the testimony of any registered public accounting firm or any associated person of such a firm with respect to any matter that the Board considers
relevant or material to an investigation. Rule 5102(c)(4) provides that a registered firm that is required to provide testimony in a Board examination shall
designate one or more persons to testify on its behalf and "may set forth, for
each individual designated, the matters on which the individual will testify." As
proposed, the Board is changing the phrase "may set forth" to "shall set forth"
to ensure that, when a firm designates more than one individual to testify on
its behalf, the firm provides appropriate notice as to the subject matter of each
individual's testimony. The Board did not receive comment on the proposed
amendments to Rule 5102.
Requests for Testimony or Production of Documents from Persons Not
Associated With Registered Public Accounting Firms (Rule 5105). Rule
5105, adopted under Section 105(b)(2)(C) of the Act, provides that the Board,
and the staff of the Board designated in a formal order, may issue an accounting
board request for the testimony of any person, including any client of a registered public accounting firm, provided certain procedural requirements are
satisfied. If not a natural person, the person to be examined must designate a
representative or representatives to testify on the person's behalf.108 The Board
is amending Rule 5105, as proposed, to make the rule's provisions applicable to
brokers and dealers. The amendments to Rule 5105 also require that entities
set forth the matters on which their designated representatives will testify.109
This amendment tracks the amendment to Rule 5102(c)(4), discussed above,
107

See CAQ Comment Letter; KPMG Comment Letter; PWC Comment Letter.
See Rule 5105(a)(2).
109
See Rule 5105(a)(2). The Board is changing the phrase "may set forth" in Rule 5105(a)(2) to
"shall set forth."
108
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and ensures that the Board receives appropriate notice of the subject matter of
each designee's testimony. The Board did not receive comment on the proposed
amendments to Rule 5105.
Confidentiality of Investigatory Records (Rule 5108). Rule 5108(a) reflects the Board's authority, under Section 105(b)(5) of the Act, to make confidential materials relating to informal inquiries and formal investigations available to the Commission and, "when determined by the Board to be necessary
to accomplish the purposes of the Act or to protect investors," to certain other
regulatory authorities. The specified regulatory authorities include the Attorney General of the United States; the appropriate Federal functional regulator
and the Director of the Federal Housing Finance Agency,110 with respect to
an audit report for an institution subject to the jurisdiction of such regulator;
State attorneys general in connection with any criminal investigation; and any
appropriate State regulatory authority. The Dodd-Frank amendments added
two more categories of regulatory authorities to the list in Section 105(b)(5):
self-regulatory organizations and foreign auditor oversight authorities. As proposed, the Board is making conforming amendments to Rule 5108. The Board's
authority to disclose confidential information (either from investigations or inspections) to self-regulatory organizations and foreign audit oversight authorities is provided by the Act and does not depend upon these rule amendments
taking effect.111
Self-regulatory organization. The Board is adopting Rule 5108(e) to conform
to the Dodd-Frank amendments that permit the Board to share confidential
information with "a self-regulatory organization, with respect to an audit report
for a broker or dealer that is under the jurisdiction of such self-regulatory
organization."112
Foreign auditor oversight authority. The Board is adopting Rule 5108(f) to conform to the Dodd-Frank amendments that allow greater Board cooperation with
certain foreign regulators. The Dodd-Frank amendments allow the Board to
share confidential information with "foreign auditor oversight authorities," as
the Board defined in Rule 1001.113 Rule 5108(f) tracks the Dodd-Frank amendments that allow the Board to share documents with a foreign auditor oversight
authority concerning a public accounting firm with respect to which it has been
empowered by a foreign government to inspect or otherwise enforce laws, under certain circumstances. Specifically, the foreign auditor oversight authority
must provide (1) assurances of confidentiality requested by the Board; (2) a
description of its applicable information systems and controls; and (3) a description of the laws and regulations of the foreign government of the foreign
auditor oversight authority that are relevant to information access. In addition
to making a determination under Rule 5108(a)(2) that sharing the information

110
Section 1161(h) of the Housing and Economic Recovery Act of 2008, Pub. L. No. 110-289, 122
Stat. 2654, 2781 (2008), amended Sarbanes-Oxley to authorize the PCAOB to share information gathered in Board inspections and investigations with the Director of the Federal Housing Finance Agency
(with respect to audits of institutions within the Federal Housing Finance Agency's jurisdiction). The
PCAOB is adopting amendments to conform to Section 1161(h) of the Housing and Economic Recovery
Act. See Rule 5108(a)(2)(b).
111
See Section 105(b)(5)(B) and (C) of the Act. The PCAOB is adopting these rule amendments
to maintain consistency between Sections 105(b)(5) of the Act and Rule 5108(a), which the Board
originally adopted "principally for purposes of notice concerning how the Board will comply with the
requirements of Section 105(b)(5) (e.g., by keeping the relevant documents confidential) and that the
Board will make appropriate use of its authority to share confidential materials with certain other
regulatory authorities." See Rules on Investigations and Adjudications, PCAOB Release No. 2003-015,
at A2-40 (Sep. 29, 2003).
112
The term "self-regulatory organization" ("SRO") was adopted as a part of the Board's funding
rules release. See PCAOB Release No. 2011-002.
113
See Rule 1001(f)(iii).
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with the foreign auditor oversight authority is necessary to accomplish the purposes of the Act or to protect investors, the Board must also determine that it
is appropriate to share such information.114

One commenter suggested that because SROs are private entities the Board
should take additional steps to ensure that SROs preserve the confidentiality
and privilege of any information that is transmitted to SROs, for example by
requiring, by rule, that SROs enter into a memorandum of understanding with
the Board before receiving confidential and privileged information from the
Board.115 Unlike foreign auditor oversight authorities, Congress did not impose
a requirement that the Board seek assurances of confidentiality from SROs
or take other steps to determine that it is appropriate to share confidential
information with SROs.116 Instead, the Act itself instructs SROs to "maintain
such information as confidential and privileged."117 The Board does not believe
amending Rule 5108 is necessary to maintain the confidential and privileged
status of this information. The Board takes steps to ensure that recipients of
this information are aware of the statutory restrictions on information sharing.
In the event that the Board discovers that an SRO makes disclosures that the
Board believes are inconsistent with the Act, the Act and Rule 5108 allow the
Board the flexibility to decline to supply information to that SRO or to require
appropriate assurances of confidentiality.118
Statements of Position (Rule 5109). Rule 5109(d) allows a registered firm
or associated person that has become involved in an informal inquiry or formal
investigation to submit a written statement to the Board setting forth their
position on the subject matter of the investigation. The Board proposed to add an
explanatory note to Rule 5109(d), that would have indicated that, in considering
factual assertions in a statement of position, the Board will consider whether
those factual assertions are supported by evidence, such as evidence in the
investigative record, or by an affidavit or declaration by an individual with
knowledge of the asserted facts. The proposed note was designed to encourage
associated persons and registered firms to provide the Board with appropriate
information that would further assist the Board in evaluating statements of
position.
Several commenters said the proposed explanatory note could suggest that arguments made in statements of position that were not supported by formal
affidavits or declarations would be discounted by the Board, which they said
would place disproportionate weight on formal evidentiary submissions at an
early stage of an inquiry or investigation and potentially harm the Board's process of obtaining evidence.119 Two commenters said that the proposing release
did not provide a clear rationale for this proposed amendment.120
In light of the concerns expressed by commenters, the Board is not adopting
the proposed explanatory note. The Board did not intend to suggest that formal
evidentiary submissions would be required, or that the Division of Enforcement

114

See Section 105(b)(5)(C) of the Act.
See D&T Comment Letter. With respect to foreign auditor oversight authorities, D&T supported inclusion of the statutory safeguards to protect against a breach of confidentiality by the foreign
authority.
116
Compare Section 105(b)(5)(C)(ii) of the Act, with Section 105(b)(5)(B)(ii) of the Act.
117
See Section 105(b)(5)(B) of the Act.
118
For these same reasons, the Board does not believe this commenter's similar suggested revisions to Rule 5112 or Rule 5420 are necessary and declines to make them.
119
See D&T Comment Letter; Grant Thornton Comment Letter; KPMG Comment Letter; PWC
Comment Letter.
120
See KPMG Comment Letter; PWC Comment Letter.
115
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and Investigation's ("DEI" or "Division") burden of proof would shift as a result
of the proposal. The purpose of the Rule 5109(d) process is to assist the Board
in its decision-making by providing prospective respondents with a meaningful opportunity to focus the Board's attention on significant issues concerning
prospective respondents' characterization of their own conduct, and on the legal and policy issues implicated by the staff's recommendation.121 Submissions
made under Rule 5109(d) also help the Board's Enforcement staff in determining whether to pursue a recommendation that the Board institute disciplinary
proceedings against a prospective respondent. The process is not designed to become a miniature adjudication that is subject to formal evidentiary submission
requirements.
Practice today varies across Rule 5109(d) submissions and sometimes within a
submission. Some submissions are amply supported; others are unsupported or
only partially supported. Additionally, in some instances, assertions in a submission appear to contradict evidence in the investigative record. The Board's
goal in proposing the explanatory note was simply to make prospective respondents aware (or remind them) that if their statements of position assert new
facts, or make factual assertions that contradict evidence already in the investigative record, those assertions are likely to be given more weight by the
Division and the Board if they are supported by evidence. Supportive evidence
could include evidence that is already in the investigative record. A proposed
respondent could also, for example, submit an affidavit, declaration, or similar
statement signed by an individual who claims to have knowledge of the asserted
facts.
Board Referrals of Investigations (Rule 5112). Rule 5112(b) provides that
the Board may refer any investigation to the Commission, and to any other
Federal functional regulator. The Dodd-Frank amendments gave the Board
authority to refer any investigation to a self-regulatory organization when the
investigation concerns an audit report for a broker or dealer that is under the
jurisdiction of such organization. The Board is adding subparagraph (2) to Rule
5112(b) to conform to these amendments.122 Other than the comment discussed
above in connection with Rule 5108(a), the Board did not receive comment on
the proposed amendment to Rule 5112 and is adopting it as proposed.123

B. Disciplinary Proceedings
Commencement of Disciplinary Proceedings (Rule 5200(a)(2)). The
Board is amending Rule 5200(a)(2) to replace the phrase "the supervisory
personnel of such a firm," with "any person who is, or at the time of the alleged failure reasonably to supervise was, a supervisory person of such firm."
This amendment conforms the rule to the Dodd-Frank amendments to Section
105(c)(6) of the Act concerning the imposition of sanctions for failure to supervise. The Board did not receive comment on the proposed amendments to Rule
5200(a)(2) and the Board is adopting the amendments as proposed.
Proceedings Instituted Solely Pursuant to Rule 5200(a)(3). Under Rule
5200(a)(3), the Board may institute disciplinary proceedings when "it appears
to the Board that a hearing is warranted pursuant to Rule 5110." Rule 5110
states that the Board may institute a proceeding pursuant to Rule 5200(a)(3) for
noncooperation with a Board investigation. A number of provisions in the Board
121

See PCAOB Release No. 2003-015, at A2-47 through A2-49.
The PCAOB is also adopting amendments to conform to Section 1161(h) of the Housing and
Economic Recovery Act. See Rule 5112(b)(3).
123
See supra note 118.
122

REL 2013-010

Amendments to Conform the Board’s Rules

3745

rules are intended to expedite disciplinary proceedings of this type. Based on
its experience with these rules in practice, the Board is making amendments
so that these special procedures do not automatically apply in cases involving
both non-cooperation and other charges.
First, the Board is eliminating the Rule 5201(b)(3)(ii) requirement that the
Board specify a hearing date in every order instituting proceedings ("OIP")
for alleged noncooperation with an investigation. Rule 5200(b)(12) requires a
hearing officer to obtain Board approval before changing any hearing date set by
Board order. These two rules combine to restrict the hearing officer's discretion
in a way that is not necessary in every noncooperation case. The Board retains
the discretion to include hearing dates or deadlines in any OIP.
Second, the Board is amending the following rules by adding the word "solely"
to make it clear that certain shorter deadlines and more abbreviated procedural
requirements apply only to proceedings brought exclusively for alleged noncooperation: Rules 5110(b); 5201(b)(3) (and deleting 5201(b)(3)(ii)); 5204(b)(Note),
5421(b), 5422(a)(2), 5422(d), 5445(b), and 5460(a)(2)(ii). Rule 5421(b), for example, prescribes the time frame in which parties must answer allegations
contained in Board OIPs. The rule requires parties to file answers to Board allegations within 20 days for proceedings brought pursuant to Rule 5200(a)(1),
Rule 5200(a)(2), or Rule 5500, and within five days for proceedings brought under Rule 5200(a)(3). Rule 5421(b) does not expressly address, however, which
time frame applies to proceedings brought under both Rule 5200(a)(1) and
Rule 5200(a)(3), for example. The amendments clarify that the rule's shorter
time frame applies only to proceedings brought under, and only under, Rule
5200(a)(3). Put another way, the amendments clarify that Rule 5421(b)'s expedited time frame does not apply to a proceeding brought under both Rule
5200(a)(1) and Rule 5200(a)(3).
One commenter expressed concern that the proposed amendments that would
clarify that special expedited procedures only apply to non-cooperation charges
could have the effect of allowing a disagreement over what conduct constitutes
non-cooperation to take too long to resolve, creating uncertainty.124 The Board's
amendments clarify the circumstances under which the Board's special and
expedited non-cooperation procedures apply,125 but do not amend the grounds
under which non- cooperation proceedings may be instituted126 or the substance
of the expedited procedures.127 The time involved in resolving disagreements
over what conduct constitutes non-cooperation should therefore not be affected
by these amendments.
Burden of Proof (Rule 5204). Rule 5204(a) provides that in any disciplinary
proceeding instituted pursuant to Rule 5200(a), the interested division "shall
bear the burden of proving an alleged violation or failure to supervise by a
preponderance of the evidence." As proposed, the Board is adding a second sentence to Rule 5204 that makes it clear that respondents who raise affirmative
defenses bear the burden of proving those affirmative defenses, also by a preponderance of the evidence. The addition is consistent with the general rule that
the burden of proving an affirmative defense rests with the party asserting the
defense. See, e.g., Taylor v. Sturgell, 553 U.S. 880, 907 (2008).
The amendments to Rule 5204 only become relevant if the interested division
has met its burden of proving an alleged violation by a preponderance of the

124
125
126
127

See PWC Comment Letter.
See Rule 5110(b).
See Rule 5110(a).
See Rules 5201(b)(3), 5300(b), 5302(d), 5421(b), 5422(a)(2), 5422(d), 5445(b), and 5460(a)(2)(ii).
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evidence. Thus, the amendments clarify that once the interested division has
proved an alleged violation by a preponderance of the evidence, if the respondent raises an affirmative defense to the violation, the respondent bears the
burden of proving the affirmative defense by a preponderance of the evidence.
The Board did not receive comment on the proposed amendments to Rule 5204
and is adopting these amendments as proposed.
Civil Money Penalties (Rule 5300). Rule 5300(a) lists the sanctions the
Board may impose if it finds a registered firm or associated person has committed a violation of the Act, rules of the Board, the relevant securities laws,
or professional standards. Under Rule 5300(a)(4), the Board may impose civil
money penalties for each such violation. This rule, which became effective in
2004, listed specific maximum amounts for penalties against natural persons
and entities. As required by the Debt Collection Improvement Act of 1996,128
the SEC adjusts the maximum amounts of certain penalties under the Act for
inflation at least once every four years.129 As proposed, the Board is revising
Rule 5300(a)(4) to recognize the penalty inflation adjustments, as published in
the Code of Federal Regulations at 17 C.F.R. § 201 Subpart E. In addition, the
Board is adding an explanatory note at the end of Rule 5300, indicating that
the maximum penalty amounts vary depending on the date that the violation
occurs, per 17 C.F.R. § 201 Subpart E.130
Leave to Participate to Request a Stay (Rule 5420). Under Rule 5420, an
authorized representative of the SEC, the United States Department of Justice
or any United States Attorney's Office, an appropriate state regulatory authority, or any criminal prosecutorial authority of a state or political subdivision of
a state may seek leave to participate in a pending Board or disciplinary proceeding to request a stay to protect an ongoing investigation or proceeding.
Consistent with the Dodd-Frank amendments, the Board is expanding the list
of entities that may seek a stay pursuant to Rule 5420 to include self-regulatory
organizations, as defined by Rule 1001(s)(v). This amendment permits a selfregulatory organization to seek a stay of a hearing that is in the public interest or for the protection of investors. Other than the comment discussed
above in connection with Rule 5108(a), the Board did not receive comment on
the proposed amendments to Rule 5420 and is adopting these amendments as
proposed.131
Documents That May be Withheld From Production (Rule 5422). After
disciplinary proceedings have been instituted, Rule 5422(a) provides that DEI
generally must make available for inspection and copying various documents
prepared or obtained by the Division "in connection with the investigation prior
to the institution of the proceedings." Rule 5422(b) lists categories of documents
that the Division may decline to make available for inspection and copying, subject to an overriding obligation not to withhold material exculpatory evidence.
The PCAOB has determined to amend Rule 5422(b) in two respects.
128

Pub. L. 104–134, 110 Stat. 1321–373 (codified at 28 U.S.C. § 2461 note).
See SEC, Adjustments to Civil Monetary Penalty Amounts, Securities Act Release No. 8530
(Feb. 4, 2005); SEC, Adjustments to Civil Monetary Penalty Amounts, Securities Act Release No. 9009
(Feb. 25, 2009); SEC, Adjustments to Civil Monetary Penalty Amounts, Securities Act Release No. 9387
(Feb. 27, 2013).
130
One commenter said that while it did not have a particular objection to the proposed amendment to Rule 5300, it was not apparent how the SEC can amend the civil penalties established by
Congress in the Act for the PCAOB, because the Federal Civil Penalties Inflation Adjustment Act of
1990 ("FCPIAA") applies only to "agencies" of the federal government, and the PCAOB is not a federal
agency. See EY Comment Letter. The FCPIAA encompasses the civil monetary penalties that may
be imposed by the Board because penalties assessed by the PCAOB are "enforced" by the SEC for
purposes of the FCPIAA. See Securities Act Release No. 9009, at n.5.
131
See supra note 118.
129
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First, under amended Rule 5422(b)(1)(i), DEI need not make available for
inspection and copying any document prepared by a person retained by the
PCAOB or the PCAOB's staff to provide services in connection with a PCAOB
investigation, disciplinary proceeding, or hearing on disapproval of registration.
Documents may be withheld under Rule 5422(b)(1)(i) only if the document has
not been disclosed to any person other than Board members, Board staff, or
persons retained by the Board or Board staff to provide services in connection
with a PCAOB investigation, disciplinary proceeding, or hearing on disapproval
of registration. Withholding such documents does not trigger any procedural
requirements under Rule 5422(c).
Commenters generally expressed concern that there is no parallel provision
in the SEC's comparable rule, which sets forth when the SEC's Division of
Enforcement may withhold a document including when a document "is an internal memorandum, note or writing prepared by a Commission employee" or
"is otherwise attorney work product and will not be offered in evidence."132
Commenters also contended that this change is not warranted without a more
thorough explanation.133 The PCAOB further considered this proposal in light
of the comments and determined to adopt it as proposed in most respects.134
This amendment corrects an anomaly in the prior version of Rule 5422(b)(1)(i),
under which a document prepared by the Board or its staff and provided to a
retained person would not be subject to disclosure under this subsection, but
a document prepared by a retained person and provided to the Board or its
staff was not covered by this subsection. The Board believes the applicability
of Rule 5422(b)(1)(i) should not turn on whether a document was initially prepared by the Board, its staff, or a person retained by the Board or its staff.
Retained persons are required to execute confidentiality agreements as a condition of their retention. Additionally, revising Rule 5422(b)(1)(i) to encompass
documents prepared by a retained person is consistent with the general rule
that firms and associated persons are not required to produce to the Division
documents prepared by consultants they have retained to provide services in
connection with an investigation or disciplinary proceeding.
The Board is also not persuaded that the lack of a similar specific provision
in the SEC Rules of Practice counsels against amending Rule 5422(b)(1)(i),
since the analogous SEC Rule, Rule 230, Enforcement and Disciplinary Proceedings: Availability of Documents for Inspection and Copying, is structured
differently from PCAOB Rule 5422. For example, under PCAOB Rule 5422(b),
as currently written, the Division may withhold from production, pursuant to
the "work product doctrine," certain documents prepared by persons retained
by the Board or the Board's staff in connection with an investigation. DEI, however, is required under Rule 5422(c) to provide a respondent with a log of such
documents withheld. In contrast, under SEC Rule 230(c), the Commission's Division of Enforcement is not required to prepare a log of documents that it has
withheld from production, including documents withheld pursuant to the work
product doctrine (and work product documents prepared by retained persons),
unless a hearing officer so requires. Thus, in certain respects, the amendment

132
See CAQ Comment Letter; D&T Comment Letter; EY Comment Letter; Grant Thornton Comment Letter; KPMG Comment Letter.
133
See CAQ Comment Letter; EY Comment Letter; KPMG Comment Letter; PWC Comment
Letter.
134
Commenters also generally asserted that the addition of the words "obtained from" in proposed
Rule 5422(b)(1)(i) was ambiguous and could have implications on the efficiency and fairness of PCAOB
proceedings. See CAQ Comment Letter; D&T Comment Letter; EY Comment Letter; and KPMG
Comment Letter. After considering these comments, the Board has determined that this proposed
amendment is not necessary and is not revising Rule 5422(b)(1)(i) to add the "obtained from" language.
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to Rule 5422(b)(1)(i), which effectively removes the logging requirement for
documents prepared by persons retained by the Board or the Board's staff in
connection with an investigation, brings the Board's rules more in line with the
Commission's rules.
The PCAOB's second amendment, to Rule 5422(b)(1)(ii), allows DEI to not make
available for inspection and copying any document "accessed from generally
available public sources, such as legal research or other subscription databases,
databases of securities filings, databases of periodicals, and public web sites,
except to the extent that DEI intends to introduce such documents as evidence."
Documents may be withheld under Rule 5422(b)(1)(ii) only if DEI does not
intend to introduce them as evidence. Withholding such documents does not
trigger any procedural requirements under Rule 5422(c).
Some commenters asserted that documents "accessed from generally available
public sources" could result in relevant materials not being produced, including documents DEI may consider supportive of its claims or that are exculpatory of a respondent.135 The Board does not agree that exculpatory materials
can be withheld under this new subsection and is adopting this amendment
as proposed. Rule 5422(b)(2) makes clear that material exculpatory evidence
must always be produced even if it could otherwise be withheld under Rule
5422(b)(1).136 The PCAOB is adopting this amendment as proposed because it
is concerned that the previous version of Rule 5422 could be misread to require
DEI to log any legal research or general background research done during the
investigation. This amendment is not intended to relieve DEI of the obligation
to make available any document DEI knows of and intends to introduce as evidence, and it does not allow DEI to withhold a document that contains material
exculpatory evidence.
Prior Sworn Statements of Nonparty Witnesses in Lieu of Live Testimony (Rule 5426). Rule 5426 allows a party to make a motion with the
Hearing Officer to introduce "a prior, sworn statement of a nonparty witness
otherwise admissible in the proceeding, in lieu of live testimony." The title and
subsequent provisions of the rule do not, however, repeat the rule's limitation
to nonparty witnesses. The Board is adding "nonparty" before "witnesses" in
the title of Rule 5426, and before "witness" in the fourth sentence of the rule, in
order to make it clear that the rule does not apply to prior sworn statements of
parties to the proceeding. The Board did not receive comment on the proposed
amendments to Rule 5426 and is adopting these amendments as proposed.
Motions for Summary Disposition (Rule 5427). Rule 5427 provides that
the interested division or respondent may file motions for summary disposition
of the proceedings. The Board is adding "any or all allegations of the order
instituting proceedings with" to both Rules 5427(a) and (b) to make it clear
that a motion for partial summary disposition may be made by the interested
division and the respondents to disciplinary proceedings. This language tracks
Rule 250 of the Commission's Rules of Practice. The Board did not receive
comment on the proposed amendments to Rule 5427 and is adopting these
amendments as proposed.
Evidence: Objections and Offers of Proof (Rule 5442). Rule 5442 addresses objections to the admission or exclusion of evidence in a disciplinary
proceeding. The Board is making a technical amendment to Rule 5442(a)(2)
135
See CAQ Comment Letter; D&T Comment Letter; Grant Thornton Comment Letter; KPMG
Comment Letter.
136
The Board also is not persuaded that there is a risk that DEI would withhold evidence supportive of its claim under Rule 5422(b)(1)(ii), since that subsection requires DEI to produce documents
it intends to introduce as evidence even if the documents were obtained from a generally available
public source.
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to clarify that exceptions to the hearing officer's admission or exclusion of evidence will not be deemed waived on appeal to the Board, if they are raised in
proposed findings and conclusions filed in a post-hearing brief or other submission pursuant to Rule 5445. The Board did not receive comment on the proposed
amendments to Rule 5442 and is adopting these amendments as proposed.
Board Review of Determinations of Hearing Officers (Rule 5460). Rule
5460 sets out the procedures for the Board's review of hearing officer initial decisions, either on appeal of a party to a hearing or on the Board's own initiative.
Under Rule 5460(a)(2), a party may obtain Board review of an initial decision
by filing a timely petition for review. To be timely, a petition must be filed within
10 days of an initial decision in a proceeding commenced under Rule 5200(a)(3)
for noncooperation, and within 30 days of an initial decision in other proceedings. To conform with the clarification to Rule 5200(a)(3) discussed above, the
Board is adding the word "solely" to Rule 5460(a)(2)(ii), to make it clear that the
10-day time period applies only to proceedings instituted exclusively pursuant
to Rule 5200(a)(3).
The Board is also adding a note to Rule 5460(a) that sets out how the Board will
determine when service of an initial decision has occurred, and by extension,
when petitions for review are due. For any party that has entered a notice of
appearance and filed an electronic mailing address with the Board, pursuant
to Rule 5401(c), the Board deems service to have occurred on the date that the
Secretary has transmitted the initial decision by electronic mail to the e-mail
address on file.
Finally, Rule 5460(e) provides that the Board may summarily affirm an initial
decision, based upon a petition for review. The Board is deleting the phrase
"and any response thereto" from this provision because no Board rule permits
a response to a petition for review. The Board did not receive comment on
the proposed amendments to Rule 5460 and is adopting these amendments as
proposed.
Presence of accounting experts during investigative testimony. In response to a general request for comments about other potential changes to the
rules in Section 5, several commenters said accounting experts should be allowed to assist counsel during testimony in appropriate circumstances under
Rule 5102(c)(3).137 These commenters asserted that the SEC has permitted this
form of assistance since 1985, "with no apparent interference in the SEC's factfinding process,"138 and said that DEI's "functional ban" on technical assistance
results in: possible prejudice to counsel and witnesses during questioning, an
inhibiting effect on DEI's fullest exposition and consideration of the issues, and
the appearance that DEI has an unfair tactical advantage over the witness in
the investigative process.139
One commenter said that the Board should think of firm monitoring as a
good idea that facilitates supervisors' ability to determine whether the firm
should adjust the witness's work assignments, provide training, or take other
steps to address shortcomings.140 And commenters suggested that the Board
should amend its rules to expressly provide that witnesses' counsel be permitted the assistance of a technical consultant during the taking of testimony,
except in circumstances in which DEI staff determines that it would obstruct
the investigation.141
137
138
139
140
141

See CAQ Comment Letter; EY Comment Letter; KPMG Comment Letter.
See CAQ Comment Letter; EY Comment Letter; KPMG Comment Letter.
See CAQ Comment Letter; KPMG Comment Letter.
See EY Comment Letter.
See CAQ Comment Letter; EY Comment Letter; KPMG Comment Letter.
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The existing Rule 5102 gives the Board and the Board's staff discretion to allow
an accounting expert to be present during investigative testimony in appropriate circumstances. The Board will consider the comments on this issue, as well
as all other relevant factors, in determining how the staff should continue to
exercise that discretion going forward.

VII. Registration and Reporting Forms
The Board is amending PCAOB Forms 1, 1-WD, 2, 3, and 4, the Board's registration, withdrawal, and reporting forms. The amendments revise the forms to
call for relevant information relating to a firm's audits of brokers and dealers.
That information includes, among other things, information about audit reports
issued by registered firms for broker and dealer audit clients. The amendments
also make a number of changes to the forms in light of administrative experience. Commenters generally supported the proposed form amendments,142 and
the Board is largely adopting the amendments as proposed.
Form 1: Application for Registration. Under Section 102(b) of the Act and
Rule 2101, public accounting firms applying to the Board for registration must
complete and file Form 1.143 The Board is amending Form 1 to conform with the
Dodd-Frank amendments by adding "broker" and "dealer" to the Form in appropriate places.144 In addition, the amendments require that applicants disclose
identifying information concerning all brokers or dealers for which the applicant has prepared or issued audit reports during the previous calendar year,145
and for which the applicant prepared, or expects to prepare or issue, audit
reports during the current calendar year.146 The amendments also require applicants to disclose the fees they billed to broker and dealer audit clients.147
The amendments also require applicants to provide information about any limitations currently in effect, whether Board-ordered, Commission-ordered, or
court-ordered, on association with a registered public accounting firm or on
appearing or practicing before the Commission.148 The Board did not receive
comment on the proposed amendments to Form 1 and is adopting these amendments as proposed.
Part III amendments. As required by Section 102(b)(2)(A) and (B) of the Act,
and consistent with the issuer client information currently required in Part II
of Form 1, Part III of Form 1 requires disclosures about the applicant's broker or dealer audit clients, including the client's name, business address, CRD
number,149 CIK number,150 the date of the audit report, and disclosures about
142
143

See EY Comment Letter; KPMG Comment Letter; PWC Comment Letter.
See Registration System for Public Accounting Firms, PCAOB Release No. 2003-007 (May 6,

2003).
144
See, e.g., amended Form 1, Items 5.1, 5.2, 7.1, and 8.1. The amendments also make a technical
change to General Instruction 6 of Form 1, to more closely conform the instruction to Rule 2300, as
adopted in 2008. See Rules on Periodic Reporting by Registered Public Accounting Firms, PCAOB
Release No. 2008-004, at n.27 and accompanying text (June 10, 2008).
145
Form 1, Item 3.1.
146
Form 1, Item 3.2 and Item 3.3.
147
Form 1, Item 3.1.c-e and Item 3.2.c-e.
148
Form 1, Item 5.1.c-d.
149
A broker's or dealer's Central Registration Depository ("CRD") number is a number assigned
by FINRA's CRD system, a computer system that maintains registration information regarding brokers and dealers and their registered personnel.
150
The Commission issues Central Index Key ("CIK") numbers as unique publicly available
identifiers and Electronic Data Gathering, Analysis, and Retrieval System ("EDGAR") access codes.
For consistency, and to more easily identify issuers, the Board is also amending Form 1, Items 2.1
through 2.4 to require issuers' CIK numbers.
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the fees billed to broker or dealer audit clients by the applicant. The disclosures
are divided into four items that closely track the items in Part II of Form 1 relating to issuer audit clients. Item 3.1 covers broker and dealer clients for which
the applicant prepared an audit report during the previous year. Item 3.2 covers broker and dealer clients for which the applicant prepared an audit report
during the current year. Item 3.3 covers broker and dealer clients for which the
applicant expects to prepare an audit report during the current year. Item 3.4
covers broker and dealer clients for which the applicant played or expects to
play a substantial role in the audit during the preceding or current calendar
year if the applicant did not prepare or issue and does not expect to prepare or
issue audit reports.
Items 3.1 and 3.2 require the same information: the broker's or dealer's name,
business address, CRD number, CIK number, the date of the audit report, and
the total amount of fees billed for audit services, other accounting services, and
non-audit services.151 Because Item 3.3 refers to a future period, it only requires
the broker's or dealer's name, business address, and CRD and CIK numbers.152
Item 3.4 requires disclosure of the broker's or dealer's name, business address,
CRD number, CIK number, the name of the public accounting firm that issued
or is expected to issue the audit report, the date or expected date of the audit
report, and the type of substantial role played by the applicant with respect to
the audit report.
The Board understands that the fee information in Items 3.1 and 3.2 may not
have been collected historically, and that public accounting firms may have to
put systems in place to track information in these categories. While the Board
understands that many, if not all, broker or dealer clients are not subject to the
Commission's existing requirements for issuers to disclose fee information, or
Items 2.1 and 2.2 of Form 1, where similar fee disclosure is currently required
for issuer audit clients, the Dodd-Frank amendments to Section 102(b)(2)(B) of
the Act specifically require applicants to include disclosure of the annual fees
received by the firm for "audit services, other accounting services, and non-audit
services" for each broker or dealer audit client.153
The Board expects that the Form 1 fee disclosure requirements for broker and
dealer audit clients will not affect most registered public accounting firms. First,
all current auditors of broker and dealer clients should already be registered
with the Board,154 and so will already have filed Form 1. Also, going forward
the Board expects that most new firms will not have prepared audit reports for
broker or dealer clients during the preceding or current calendar year, without having been previously registered with the Board, and therefore Items 3.1

151
As discussed above, the Board is amending the terms "audit services" and "other accounting
services" to apply to broker and dealer audit clients. See supra note 20 and accompanying text.
152
As proposed, the note to Item 3.3 stated that an applicant may "presume" it is expected to
prepare or issue an audit report for a broker or dealer in certain circumstances, while the notes to
proposed Items 2.4 and 3.4(d) used the term "conclude" in the same context. The Board agrees with two
commenters that using the term "conclude" consistently is preferable, and has adopted this change.
See CAQ Comment Letter; KPMG Comment Letter.
153
As noted below, the Board is not imposing an annual reporting requirement with respect to
fees for services provided for broker and dealer audit clients. See text accompanying and following
note 177.
154
The Dodd-Frank amendments to Section 102(a) of the Act expanded the Act's registration
requirement by making it unlawful for any person that is not a registered public accounting firm to
prepare or issue, or to participate in the preparation or issuance of, any audit report with respect to
any broker or dealer. Even before the Dodd-Frank amendments, however, Section 17(e)(1)(A) of the
Exchange Act, as amended in 2002, required that the balance sheets and income statements filed with
the Commission by registered brokers or dealers be certified by a public accounting firm registered
with the PCAOB. See supra note 4.
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and 3.2 will generally not apply to them.155 Finally, because the Board recognizes that firms with broker and dealer audit clients have not necessarily been
maintaining billing records in a way that readily facilitates precise reporting
according to the fee categories in the Act (as the Board has defined them), the
Board is adopting a note to these items that provides that estimated amounts
may be used in responding to these Items in Form 1, to the extent that these
fees have not previously been disclosed or otherwise known to an applicant.156
Part V amendments. Item 5.1 of Form 1 requires applicants to disclose information about certain types of criminal, civil, administrative, or disciplinary
proceedings pending against, or resolved in the preceding five years against,
the applicant or any associated person of the applicant. At the time that the
PCAOB adopted Form 1, there was no history of disciplinary sanctions imposed
by the Board. Now that there is a history of Board-imposed bars and suspensions dating back to 2005, the Board is adding to Form 1 a requirement that the
applicant disclose whether individuals in the firm, or contractors of the firm,
are subject to any currently effective Board-imposed bar or suspension on being an associated person of a registered public accounting firm. The implication
of collecting this information on Form 1 is not that a firm's relationship with
such a person would, in and of itself, result in rejection of the firm's application,
but in some circumstances it may be relevant information that would cause
the Board to evaluate whether approving the application is consistent with the
Board's responsibility to protect investors and further the public interest.157 In
the same vein, the Board also is requiring information about currently effective prohibitions on appearing or practicing before the Commission, whether
resulting from a Commission order denying or suspending that privilege or
from a court-ordered injunction against such appearance or practice.158 The
amendments add new Items 5.1.c, 5.1.d, and 5.1.e to Form 1.
Part VI amendments. The Board is also amending Part VI of Form 1, which
requires an applicant to identify instances in which the applicant's issuer audit clients disclosed disagreements with the applicant in Commission filings. As
required by Section 102(b)(2)(G) of the Act,159 the Board is requiring that an applicant also disclose whether, in the preceding or current calendar year, a broker
or dealer audit client disclosed issues with the applicant relating to any matter
of accounting principles or practices, financial statement disclosure, auditing
155
While Items 3.1 and 3.2 will generally not affect new applicants, some applicants may expect
to issue an audit report for a broker or dealer in the current calendar year and may have provided
tax services or other non-audit services to a broker or dealer client prior to providing audit services to
the broker or dealer client. These applicants are required to comply with the amended fee disclosure
requirements in Items 3.1 and 3.2 as to these previously provided tax and other accounting services.
156
This means, for example, that if a firm has not tracked fees billed to broker and dealer audit
clients according to the fee categories as defined by the Board's rules, estimated amounts may be used
in responding to these items.
157
Among other factors, the PCAOB will consider the nature of the allegations underlying the
proceeding, and the position at the firm of the associated person. Form 1 permits firms to address these
factors, as well as any other relevant points, in any discussion it provides concerning the disclosure.
158
Because currently effective denials or suspensions may have been ordered at any time, not
just within the five years preceding an application, the amended language refers to Commission orders
without limiting them to orders issued pursuant to current Rule 102(e) of the Commission's Rules
of Practice. The amended language also encompasses court-ordered injunctions against appearing or
practicing before the SEC, some of which have been issued in the past and remain in effect. Although
the vast majority of SEC practice denials or suspensions are administrative, some are court-ordered.
A corresponding language change is also being made for Form 3, as described below.
159
Section 102(b)(2)(G) of the Act specifically requires that an applicant submit as part of its
application for registration "copies of any periodic or annual disclosure filed by an issuer, broker, or
dealer with the Commission during the immediately preceding calendar year which discloses accounting disagreements between such issuer, broker, or dealer and the firm in connection with an audit
report furnished or prepared by the firm for such issuer, broker, or dealer."
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scope or procedure, or compliance with applicable rules of the Commission in
a notice filed with the Commission pursuant to SEC Rule 17a-5(f)(3)(v)(B).160
For each such instance in the preceding or current calendar year, an applicant
is required to disclose the name of the broker or dealer client, the broker's or
dealer's CRD and CIK numbers, the date of the filing containing the notice, and
to submit, as exhibits, copies of identified filings.161
Form 1-WD: Request to Withdraw from Registration. Under Rule 2107, a
registered public accounting firm may at any time submit to the Board a request
for leave to withdraw its registration. A request to withdraw must be submitted on Form 1-WD. The general instructions to Form 1-WD require registered
public accounting firms seeking to withdraw from Board registration to submit
an original hard copy of Form 1- WD to the Board, in addition to submitting the
form to the Board electronically.162 To facilitate the process of withdrawal for
firms that no longer wish to be registered with the Board, and permit the withdrawal of a number of firms that have submitted the form electronically (but
have not submitted original hard copies of the form), the Board is amending
Form 1-WD's general instructions to eliminate the requirement that the form's
original hard copy be submitted to the Board. Under the amended instructions,
firms are only required to submit Form 1-WD to the Board electronically.163 The
Board did not receive comment on the proposed amendments to Form 1-WD and
is adopting these amendments as proposed.
Form 2: Annual Report. Under Section 102(d) of the Act and Rule 2200,
registered public accounting firms must file annual reports with the Board
on Form 2.164 The Board is amending Form 2 to call for relevant information
concerning a firm's audits of brokers and dealers.165
Part III amendments. Part III of Form 2 requires registered firms to annually
disclose information about their issuer-related practice. The amendments require that registered firms indicate whether they issued any audit reports with
respect to any broker or dealer during the annual reporting period;166 and, if
they did not issue any such audit reports, to indicate whether they played a substantial role in the preparation or furnishing of an audit report with respect to
a broker or dealer.167
The Board is also revising Part III of Form 2 to reflect the Dodd-Frank amendment to the Act requiring certain foreign public accounting firms to designate
to the Commission or the Board an agent in the United States upon whom may
be served any request by the Commission or the Board under Section 106 of
the Act or upon whom may be served any process, pleading, or other papers

160

Form 1, Item 6.4. See SEC Rule 17a-5(f)(3)(v)(B).
Form 1, Items 6.5 and 6.6. The amendments require an applicant to identify instances in which
the applicant's broker or dealer audit clients disclosed issues with the applicant in such broker's or
dealer's SEC Rule 17a-5 filings with the Commission. Therefore, if a broker or dealer did not disclose
an issue in a SEC Rule 17a-5 filing with the Commission, the applicant does not need to disclose such
issue in Form 1.
162
See Form 1-WD, General Instruction 4.
163
These amendments apply to firms that previously submitted an original hard copy of Form
1-WD without submitting the form electronically.
164
See Rules on Periodic Reporting by Registered Public Accounting Firms, PCAOB Release No.
2008-004 (June 10, 2008).
165
See, e.g., Form 2, Items 3.1, 7.1, and 7.3. The amendments also make a technical change to
General Instruction 7 of Form 2, to more closely conform the instruction to Rule 2300, as adopted in
2008. See supra note 144.
166
Form 2, Item 3.1.d.
167
Form 2, Item 3.1.e.
161
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in any action to enforce Section 106 of the Act.168 This statutory provision applies to any foreign public accounting firm that (i) performs material services
upon which another registered public accounting firm relies in the conduct of
an audit or interim review, (ii) issues an audit report, (iii) performs audit work,
or (iv) performs interim reviews. Under the amendments, a foreign registered
firm that has already made this designation to the Commission or Board is
required to check a box annually indicating that the firm has done so and identify the name and address of the designated agent.169 A foreign registered firm
that has not already made a Section 106(d)(2) designation is required to indicate annually whether or not it has performed any of the activities specified
by Section 106(d)(2) since enactment of the Dodd-Frank Act.170 Any foreign
public accounting firm that has not already made a required Section 106(d)(2)
designation to the Commission or Board must do so immediately.171
One commenter said that the proposed identification of the name and address
of the designated agent did not fairly reflect the Dodd-Frank amendments to
Section 106 of the Act and would serve no legitimate purpose of the Commission,
the Board, or the public readers of Form 2, because Section 106 confers no
rights on persons beyond the SEC and PCAOB.172 The Board expects that these
amendments will facilitate the Board's and SEC's ability to track foreign firm
designations and will remind firms that their Section 106(d)(2) designations
should be kept current. The Act only addresses requests by the Commission
or the Board, and these form amendments are intended only to impose a new
reporting requirement, not to confer rights on anyone.
Another commenter said proposed Item 3.3 would only be appropriate if the
Board permitted foreign firms to decline to provide such information if such
firms were unable to do so without violating non-U.S. law, asserting conflicts
with non-U.S. law.173 The Board declines to accept this argument, as it would
defeat the purpose of the Dodd- Frank amendment to Section 106(d)(2) of the
Act.
Part IV amendments. Part IV of Form 2 requires firms to disclose information
relating to the audit reports the firm issued for each issuer during the reporting
period, as well as audit reports issued during the period that the firm did not
issue, but played a substantial role in preparing or furnishing. The amendments
require that public accounting firms disclose in their annual reports certain
information concerning each audit report the firm issued for a broker or dealer
during the reporting period.174 Also, if the firm did not issue any broker or
dealer audit reports during the reporting period, the amendments require the
firm to disclose the names and identifying information for each broker or dealer
audit report the firm played a substantial role in preparing or furnishing in the
reporting period.175

168

See Section 106(d)(2) of the Act.
Form 2, Item 3.3.a.
170
Form 2, Item 3.3.b.
171
To make a Section 106(d)(2) designation to the Board, firms should submit their designations
by e-mail to the PCAOB's Office of the Secretary (Secretary@pcaobus.org) and to note "106(d)(2)
Designation" in the subject line of the e-mail.
172
See KPMG Comment Letter.
173
See Grant Thornton Comment Letter.
174
Form 2, Item 4.3.a.
175
Form 2, Item 4.4. The Board is also amending Form 2, Item 4.1, so that in those circumstances
in which the firm must report the date of the firm's issuance of a consent to a previously-issued report
(i.e., when a firm's reports for a particular issuer during the reporting period are limited to such
consents), the firm must indicate that the date corresponds to such a consent.
169
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Item 4.3 requires a public accounting firm to disclose in its annual report each
audit report the firm issued for a broker or dealer during the reporting period. This amendment requires that the firm provide the broker's or dealer's
name, CRD number, CIK number, and the date of the audit report(s).176 In response to the Board's comment request on this issue, commenters generally
said that firms should not be required to report audit fee information for broker and dealer audit clients on an ongoing basis on Form 2, saying the PCAOB
currently has access to fee information for registered firms and the public interest would not be served by making this information publicly available.177
The Board agrees and is not imposing an annual reporting requirement with
respect to fees for services provided to broker and dealer audit clients under
Form 2.
If a registered public accounting firm did not issue any broker or dealer audit
reports during the reporting period, but played a substantial role in the preparation or furnishing of an audit report for a broker or dealer, Item 4.4 requires
that registered public accounting firm to disclose, with respect to each such
broker or dealer, the broker's or dealer's name, CRD number, CIK number, the
name of the registered public accounting firm that issued the audit report(s),
and a description of the role played by the firm with respect to the audit report(s). This information conforms to the information previously required for
issuer clients in Item 4.2.a.178
Part VII amendments. Part VII of Form 2 requires firms to report information
about certain types of relationships with individuals and entities that have
specified disciplinary and other histories. Under the amendments, firms have
to report new relationships with individuals and entities that were the subject
of a Board order imposing a disciplinary sanction or a Commission Rule 102(e)
order entered within the five years preceding the end of the reporting period,
and who provided at least ten hours of audit services for any broker or dealer
during the reporting period.179 Finally, the Board is amending Items 7.1, 7.2,
and 7.3 to correct certain cross-references.
Form 3: Special Report Form. Under Rule 2203, registered public accounting
firms must report certain information to the Board as a special report filed
on Form 3. The amendments revise Form 3 to call for relevant information
concerning firms' audits of brokers and dealers.180 The amendments also revise
Form 3 to require firms to report circumstances where a former issuer audit
client does not comply with Item 4.01 of Commission Form 8-K.181

176
Under the amendments, if a firm were to issue more than one audit report for a broker or
dealer audit client during a reporting period, each audit report for that broker or dealer would be
reported separately.
177
See CAQ Comment Letter; Crowe Horwath Comment Letter; EY Comment Letter; KPMG
Comment Letter; McGladrey Comment Letter.
178
Note 1 to Form 2, Item 4.4 clarifies that if a firm identifies a broker or dealer in response to
4.3, the firm does not have to respond to Item 4.4.
179
Form 2, Items 7.1.a and 7.3.a. Consistent with the previous Form 2 reporting requirements,
the amendments capture only relationships that (i) exist as of the end of the reporting period, (ii) are
with individuals or entities whose relevant disciplinary sanction or Rule 102(e) order was entered
within the five years preceding the end of the reporting period, and (iii) have not previously been
reported on Forms 1, 2, or 3. Other than the comment discussed supra in note 148, the Board did not
receive comment on these proposed amendments and is adopting them as proposed.
180
See, e.g., Form 3, Items 2.5, 2.6, 2.8, 2.9, and 4.1. The amendments also ake a technical change
to General Instruction 8 of Form 3 to more closely conform the instruction to Rule 2300. See supra
note 144.
181
Form 3, Items 2.1-C and 3.2.
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Withdrawn broker and dealer audit reports. Among other events that trigger
an obligation to file a special report, firms are required to file Form 3 if they
have withdrawn an audit report on an issuer's financial statements, and the
issuer failed to comply with Commission reporting requirements (Item 4.02
of SEC Form 8-K) concerning the matter.182 The proposed amendments would
have extended the obligation to report withdrawn audit reports on Form 3 to
firms' broker and dealer audit clients.183
Commenters generally agreed that it is important for the PCAOB and financial statement users to be aware of instances in which an audit report has been
withdrawn, but said that the Board should coordinate with the SEC (or FINRA)
in this area, and suggested that the SEC establish a process, comparable to the
one in place for issuers, that would require a broker or dealer to report to the
SEC when an auditor has withdrawn an audit report or consent for a broker or
dealer, and the Board would require auditor reporting only where the broker
or dealer has not notified the SEC in accordance with its obligations.184 One
commenter argued that unlike the requirements for issuers, the proposal would
require that withdrawn audit reports be disclosed directly by the auditor potentially causing the auditor to disclose the company's private information while
jeopardizing the auditor's ethical responsibilities related to confidentiality.185
Until a coordinated reporting process is developed, some commenters suggested
that AU 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's
Report, provides a framework for registered public accounting firms to notify
users if an audit report is withdrawn.186
The Board does not believe it is necessary at this time to require Form 3 reporting of withdrawn broker and dealer audit reports because the requirement
would go beyond current SEC notification requirements. The Board may revisit such a proposal in the future once more information is gathered through
its inspections and other oversight functions. Firms should note that AU 561 applies to broker and dealer audits. Consistent with that standard, under certain
circumstances the auditor should, among other things, notify the regulatory
agencies having jurisdiction over the broker and dealer audit client that the
auditor's report should no longer be relied upon.187
Issuer auditor changes. The Board is adopting amendments to address circumstances where an issuer audit client encounters a change in its principal auditor (or an auditor upon whom the issuer's principal auditor expressed reliance
in its report regarding a significant subsidiary) and the issuer does not comply
with the Commission's four business day reporting requirement concerning the
change in auditors pursuant to Item 4.01 of Form 8-K.188
Two commenters supported this proposed reporting requirement.189 Two commenters suggested that the proposed Form 3 reporting requirement appeared

182

Form 3, Items 2.1 and 3.1.
Proposed Form 3, Items 2.1-BD and 3.2.
184
See CAQ Comment Letter; D&T Comment Letter; Grant Thornton Comment Letter; KPMG
Comment Letter; McGladrey Comment Letter; PWC Comment Letter.
185
See Grant Thornton Comment Letter.
186
See CAQ Comment Letter; KPMG Comment Letter; PWC Comment Letter.
187
See AU § 561.08(b).
188
If an issuer audit client has a change in its principal auditor (or an auditor upon whom the
issuer's principal auditor expressed reliance in its report regarding a significant subsidiary) within
24 months prior to or in any period subsequent to the date of the most recent financial statements,
the issuer must provide the required information in Item 4.01 of Form 8-K within four business days
of the change. See Item 304(a) of Regulation S-K; Item 4.01 of Form 8-K.
189
See EY Comment Letter; KPMG Comment Letter.
183
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redundant to Section 1000.08(m) of the SECPS membership requirements
and encouraged the Board to develop a single solution for reporting auditor
changes.190 Commenters were also concerned about the scope of the proposed
Form 3 reporting, some of which commenters suggested would be difficult for
the auditor to know or would not be relevant in circumstances where the auditor resigns or does not stand for reappointment.191 Finally, one commenter
said requiring auditors to make a Form 3 filing in these circumstances would
inappropriately put auditors in the position of publicly reporting information
that has not yet been reported by the issuer.192
The PCAOB has further considered this proposal in light of the comments and
determined to adopt these proposed amendments largely as proposed. To ensure that the Board and public are made aware of these events, the Board is
amending the instructions to Form 3 to require firms to file a special report
with the Board if a client-auditor relationship has ended and the issuer has not
reported the change in auditors on a Form 8-K.193 Specifically, if a firm resigns,
declines to stand for re-appointment, or is dismissed from an issuer audit engagement, and the issuer does not comply with Item 4.01 of Form 8-K, the firm
within 30 days must report on Form 3 the issuer's name and CIK number, if any,
whether the firm resigned, declined to stand for re-election or was dismissed,
and the date thereof.194
Together, the amendments to the SECPS membership requirements and Form
3 establish a reporting system that begins, for firms that are former members
of the SECPS, with a required non-public filing with the SEC's Office of the
Chief Accountant within five business days,195 and, if the former audit client is
still not in compliance within 30 days, requires auditors to make an abbreviated public filing on Form 3 with the PCAOB.196 The Board sees value both in
streamlining the SECPS membership requirement for Form 8-K filers and also,
after a period of time, requiring that the Board and the public receive notice of
these changes if the issuer still has not satisfied its reporting obligations under
Item 4.01 of Form 8-K.
Because Form 3 filings are public, and the Board does not anticipate needing as
much information as was proposed, the Board is requiring that a Form 3 filing
only report the issuer's name and CIK number, whether the firm resigned,
declined to stand for re-election or was dismissed, and the date thereof.197 The
PCAOB is not persuaded that requiring auditors to report information in these
190
See CAQ Comment Letter; KPMG Comment Letter (recommending that the SECPS requirement be eliminated).
191
See CAQ Comment Letter; Crowe Horwath Comment Letter; KPMG Comment Letter;
McGladrey Comment Letter; PWC Comment Letter.
192
See D&T Comment Letter (suggesting, as an alternative, that the PCAOB be copied, on a
confidential basis, on the five-day SECPS letter so that the Board could be timely informed of issuer
auditor changes).
193
Form 3, Item 3.2 is only triggered by an issuer's failure to comply with Item 4.01 of SEC
Form 8-K. This reporting requirement does not apply to foreign private issuers (that are required to
report issuer auditor changes on Item 16F of Form 20-F) or investment companies other than business
development companies (that are required to report auditor changes on Item 77K of Form N-SAR).
194
See Form 3, Item 2.1-C and Item 3.3. If the issuer comes into compliance with an SEC requirement to make a report concerning the matter pursuant to Item 4.01 of Form 8-K during this 30-day
period, the firm would not be required to report the change in auditors on Form 3.
195
See supra notes 49-57 and accompanying text.
196
Firms that are not former members of the SECPS are only required to report these events on
Form 3.
197
As proposed, the Form 3 reporting would have also included whether: (i) the firm's audit
report(s) for either of the past two years contained an adverse opinion or a disclaimer of opinion, or
was qualified or modified as to uncertainty, audit scope, or accounting principles; (ii) the former audit
(continued)
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circumstances ahead of their former clients poses a serious problem. This Form
3 reporting requirement is only triggered in circumstances where a former
audit client is delinquent in publicly reporting the information mandated by
Item 4.01 of Form 8-K.
Relationships with persons subject to a bar or suspension. Form 3 also requires
firms to disclose information about new relationships with persons or entities
that are effectively restricted from providing auditing services. Specifically, a
firm is required to file a Form 3 special report if it enters into certain specified relationships with individuals or entities that are currently subject to (1)
a Board disciplinary sanction suspending or barring an individual from being
an associated person or a registered public accounting firm, or (2) a Commission order under Rule 102(e) of the Commission's Rules of Practice suspending
or denying the privilege of appearing or practicing before the Commission.198
Consistent with the changes to Item 5.1 of Form 1, the Board is revising this
reporting criteria to encompass persons currently subject to any Commission
order denying the privilege of, or any court-ordered injunction prohibiting, appearance or practice before the Commission.199
Form 4: Succeeding to Registration Status of Predecessor. Under Rules
2108 and 2109, a registered public accounting firm can, in certain circumstances, succeed to the registration status of a predecessor registered firm by
filing Form 4. As proposed, the Board is amending Form 4 to conform with the
Dodd-Frank amendments by adding a new "yes" or "no" question to Item 3.2
of Form 4. The amendments require a firm seeking to succeed to the registration status of a predecessor firm to indicate whether any firm involved in the
transaction underlying the succession issued an audit report with respect to a
broker or dealer audit client for financial statements with years ending after
December 31, 2008 while not registered with the Board, and did not thereafter
have an application for registration approved by the Board.200 The Board did
not receive comment on the proposed amendments to Form 4.
Effective date. One firm suggested that the effective date of the Form 2 amendments should provide sufficient time for firms to collect the necessary information related to brokers and dealers prior to the June 30 annual report filing
deadline.201 The Board's staff is reprogramming the Board's Web-based Registration, Reporting, and Special Reporting system. The amendments to Form 2
will take effect April 1, 2015. The Board expects that this will provide firms with
sufficient time to collect necessary information. The amendments to Forms 1,
1-WD, 3, and 4 will take effect July 1, 2014.

(footnote continued)
client's audit committee (or equivalent body), or board of directors (or equivalent body) recommended
or approved the change; and (iii) there were any disagreements with the former client in the two
most recent fiscal years and any subsequent interim period on any matter of accounting principles or
practices, financial statement disclosure, or auditing scope or procedure, which, if not resolved, would
have caused the firm to make reference to the subject matter of the disagreements in connection with
its audit report(s). Because the Board will be able to assess these additional categories of information,
if necessary, through the inspections process or other means, the Board is not adopting these proposals.
198
Form 3, Items 2.12 and 2.13, and Items 5.1 and 5.2.
199
Form 3, Items 2.12 and 2.13, and Items 5.1 and 5.2. Other than the comment discussed supra
in note 148, the Board did not receive comment on these proposed amendments and is adopting them
as proposed.
200
See Form 4, Item 3.2.e.3. The amendments clarify that succession is allowed where a firm was
sanctioned for a registration violation but subsequently was allowed to register with the PCAOB. A
conforming change is also being made to Form 4, Item 3.2.e.2. Separately, the amendments also make
a technical change to General Instruction 8 of Form 4 to more closely conform the instruction to Rule
2300. See supra note 144.
201
See Grant Thornton Comment Letter.
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VIII. Ethics Code
The Board is amending six of the Ethics Code's provisions: EC2, "Definitions;"
EC4, "Financial and Employment Interests;" EC5, "Investments;" EC7, "Gifts,
Reimbursements, Honoraria and Other Things of Value;" EC8, "Disqualification;" and EC12, "Post-Employment Restrictions." Several of these amendments
conform the Ethics Code with the Board's authority under the Dodd-Frank
amendments by adding the words "broker" and "dealer" to the Ethics Code in
appropriate places. Other amendments are more technical in nature, reflecting
the Board's experience in applying the Ethics Code. The Board did not receive
comment on its proposed amendments to the Ethics Code and is adopting these
amendments as proposed.
The Board is amending the note accompanying the definition of "practice" in
EC2(f).202 As part of its "revolving-door restrictions," the Ethics Code restricts
Board members and professional staff from "practicing" before the Board, and
the Commission with respect to Board-related matters, for one year following
termination of employment or Board membership.203 The note accompanying
the definition of "practice" clarifies that participating in the financial reporting
process as the officer or director of an issuer, or participating in an audit of an
issuer's financial statements does not, in and of itself, constitute practice before
the Board or the Commission. The amendments extend the note to former Board
members and professional staff participating in the financial reporting process
for, or in an audit of, a broker or dealer.204
EC5(d) requires that Board members and professional staff annually disclose
their holdings in securities of issuers, including exchange-traded options and
futures. The Board is making technical amendments to EC5(d) to clarify that
disclosure should be made to the Ethics Officer, and, to permit flexibility, the
amendments allow the Ethics Officer to prescribe a different date for annual
disclosure.
Under EC7(b), Board members and professional staff are generally prohibited
from accepting payment for or reimbursement of official travel-related expenses
from any organization. This prohibition is subject to an exception for travelrelated expenses that are in direct connection with an employee's participation
in an educational forum that is principally sponsored by certain tax-exempt
entities.205 These tax-exempt entities, however, may not be principally funded
from one or more public accounting firms or issuers. The Board's amendments
include brokers and dealers among the categories of entities that may not principally fund these tax-exempt entities.
EC8(a) provides that if a Board member or professional staff becomes, or reasonably should become, aware of facts which would lead a reasonable person to
believe that he or she (or his or her spouse, spousal equivalent, and dependents)
may have "a financial interest or other similar relationship" which might affect (or reasonably create the appearance of affecting) his or her independence
202
EC2(f) defines the term "practice" to mean knowingly acting as an agent or attorney for, or
otherwise representing any other person in any formal or informal appearance before the Board or
Commission, or making any oral or written communication on behalf of any other person to, and with
an intent to influence, the Board or Commission.
203
EC12(b)(1). Additionally, former Board members and professional staff may not "switch sides"
and work on a particular matter after leaving the Board that they personally and substantially participated in while at the Board. EC12(b)(2).
204
The Board is also making a technical amendment to the note accompanying the definition of
"honoraria" in EC2(e) to clarify that meals provided to all conference participants are not considered
"honoraria" that Board members and professional staff are prohibited from accepting under EC7(a).
205
See EC7(b)(2)(C).
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or objectivity, then he or she must, at the earliest possible date, disclose such
circumstances and facts and recuse himself or herself from further Board functions or activities involving or affecting the financial interest or relationship.
Because the phrase "or other similar relationship" has not provided sufficient
clarity, the Board is replacing it with "or personal interest." Thus, under the
amendments, EC8's disclosure and recusal provisions apply to "a financial or
personal interest" a reasonable person would believe might affect (or reasonably
create the appearance of affecting) his or her independence or objectivity.
Under EC12(a), Board members and professional staff may not negotiate
prospective employment with a registered public accounting firm or issuer without first disclosing the identity of the prospective employer and recusing himself
or herself from all matters directly affecting that prospective employer. Because
the Dodd-Frank amendments gave the Board oversight over auditors of brokers
and dealers, the Board is amending EC12(a) to require Board members and professional staff to disclose employment negotiations with brokers or dealers, in
addition to registered accounting firms and issuers.
On the 4th day of December, in the year 2013, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
December 4, 2013
Appendices—
(1) Economic Considerations, Including Audits of Emerging Growth Companies
(2) Amendments to PCAOB Rules, Quality Control Standards, and Ethics Code
(3) Amendments to PCAOB Forms
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Appendix 1—Economic Considerations, Including
Audits of Emerging Growth Companies
I. Introduction
Congress in 2010 enacted the Dodd-Frank Wall Street Reform and Consumer
Protection Act ("Dodd-Frank").1 Dodd-Frank, in relevant part, amends the
Sarbanes-Oxley Act of 2002 ("Sarbanes-Oxley" or the "Act") to expand the
PCAOB's authority to include oversight of audits of SEC-registered brokers and
dealers.2 Dodd-Frank also: amends the Sarbanes-Oxley definition of "person
associated with a public accounting firm;"3 authorizes the Board to share information gathered in PCAOB inspections and investigations with self-regulatory
organizations (with respect to public accounting firms within their jurisdiction)4
and "foreign auditor oversight authorities" (with respect to public accounting
firms within their jurisdiction);5 clarifies the Board's authority to promulgate
independence standards;6 and expands the audit information to be produced
and exchanged by foreign public accounting firms.7
The PCAOB is adopting amendments to its rules and ethics code to conform
to the Dodd-Frank amendments to Sarbanes-Oxley. In addition, the PCAOB is:
conforming its rules to the audits and auditors of brokers and dealers; amending
its registration, withdrawal, and reporting forms, and the general instructions
to these forms, to call for relevant broker and dealer audit client information;
and amending a number of rules and forms in light of administrative experience
and to make certain updates to address recent events.
As described in the release, the amendments:

1
2
3
4
5
6
7

•

conform the terms defined in Rule 1001—including the definitions
of "audit," "audit report," "audit services," "other accounting services," "foreign auditor oversight authority," "person associated
with a public accounting firm (and related terms)," "play a substantial role in the preparation or furnishing of an audit report,"
"professional standards," and "suspension"—to the Dodd-Frank
definitions and clarify that these terms extend to brokers and dealers;

•

extend Section 2's registration and reporting rules (Rules 2100,
2106, and 2107) to audits of brokers and dealers;

•

make Section 3's rules establishing auditing, attestation, and
quality control standards (Rule 3200T, 3300T, and 3400T) applicable to audits of brokers and dealers.

•

make Section 3's auditing and related professional practice standards rules applicable to audits of brokers and dealers (except
Rules 3523, 3524, and 3525, which remain limited to services provided to issuer audit clients);

Pub. L. No. 111-203, 124 Stat. 1376 (2010).
See Dodd-Frank, § 982.
See Dodd-Frank, § 929F(g)(1).
See Dodd-Frank, § 982(i)-(j).
See Dodd-Frank, § 981.
See Dodd-Frank, § 982(d)(1).
See Dodd-Frank, § 929J.
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•

require reporting of issuer auditor changes under Section
1000.08(m) of the SECPS membership requirements only if the
issuer auditor client has not reported the change in a timely filed
SEC Form 8-K;

•

make technical amendments to Section 4's rules on Board inspections;

•

conform Section 5's rules governing investigations and disciplinary proceedings to the Dodd-Frank amendments and amend
a number of these rules in light of administrative experience;

•
•

make technical amendments to Section 7's funding rules;

•

update the Ethics Code to conform to the Dodd-Frank amendments and make a few clarifications.

call for information relating to audits of brokers and dealers on
Forms 1, 1- WD, 2, 3, and 4 (and make a number of amendments
to the forms in light of administrative experience); and

The PCAOB is sensitive to the compliance burden incurred by auditors and
other market participants due to its regulatory requirements and has attempted in a variety of ways to minimize burdens on affected entities while also
satisfying the objectives of Congress and the SEC. These include the Board's efforts to tailor its ethics and auditor independence requirements, in Rules 3520
through 3526, to the organizational structure of brokers and dealers, and, in
particular, not at this time extending to broker and dealer audits Rule 3523's
prohibition on providing tax services to persons in financial reporting oversight
roles. A number of other cost-minimization measures are discussed below.
In its proposal, the PCAOB invited commenters to submit comment on all aspects of the proposed amendments. Several commenters addressed the economic consequences of the proposed amendments in qualitative terms. These
comments are addressed below.

II. Economic Consequences
As discussed in the release, the PCAOB's objective in adopting today's amendments is to conform its rules, forms, and ethics code to the Dodd-Frank amendments to Sarbanes-Oxley and the SEC's amendments to Rule 17a-5. In amending the PCAOB's rules, forms, and ethics code the PCAOB has endeavored to
achieve Congress's and the SEC's objectives in a cost-effective manner.
To the extent that these amendments reflect the statutory requirements of
Dodd- Frank, the PCAOB's action is technical and non-substantive. It will not
result in economic consequences beyond those resulting from Congress's determinations. Similarly, to the extent that these amendments reflect the SEC's
Rule 17a-5 determinations, the PCAOB's action is housekeeping that will not result in separate economic consequences. However, to the extent that the amendments reflect the PCAOB's own determinations regarding implementation of
Dodd-Frank's provisions or the SEC's Rule 17a-5 determinations, these determinations may result in additional economic consequences. These additional
economic consequences (resulting from the PCAOB's own determinations) are
separately considered below.
The baseline the Board uses to analyze the economic consequences of these
amendments is the determinations made by Congress in 2010 to amend
Sarbanes- Oxley and by the SEC in July 2013 to require that audits of brokers and dealers are to be conducted in accordance with the standards of the
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PCAOB. To conform to the determinations made by Congress and the SEC,
the PCAOB's rules, forms, and ethics code are being amended to reflect the
amendments to Sarbanes-Oxley and Rule 17a- 5.8

A. Amendments involving no PCAOB discretion
Because Congress amended Sarbanes-Oxley and the SEC amended Rule 17a- 5,
the PCAOB's action to amend its rules, forms, and ethics code to conform to these
amendments is technical and non-substantive. They do not reflect an exercise
of PCAOB discretion. Instead, the PCAOB is adopting these amendments to
implement statutory directives and the regulatory directives of the SEC. The
PCAOB does not expect that these conforming amendments will result in any
economic consequences, beyond reflecting the actions of Congress and the SEC.
To reflect the Dodd-Frank amendments, the Board is making technical conforming revisions, and including references to audits and auditors of brokers
and dealers, in rules, ethics code provisions, and Form 1 parts that formerly applied only to issuers. These amendments include the revisions to: (1) the Rule
1001 definitions of "audit," "audit report," "foreign auditor oversight authority,"
"other accounting services," "person associated with a public accounting firm,"
"play a substantial role in the preparation or furnishing of an audit report,"
"professional standards," and "suspension;" (2) the Board's registration and reporting rules (Rule 2100, Rule 2106, and Rule 2107); (3) certain of the Board's
rules governing investigations and adjudications (Rule 5105, Rule 5108,9 Rule
5112, Rule 5200, Rule 5204, and Rule 5420); (4) certain provisions of the Board's
ethics code (EC2(f), EC7(b), and EC12(a)); and (5) Parts III, V, VI, VII, and X of
Form 1. These amendments simply reflect the amended statutory and regulatory provisions. They are not expected to result in any economic consequences,
beyond reflecting the actions of Congress and the SEC.
Other technical amendments and non-substantive updates include the revisions to: (1) the Rule 1001 definitions of "party" and "secretary;" (2) Rules 3101,
3201T, and 3600T, (3) the Board's inspections rules (Rule 4009, Rule 4020T); (4)
certain of the Board's rules governing investigations and adjudications (Rule
5102, Rule 5105, Rule 5110, Rule 5201, Rule 5205, Rule 5300, Rule 5407, Rule
5421, Rule 5426, Rule 5427, Rule 5442, Rule 5445, Rule 5460, and Rule 5462);
(5) Rules 7103 and 7104 of the Board's funding rules; (6) certain provisions of
the Board's ethics code (EC2(e), EC5(d), EC8(a)); and (7) certain Form 1 items
(general instruction 6, Item 2.1(e), Item 2.2(e)), a Form 1-WD item (general
instruction 7), certain Form 3 items (general instruction 8, Item 2.12, Item
2.13, Item 5.1, Item 5.2), and certain Form 4 items (general instruction 9, Item
3.2.e.1-2). To the extent these amendments are being made to conform to the determinations of Congress and the SEC, they will reflect the actions of Congress
and the SEC; the other amendments are not expected to result in separate
economic consequences.

8
The SEC included an economic analysis of its amendments to Rule 17a-5 in the release issued in July 2013. See Broker-Dealer Reports, Exchange Act Release No. 70073, at nn. 724-870 and
accompanying text.
9
Separately, Section 1161(h) of the Housing and Economic Recovery Act of 2008, Pub. L. No.
110-289, 122 Stat. 2654, 2781 (2008) amended Sarbanes-Oxley to authorize the PCAOB to share
information gathered in Board inspections and investigations with the Director of the Federal Housing
Finance Agency (with respect to audits of institutions within the Federal Housing Finance Agency's
jurisdiction). The PCAOB is adopting amendments to conform to Section 1161(h) of the Housing and
Economic Recovery Act. See Rule 5108(a)(2)(b).
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B. Amendments involving some PCAOB discretion
In certain respects Congress and the SEC left to the PCAOB the determination
of which Board rules, forms, and ethics code provisions should apply to broker
and dealer audits and how the Board should implement other Dodd-Frank
provisions. These amendments in part reflect the PCAOB's own determinations
and, to some extent, entail economic consequences beyond those resulting from
Congress's statutory directives or the SEC's Rule 17a-5 determinations.
These amendments: (1) make the Rule 1001 definitions of "audit services" and
"other accounting services" applicable to broker and dealer audits; (2) require
that auditors of brokers and dealers comply with the PCAOB's rules establishing auditing, attestation, and quality control standards (Rules 3200T, 3300T,
and 3400T); (3) require that broker and dealer auditors adhere to certain of
the PCAOB's ethics and auditor independence rules (Rules 3500T, 3501, 3502,
3520, 3521, 3522, and 3526) but not to others (Rules 3523, 3524, and 3525);
and (4) tailor certain Form 1, Form 2, Form 3 and Form 4 items to call for relevant broker and dealer audit client information and implement the Dodd-Frank
amendments (Items 3.1 and 3.2 of Form 1, Items 3.1, 3.2, 3.3, 4.3, 4.4, 7.1, and
7.3 of Form 2, Items 2.5, 2.6, 2.8, 2.9, and 4.1 of Form 3, and Item 3.2.e.3 of
Form 4).
The PCAOB is also amending some rules and form items in light of administrative experience and to make a number of updates to address recent
events. These amendments include the revisions to: (1) Rule 5422; (2) Section
1000.08(m) of the SEC Practice Section Requirements of Membership; (3) Items
2.1, 2.2, and 2.4 of Form 1, and General Instruction 4 of Form 1-WD; and (4)
Items 2.1-C and 3.2 of Form 3. The PCAOB considers the economic consequences
of these amendments below.
Rule 1001 amendments. The PCAOB is amending the Rule 1001 definitions
of "audit services" and "other accounting services" to encompass the professional services auditors provide to broker and dealer audit clients. Pursuant
to Section 102(b)(2)(B) of Sarbanes-Oxley, public accounting firms applying for
PCAOB registration will use these definitions, along with the definition of "nonaudit services" (which is not being amended), to attribute the annual fees they
received from each broker and dealer audit client to one of the defined categories of services on Items 3.1 and 3.2 of Form 1. Commenters did not address
the proposed amendments to the definitions of "audit services" and "other accounting services," and the PCAOB is adopting the amendments as proposed.
The PCAOB does not expect that these amendments will result in cost- related
implications apart from the related Form 1 amendments discussed below.
Section 3 amendments. The amendments also generally make Rules 3200T,
3300T, and 3400T, the PCAOB's rules establishing auditing, attestation, and
quality control standards, applicable to audits of brokers and dealers. Several commenters opposed the proposed application of the PCAOB's rules and
standards—focusing particularly on the Board's quality control, ethics, and
independence standards—to audits of "introducing" or "non-carrying" brokers
and dealers.10 One commenter asserted that requiring auditors of brokers and
dealers to follow PCAOB quality control, ethics, and independence standards
is not warranted until the PCAOB decides the scope and elements of its permanent inspection program for broker and dealer audits.11 Additionally, one

10
See AICPA Comment Letter; Crowe Horwath Comment Letter; KPMG Comment Letter; Rothstein Kass Comment Letter; WeiserMazars Comment Letter.
11
See AICPA Comment Letter.
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commenter suggested that Rule 3400T's application of the requirements of the
SEC Practice Section ("SECPS") of the American Institute of Certified Public
Accountants only to the auditors of brokers and dealers that were members of
the SECPS in 2003 could result in an unbalanced and disparate application of
the Board's requirements.12
In response to these comments, the PCAOB has further considered the application of the PCAOB's rules establishing auditing, attestation, and quality control
standards to auditors of brokers and dealers. As explained in the release, the
SEC has decided that all audit reports filed with the SEC and designated examining authorities by brokers and dealers must be prepared in accordance with
PCAOB standards. A final Board decision regarding the scope of the Board's
inspection program will be made at a later date. The Board is not delaying
adoption of the amendments to its rules. The PCAOB has also determined to
make operative the two SECPS requirements that are applicable to broker and
dealer engagements only to firms that were members of the SECPS in 2003.
The benefit of these amendments is that they will clarify the applicability of
these rules to audits of brokers and dealers. The amendments will promote
investor protection by clarifying that registered firms must comply with the
PCAOB's rules establishing auditing, attestation, and quality control standards
in audits of SEC-registered brokers and dealers. Consistent compliance with
PCAOB standards for these audits will facilitate the Board's regulatory oversight over broker and dealer audits, and, among other things, facilitate the
PCAOB's development and implementation of a permanent inspection program
for these audits. The amendments will also facilitate the SEC's regulatory oversight of auditors, brokers, and dealers (because the SEC has direct oversight
authority over the PCAOB, including the authority to approve or disapprove
the Board's rules and standards).
The PCAOB has determined that these amendments will create some additional
compliance costs for affected market participants. These costs include the onetime implementation costs for registered firms to update their broker and dealer
audit methodologies to reflect PCAOB standards and train their personnel.
These costs are attributable to SEC Rule 17a-5. Thus, the PCAOB does not
anticipate that its conforming rule changes will result in significant costs to
auditors (or to brokers and dealers in the form of increased audit fees).
Similarly, the Board notes that only two of the five SECPS membership requirements adopted by the PCAOB apply to the audits of brokers and dealers. These
two requirements relate to continuing professional education requirements for
audit firm personnel and the firm communicating through a written statement
to its professional personnel the firm's broad policies and procedures related
to accounting principles, client relationships, and services provided. The Board
notes that all firms (including those that were members of the SECPS in 2003)
are required to comply with state and professionally mandated continuing professional education requirements that satisfy most, if not all, of these education
requirements, and expects that firms distribute such information to their professional personnel to effectively manage their firms.13 The PCAOB therefore
estimates that application of these requirements to audits of brokers and dealers that were members of the SECPS in 2003 will not result in a significant
compliance burden on auditors of brokers and dealers.

12

See Grant Thornton Comment Letter.
State CPE requirements range from a minimum of 0 hours (in one state) to a maximum of 120
hours every three years (in 45 states), and the PCAOB is requiring 120 hours every three years (with
a minimum of at least 20 hours every year).
13
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The amendments also require that broker and dealer auditors adhere to certain
of the PCAOB's ethics and auditor independence rules (Rules 3500T, 3501,
3502, 3520, 3521, 3522 and 3526) but not to others (Rules 3523, 3524, and
3525).
PCAOB Rule

Applies to B-D Audits

Overall Framework (Rules 3502 and 3520)

Yes

Contingent Fees (Rule 3521)

Yes

Tax Transactions (Rule 3522)

Yes

Tax Services for Persons in Financial
Reporting Oversight Roles (Rule 3523)

No

Audit Committee Pre-approval of Certain
Tax Services (Rule 3524)

No

Audit Committee Pre-approval of Non-audit
Services Related to Internal Control Over
Financial Reporting (Rule 3525)

No

Communication with Audit Committees
Concerning Independence (Rule 3526)

Yes

These rules establish a standard of ethical behavior for the conduct of persons
associated with registered firms (Rules 3502 and 3520). They also prohibit broker and dealer auditors from: (1) entering into a contingent fee or commission arrangement (Rule 3521); or (2) providing any non-audit service related to
transactions that are "confidential transactions" or "aggressive tax positions"
under Internal Revenue Service regulations (Rule 3522). The PCAOB is also
adding a definition of "audit committee" to Rule 3501 so that Rule 3526 (Communication with Audit Committees Concerning Independence) applies to brokers and dealers that may not have organizational structures that include audit
committees. No commenters opposed or suggested that these ethics and auditor independence rules not apply to audits of brokers and dealers. The PCAOB
is not prohibiting firms from providing tax services to persons in financial reporting oversight roles (Rule 3523) in part due to commenter concerns about
additional cost-related implications for auditors and brokers and dealers.
The PCAOB believes applying Rules 3500T, 3501, 3502, 3520, 3521, 3522 and
3526 to audits of brokers and dealers is consistent with investor protection.
The amendments will promote investor protection by clarifying that auditors
of brokers and dealers are required to adhere to certain of the PCAOB's ethics
and independence rules. These rules, among other things, prohibit auditors
from entering into contingent fees or commission arrangements or providing
non-audit services related to aggressive tax positions to broker and dealer audit
clients. Although these amendments will result in some new compliance costs
on auditors of brokers and dealers, the Board does not anticipate that these
costs will be significant. These costs will relate primarily to the one- time costs
to update the firm's policies and procedures and training for these ethics and
independence rules. Firms will also have recurring monitoring costs related to
these amendments.
Form amendments. The amendments also tailor certain Form 1, Form 2,
Form 3, and Form 4 items to call for relevant broker and dealer audit client
information and reflect the Dodd-Frank amendments (Items 3.1 and 3.2 of Form
1, Items 3.1, 3.3, 4.3, 4.4, 7.1, and 7.3 of Form 2, Items 2.5, 2.6, 2.8, 2.9, and
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4.1 of Form 3, and Item 3.2.e.3 of Form 4). This information will further the
PCAOB's understanding of the market for broker and dealer audit services
and enable the Board to make regulatory decisions (like how to allocate its
inspections program resources) that will protect the interests of investors. This
information may also help inform investors and the market generally about
auditors' broker and dealer audit practice.
Form 1. In addition to the conforming amendments to Form 1, which were discussed earlier, the PCAOB is adding Items 3.1 and 3.2 to Form 1 to require
general identifying information about the applicant's broker or dealer audit
practice. Items 3.1 and 3.2 require the name of the broker or dealer, its business address, CRD number, and CIK number, as well as the date of the audit
report, and the total amount of fees billed for audit services, other accounting services, and non-audit services (as defined by the PCAOB). The PCAOB
expects that the Form 1 disclosure requirements for broker and dealer audit
clients will not affect most registered firms, which have already filed Form 1.
Going forward, the PCAOB expects that most new firms will not have prepared
audit reports for broker or dealer clients during the preceding or current calendar year (without having been previously registered). The PCAOB is also taking
steps to minimize the compliance burden associated with these amendments.
Recognizing that firms with broker and dealer audit clients have not necessarily been maintaining billing records in a way that readily facilitates precise
reporting according to the fee categories in Sarbanes-Oxley (as the PCAOB
has defined them), the PCAOB is adopting a note that provides that estimated
amounts may be used in responding to these Form 1 items, to the extent that
these fees have not previously been disclosed or otherwise known to an applicant. Commenters did not address these Form 1 items. The PCAOB expects
these amendments will result in small additional compliance costs related to
reporting this information for a small number of applicant firms. The PCAOB
is adopting these amendments as proposed.
Form 2. The amendments to Form 2 require that firms annually disclose general information about their broker and dealer audit practice. Specifically, the
amendments require that firms indicate whether they issued any audit reports
with respect to any broker or dealer during the annual reporting period, and,
if they did not issue any such audit reports, to indicate whether they played a
substantial role in the preparation or furnishing of an audit report with respect
to a broker or dealer (Item 3.1). The amendments also require firms to disclose
information concerning each audit report the firm issued for a broker or dealer
audit client during the reporting period (Item 4.3). If the firm did not issue any
broker or dealer audit reports during the reporting period, the amendments
require the firm to disclose the names and identifying information for each broker or dealer audit report the firm played a substantial role in preparing or
furnishing in the reporting period (Item 4.4). Firms are also required to report
information about certain types of relationships with individuals and entities
that have specified disciplinary and other histories involving brokers or dealers
(Items 7.1 and 7.3). Commenters generally asserted that firms should not be
required to report audit fee information for broker and dealer audit clients on
an ongoing basis on Form 2.14 The PCAOB has determined to mitigate firm
costs by not imposing an annual reporting requirement with respect to fees
for services provided to broker and dealer audit clients. The PCAOB did not
receive other comments on these Form 2 amendments and is adopting them as
proposed.

14
See CAQ Comment Letter; Crowe Horwath Comment Letter; EY Comment Letter; KPMG
Comment Letter; McGladrey Comment Letter.
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The amendments to Form 2 also reflect the Dodd-Frank amendment requiring
certain foreign public accounting firms to designate to the SEC or PCAOB an
agent in the United States upon whom may be served any request by the SEC
or PCAOB under Section 106 of Sarbanes-Oxley or upon whom may be served
any process, pleading, or other papers in any action to enforce Section 106 of
Sarbanes-Oxley (Item 3.3). One commenter said proposed Item 3.3 could result
in confusion and efforts by persons other than the SEC or PCAOB to serve
subpoenas or process on foreign firms' designated agents.15 The PCAOB has
determined to adopt Item 3.3 as proposed. This amendment imposes only a
new reporting requirement and does not confer rights on anyone.
The PCAOB believes the Form 2 amendments strike an appropriate balance between the Board's need for general identifying information to assist the Board
in overseeing registered firms' broker and dealer audit practices, and facilitate the PCAOB's and SEC's ability to track foreign firm designations, and the
time and resources firms will need to spend compiling, preparing, and reporting
this information. These reporting requirements will contribute to investor protection by providing additional information upon which the PCAOB can base
future program adjustments to ensure efficient deployment of the PCAOB's
resources. This information may also help inform investors and the market
generally about auditors' broker and dealer audit practice. These reporting requirements will also result in cost-related implications for auditors of brokers
and dealers and foreign registered firms. Specifically, one-time costs that relate primarily to updating their records to facilitate annual reporting of their
broker and dealer audit practice to the PCAOB and reporting their Section 106
designee. Recurring costs will include the costs of compiling and reviewing information responsive to these additional items in their annual reports. Over
time, the PCAOB expects that firms will develop certain efficiencies in filing
their annual reports, allowing these costs to decrease to some extent.
Form 3. The amendments to Form 3 require firms to report information about
certain types of relationships with individuals and entities that have specified
disciplinary and other histories involving auditors of brokers or dealers (Items
2.5, 2.6, 2.8, 2.9, and 4.1). The PCAOB did not receive comment on these Form
3 amendments and has determined to adopt them as proposed. The PCAOB
believes the Form 3 amendments will contribute to investor protection by providing the PCAOB and the public with general information about disciplinary
and other histories involving auditors of brokers and dealers. These reporting
requirements are expected to result in small compliance costs for firms related
to monitoring and compiling this information.
Form 4. The amendments to Form 4 require a firm succeeding to the registration
status of a predecessor firm to indicate whether the firm issued an audit report
with respect to a broker or dealer audit client for financial statements with years
ending after December 31, 2008 while not registered with the PCAOB and has
never had an application for registration approved by the Board (Item 3.2.e.3).
The PCAOB did not receive comment on this Form 4 amendment and has determined to adopt it as proposed. The PCAOB believes the Form 4 amendment
will contribute to investor protection by providing the PCAOB with useful information. This reporting requirement is expected to result in small compliance
costs related to reporting this information for a small number of firms.
Amendments made in light of administrative experience. Under the
amendments to Rule 5422 the Division of Enforcement and Investigations
("DEI") need not make available for inspection and copying any document
prepared by persons retained by the PCAOB or the PCAOB's staff to provide
15

See KPMG Comment Letter.
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services in connection with a PCAOB investigation, disciplinary proceeding,
or hearing on disapproval of registration. The amendments also permit DEI
to withhold documents accessed from generally available public sources except to the extent that DEI intends to introduce such documents as evidence.
Commenters were concerned that there is no parallel provision in the SEC's
comparable rule, and that they could enable DEI to withhold exculpatory documents. Because the SEC's rule is structured differently, and the PCAOB does
not agree that the amendments permit DEI to withhold exculpatory documents,
the PCAOB has determined to adopt the amendments as proposed in most respects. The amendments to Rule 5422 are designed to correct an anomaly in
DEI's document production requirements. These amendments will facilitate
the PCAOB's efficient deployment of its enforcement program's resources. The
PCAOB does not expect that the amendments to Rule 5422 will result in increased compliance burdens for registered firms or other market participants.
The Board is also amending Section 1000.08(m) of the SECPS membership
requirements requiring that registered firms (that are former members of the
SECPS) notify the Commission's Office of the Chief Accountant of the end of an
auditor's relationship with an issuer audit client (including an EGC audit client)
only if the issuer has not timely filed Form 8-K.16 Previously, these notices were
required irrespective of whether the issuer audit client reported the change in
auditors in a timely filed Form 8-K. This amendment is designed to streamline
the SECPS reporting requirement and to make firm notices more meaningful.17
The PCAOB is also updating Appendix I of SECPS Section 1000.43 to reflect the
SEC's updated contact information and preference for e-mail notifications.18
Commenters generally supported reporting issuer auditor changes under Section 1000.08(m) only if the issuer audit client has not reported the change in
auditors in a timely filed SEC form (exception reporting).19 But one commenter
suggested that Section 1000.08(m) should be eliminated entirely,20 and one
other commenter said Section 1000.08(m) reporting is "working, helpful, and
appropriate" and should not be amended.21 After considering these comments,
the PCAOB has determined that more focused Section 1000.08(m) reporting for
SEC Registrants that are required to file current reports on Form 8-K should
enhance the SEC's ability to monitor issuer auditor changes. The amendments
to Section 1000.08(m) of the SECPS membership requirements are designed
to make firms' SECPS notices more meaningful. These amendments will contribute to the SEC's oversight of issuer auditor changes.
Requiring that issuer auditor changes be reported only on an exception basis for Form 8-K filers will also mean that auditors will be required to make
16
See SECPS sec. 1000.08(m)(1). As amended, if by the end of the fifth business day after a
client-auditor relationship has ended, and the issuer has not reported the change in auditors in a
timely filed Form 8-K, then a former SECPS member firm must simultaneously send a written report
of this fact to the former client and to the SEC's Office of the Chief Accountant.
17
For SEC Registrants that do not file current reports on Form 8-K, Section 1000.08(m) remains
unchanged. Notices for these former clients are due by the end of the fifth business day following the
end of the firm's determination that the client-auditor relationship has ended, irrespective of whether
or not the registrant has reported the change in auditors in a timely filed report. See SECPS sec.
1000.08(m)(2).
18
The SEC staff strongly encourages e-mailing the SECPS report notification to SECPSletters@
sec.gov. See Appendix I, SECPS sec. 1000.43. See also http://www.sec.gov/about/offices/oca/
10a1notices.htm ("The Office of the Chief Accountant strongly encourages sending the SECPS report notification to SECPSletters@sec.gov. The staff will accept the date the email is received as the
notification date.").
19
Crowe Horwath Comment Letter; EY Comment Letter; Grant Thornton Comment Letter;
McGladrey Comment Letter; PWC Comment Letter.
20
KPMG Comment Letter.
21
D&T Comment Letter.
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fewer SECPS reports to the SEC, eliminating duplicative reporting of issuer
auditor changes in most cases. At the same time, the PCAOB understands
that there will be some incremental costs associated with the amendment to
Section 1000.08(m). Auditors that are former SECPS members will bear some
additional expense in monitoring whether their former audit clients reported
the change in auditors in a timely filed Form 8-K. Given that former SECPS
member firms are already required to make these reports, and that moving this
reporting requirement to an exception basis is a fairly subtle change, the Board
anticipates that these additional expenses will be minimal.
Finally, the PCAOB is amending Form 1 to require issuer CIK numbers22 (in
Items 2.1, 2.2, and 2.4), amending Form 1-WD to eliminate the requirement
that "original hard copies" of requests for leave to withdraw from Board registration be submitted (General Instruction 4), and amending Form 3 to require
firms to report circumstances where a former issuer audit client does not comply with Item 4.01 of Commission Form 8-K (Item 3.2). The PCAOB did not
receive comment on these proposed amendments to Forms 1 and 1-WD and has
determined to adopt them as proposed. Requiring applicants to provide issuer
CIK numbers on Form 1 will increase reporting costs slightly for a small number of applicants, but it will enable the PCAOB to more easily identify issuers
(as well as reducing search costs for investors, the SEC, and others). The Form
1-WD requirement will reduce compliance burdens for withdrawing firms by
eliminating an unnecessary filing requirement.
The Board also received comment on these proposed amendments to Form 3.
Two commenters supported this proposed reporting requirement.23 Two commenters suggested that the proposed Form 3 reporting requirement appeared
redundant to Section 1000.08(m) of the SECPS membership requirements
and encouraged the Board to develop a single solution for reporting auditor
changes.24 Commenters were also concerned about the scope of the proposed
Form 3 reporting, some of which commenters suggested would be difficult for
the auditor to know or would not be relevant in circumstances where the auditor resigns or does not stand for reappointment.25 Finally, one commenter
said requiring auditors to make a Form 3 filing in these circumstances would
inappropriately put auditors in the position of publicly reporting information
that has not yet been reported by the issuer.26
The PCAOB has further considered this proposal in light of the comments and
determined to adopt these proposed amendments to Form 3 largely as proposed.
To ensure that the Board and public are made aware of these events, the Board
is amending the instructions to Form 3 to require firms to file a special report
with the Board if a client-auditor relationship has ended and the issuer has
not reported the change in auditors on a Form 8-K.27 Specifically, if a firm
resigns, declines to stand for re-appointment, or is dismissed from an issuer
22
CIK numbers are unique, publicly-available identifiers and access codes issued by the SEC's
Electronic Data Gathering, Analysis, and Retrieval System.
23
See EY Comment Letter; KPMG Comment Letter.
24
See CAQ Comment Letter; KPMG Comment Letter (recommending that the SECPS requirement be eliminated).
25
See CAQ Comment Letter; Crowe Horwath Comment Letter; KPMG Comment Letter;
McGladrey Comment Letter; PWC Comment Letter.
26
See D&T Comment Letter (suggesting, as an alternative, that the PCAOB be copied, on a
confidential basis, on the five-day SECPS letter so that the Board could be timely informed of issuer
auditor changes).
27
Form 3, Item 3.2 is only triggered by an issuer's failure to comply with Item 4.01 of SEC Form
8-K. This reporting requirement does not apply to foreign private issuers (that are required to report
issuer auditor changes on Item 16F of Form 20-F) or investment companies other than business
development companies (that are required to report auditor changes on Item 77K of Form N-SAR).
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audit engagement, and the issuer does not comply with Item 4.01 of Form 8K, the firm within 30 days must report on Form 3 the issuer's name and CIK
number, if any, whether the firm resigned, declined to stand for re-election or
was dismissed, and the date thereof.28 The Form 3 requirement will ensure that
the Board and public are made aware of issuer auditor changes. This reporting
requirement is expected to result in small compliance costs for firms related to
monitoring and reporting this information.

III. Applicability to Audits of Emerging
Growth Companies
A. Statutory background
The Board is adopting these amendments pursuant to its authority under
Sarbanes-Oxley.29 Before rules adopted by the Board can take effect, they must
be approved by the SEC. Pursuant to Section 107(b)(3) of Sarbanes-Oxley, the
SEC shall approve a proposed rule if it finds that the rule is "consistent with the
requirements of [the] Act and the securities laws, or is necessary or appropriate
in the public interest or for the protection of investors."
Section 104 of the Jumpstart Our Business Startups Act ("JOBS Act") amended
Sarbanes-Oxley to provide that any additional rules adopted by the PCAOB
after April 5, 2012 do not apply to audits of emerging growth companies
("EGCs")30 unless the SEC "determines that the application of such additional
requirements is necessary or appropriate in the public interest, after considering the protection of investors, and whether the action will promote efficiency,
competition, and capital formation."31 Thus, the Board's amendments are subject to a separate SEC determination regarding their applicability to audits of
EGCs.
To assist the SEC in determining whether the Board's amendments should
apply to audits of EGCs, this appendix sets forth the PCAOB's assessment of
the economic consequences of these amendments. It also considers the potential
28
See Form 3, Item 2.1-C and Item 3.3. If the issuer comes into compliance with an SEC requirement to make a report concerning the matter pursuant to Item 4.01 of Form 8-K during this 30-day
period, the firm would not be required to report the change in auditors on Form 3.
29
Under Section 101 of the Act, the mission of the PCAOB is to oversee the audits of companies
that are subject to the securities laws, and related matters, in order to protect the interests of investors
and further the public interest in the preparation of informative, accurate, and independent audit
reports. Section 101(g) authorizes the Board to adopt rules to provide for "the exercise of its authority,
and the performance of its responsibilities under [the] Act." Section 103 of the Act authorizes the
Board to adopt auditing standards for use by registered public accounting firms in the preparation
and issuance of audit reports "as required by [the] Act or the rules of the Commission, or as may be
necessary or appropriate in the public interest or for the protection of investors."
30
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company." An issuer
generally qualifies as an EGC if it has total annual gross revenue of less than $1 billion during its most
recently completed fiscal year (and its first sale of common equity securities pursuant to an effective
Securities Act registration statement did not occur on or before December 8, 2011.) See JOBS Act
Section 101(a), (b), and (d). Once an issuer is an EGC, it retains its EGC status until the earliest of:
(i) the first year after it has total annual gross revenue of $1 billion or more (as indexed for inflation
every five years by the SEC); (ii) the end of the fiscal year after the fifth anniversary of its first sale
of common equity securities under an effective Securities Act registration statement; (iii) the date on
which the company issues more than $1 billion in non- convertible debt during the prior three-year
period; or (iv) the date on which it is deemed to be a "large accelerated filer" under the Exchange Act
(generally, an entity that has been public for at least one year and has an equity float of at least $700
million).
31
See Section 103(a)(3)(C) of Sarbanes-Oxley (15 U.S.C. § 7213(a)(3)), as added by Section 104 of
the JOBS Act, Pub. L. No. 112-106 (Apr. 5, 2012).
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impact the amendments would have on audits of EGCs, including consideration
of efficiency, competition, and capital formation.

B. Characteristics of self-identified EGCs
The PCAOB has been monitoring implementation of the JOBS Act in order to
better understand the characteristics of EGCs and inform the Board's considerations regarding whether it should request that the SEC apply the amendments
to audits of EGCs. To assist the SEC, the Board is providing the following information regarding EGCs that it has compiled from public sources.32
As of October 1, 2013, based on the PCAOB's research, 1,144 SEC registrants
have identified themselves as EGCs in SEC filings. These entities operate in
diverse industries. The five most common Standard Industrial Classification
("SIC") codes applicable to these entities are: blank check companies, pharmaceutical preparations, real estate investment trusts, prepackaged software
services, and computer processing/data preparation services.
A majority of the entities that have identified themselves as EGCs have begun reporting information under the securities laws. Of these entities, approximately:

•

22% identified themselves in registration statements and were not
reporting under the Exchange Act as of October 1, 2013.

•

61% of entities that have identified themselves as EGCs began
reporting under the Exchange Act in 2012 or later.

•

17% of these entities have been reporting under the Exchange Act
since 2011 or earlier.

Approximately 24% of these entities have securities listed on a U.S. national securities exchange as of October 1, 2013. Approximately 64% of the entities that
have identified themselves as EGCs and filed an Exchange Act filing indicated
that they were smaller reporting companies.33
Audited financial statements were available for nearly all of the entities that
have identified themselves as EGCs.34 For those entities for which audited
financial statements were available, based on information included in the most
recent audited financial statements filed as of May 15, 2013:

•

The reported assets for those entities ranged from zero to approximately $18.2 billion. The average and median reported assets of
the entities were approximately $182.4 million and approximately
$0.3 million, respectively.35

32
To obtain data regarding EGCs, the PCAOB's Office of Research and Analysis has reviewed
registration statements and Exchange Act reports filed with the SEC with filing dates between April
5, 2012, and October 1, 2013, for disclosures by entities related to their EGC status. Any filings
subsequent to October 1, 2013 are not included in this analysis. For example, a filing made after this
date suggesting an entity deregistered and is no longer an EGC is not included in this analysis. The
PCAOB has not validated these entities' self-identification as EGCs. The information presented also
does not include data for entities that have filed confidential registration statements and have not
subsequently made a public filing.
33
Companies generally qualify to be smaller reporting companies, and have scaled disclosure
requirements, if they have less than $75 million in public equity float. Companies without a calculable
public equity float qualify as smaller reporting companies if their revenues were below $50 million in
the previous year.
34
Audited financial statements were available for 1,134 of the 1,144 self- identified EGCs.
35
For purposes of comparison, the PCAOB compared the data compiled with respect to the 898
entities with companies listed in the Russell 3000 Index in order to compare the EGC population with
the broader issuer population. The Russell 3000 was chosen for comparative purposes because it is
(continued)
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•

The reported revenue for these entities ranged from zero to approximately $962.9 million. The average and median reported
revenue of these entities was approximately $60.2 million and $2
thousand, respectively.

•

The average and median reported assets among entities that reported revenue greater than zero was approximately $360.8 million and $69.3 million, respectively. The average and median reported revenue among entities that reported revenue greater than
zero was approximately $118.7 million and $22.1 million, respectively.

•

Approximately 48% of the entities that filed audited financial
statements identified themselves as "development stage entities"
in their financial statements.36

•

Approximately 38% were audited by firms that are annually inspected by the PCAOB (i.e., firms that have issued audit reports
for more than 100 public company audit clients in a given year)
or are affiliates of annually-inspected firms. Approximately 62%
were audited by triennially-inspected firms (i.e., firms that have
issued audit reports for 100 or fewer public company audit clients
in a given year) that are not affiliates of annually-inspected firms.

C. Efficiency, competition, and capital formation considerations
for EGCs
In this section the PCAOB considers whether the action discussed above
will promote efficiency, competition, and capital formation in audits of EGCs.
PCAOB staff has discussed the applicability of the JOBS Act to this rulemaking
with the SEC staff. The PCAOB is not aware of any EGCs that are also registered brokers or dealers. Moreover, the reporting regimes for registered brokers
and dealers under SEC Rule 17a-5 are separate and distinct from those for companies subject to reporting requirements pursuant to Section 13 and 15 of the
Exchange Act or for a Securities Act registration statement. The Board defers
to the SEC on the applicability of the JOBS Act to brokers and dealers.

1. Amendments involving no PCAOB discretion
As described above, the conforming amendments are technical and non- substantive and are not expected to result in economic consequences independent
from the directives of Congress and the SEC. The PCAOB expects that these
amendments will not have efficiency, competition, or capital formation effects
for audits of EGCs.

(footnote continued)
intended to measure the performance of the largest 3000 U.S. companies representing approximately
98% of the investable U.S. equity market (as marketed on the Russell website). The average and median reported assets of issuers in the Russell 3000 was approximately $12.1 billion and approximately
$1.5 billion, respectively. The average and median reported revenue from the most recent audited financial statements filed as of May 15, 2013 of issuers in the Russell 3000 was approximately $4.6
billion and $717.2 million, respectively.
36
According to FASB standards, development stage entities are entities devoting substantially
all of their efforts to establishing a new business and for which either of the following conditions exists:
(a) planned principal operations have not commenced or (b) planned principal operations have commenced, but there has been no significant revenue from operations. See FASB Accounting Standards
Codification, Subtopic 915-10, Development Stage Entities—Overall.
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2. Amendments involving some PCAOB discretion
To the extent these amendments apply to EGCs, the PCAOB has no reason
to think the economic consequences for EGCs would differ significantly from
those for the general population discussed above. The compliance costs associated with these new rule and reporting requirements are relatively fixed and
may have a somewhat disproportionate impact on smaller registered firms.
These costs may be passed on to firms' audit clients, including smaller and
newer public companies like EGCs. But the PCAOB has endeavored to minimize the cost-related implications of these amendments to the extent possible,
and estimates that the cost-related implications of the amendments for issuers,
brokers, and dealers will not be significant. Similarly, the PCAOB estimates
that the amendments will not result in significant efficiency, competition, or
capital formation effects for EGCs.
With respect to the amendments affecting broker and dealer audits, brokers
and dealers enhance the efficiency and liquidity of the financial markets by
playing the intermediary role of connecting retail and institutional investors
to investments. The adoption of the form amendments will increase, to some
extent, the total amount of information available about brokers and dealers. In
addition, to the extent that the additional PCAOB independence rules further
enhance auditor independence, the quality of the financial reporting of brokers
and dealers may improve. Enhanced financial disclosures of brokers and dealers
help reduce information asymmetry between managers and customers, and
reduce the adverse selection risk for market participants. To the extent they
do so, the PCAOB believes the amendments will promote market efficiency,
competiveness, and capital formation by informing investors and other market
participants of the broker and dealer audit practices of registered firms and
promoting consistent compliance with the PCAOB's rules and standards.
Furthermore, the new information provided in the newly mandated form items
can make the audit market more competitive to some extent. It enables auditors to learn more about their competitors, and can help brokers and dealers
make more informed decisions in selecting auditors. Brokers and dealers serve
an important financial intermediary role, so increased competitiveness in the
audit market for brokers and dealers can, in theory, trickle down to the capital market. Finally, improving the financial reporting of brokers and dealers
facilitates financial transactions of companies, including those of EGCs, which
typically rely on smaller brokers and dealers.

IV. Conclusion
The PCAOB requests that the Commission determine that it is necessary or
appropriate in the public interest, after considering the protection of investors
and whether the action will promote efficiency, competition, and capital formation, to apply these amendments to audits of emerging growth companies.
The PCAOB will assist the SEC in considering any comments the Commission
receives on these matters during the public comment process.
*****
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Appendix 2—Amendments to Board Rules, Interim
Quality Control Standards, and Ethics Code
The Board is amending Sections 1, 2, 3, 4, 5, and 7 of its Rules, Sections
1000.08(m) and 1000.43, Appendix I of the Interim Quality Control Standards,
and its Ethics Code and as set out below. Language deleted by these amendments is struck through. Language that is added is underlined.
RULES OF THE BOARD
SECTION 1. GENERAL PROVISIONS
Rule 1001. Definitions of Terms Employed in Rules.
When used in the Rules, unless the context otherwise requires:
*****
(a)(v) Audit
The term "audit" means an examination of the financial statements, reports,
documents, procedures, controls, or notices of any issuer, broker, or dealer by an
independent public accounting firm in accordance with the rules of the Board
or the Commission (or, for the period preceding the adoption of applicable Rules
of the Board under Section 103 of the Act, in accordance with then applicable
generally accepted auditing standards for such purposes), for the purpose of
expressing an opinion on the financial such statements or providing an audit
report.
Note: Effective [insert effective date of Rule 4020T], pursuant to Rule 4020T,
when used in Rule 3502, Section 5 of the Rules of the Board, or the definition of
"disciplinary proceeding" in Rule 1001(d)(i), the term "audit" has the meaning
provided in Section 110 of the Act.

(a)(vi) Audit Report
The term "audit report" means a document, report, notice, or other record—
(1)

prepared following an audit performed for purposes of compliance
by an issuer, broker, or dealer with the requirements of the securities laws; and

(2)

in which a public accounting firm either—
(i) sets forth the opinion of that firm regarding a financial
statement, report, notice, or other document, procedures,
or controls; or
(ii) asserts that no such opinion can be expressed.
Note: Effective [insert effective date of Rule 4020T], pursuant to
Rule 4020T, when used in Rule 3502, Section 5 of the Rules of
the Board, or the definition of "disciplinary proceeding" in Rule
1001(d)(i), the term "audit report" has the meaning provided in
Section 110 of the Act.

(a)(vii) Audit Services
(1) With respect to issuers, t The term "audit services" means professional services rendered for the audit of an issuer's annual financial statements, and (if
applicable) for the reviews of an issuer's financial statements included in the
issuer's quarterly reports or services that are normally provided by the accountant in connection with statutory and regulatory filings or engagements for
those fiscal years; .
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(2) With respect to brokers and dealers, the term "audit services"
means professional services rendered for the audit of a broker's or
dealer's annual financial statements, supporting schedules, supplemental
reports, and for the report on either a broker's or dealer's compliance report
or exemption report, as described in Rule 17a-5(g) under the Exchange Act.
***
(f)(iii) Foreign Auditor Oversight Authority
The term "foreign auditor oversight authority" means any governmental body
or other entity empowered by a foreign government to conduct inspections of
public accounting firms or otherwise to administer or enforce laws related to
the regulation of public accounting firms.
***
(n)(i) [Reserved]
***
(o)(i) Other Accounting Services
The term "other accounting services" means assurance and related services
that are reasonably related to the performance of the audit or review of the
issuer's client's financial statements, other than audit services.
***
(p)(i) Person Associated With a Public Accounting Firm (and Related
Terms)
The terms "person associated with a public accounting firm" (or with a "registered public accounting firm" or "applicant") and "associated person of a public
accounting firm" (or of a "registered public accounting firm" or "applicant")
mean any individual proprietor, partner, shareholder, principal, accountant, or
professional employee of a public accounting firm, or any independent contractor or entity that, in connection with the preparation or issuance of any audit
report—
(1) shares in the profits of, or receives compensation in any
other form from, that firm; or
(2) participates as agent or otherwise on behalf of such accounting firm in any activity of that firm;
provided, however, that these terms do not include a person engaged only
in clerical or ministerial tasks, or, for purposes of completing a registration
application on Form 1, Part IX of an annual report on Form 2, or Part IV of a
Form 4 filed to succeed to the registration status of a predecessor, these terms
do not include or a person whom the public accounting firm reasonably believes
is a person primarily associated with another registered public accounting firm.
Note: Section 2(a)(9)(C) of the Act provides that, for purposes of, among other
things, Section 105 of the Act, and the Board's rules thereunder, the terms
defined in Rule 1001(p)(i) shall include any person associated, seeking to
become associated, or formerly associated with a public accounting firm, except
that:

(1) the authority to conduct an investigation of such person
under Section 105(b) of the Act shall apply only with
respect to any act or practice, or omission to act, by
the person while such person was associated or seeking
to become associated with a registered public accounting
firm; and
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(2) the authority to commence a disciplinary proceeding under
Section 105(c)(1) of the Act, or impose sanctions against
such person under Section 105(c)(4) of the Act, shall apply
only with respect to:
(i) conduct occurring while such person was
associated or seeking to become associated with
a registered public accounting firm; or
(ii) non-cooperation, as described in Section 105(b)(3)
of the Act, with respect to a demand in a Board
investigation for testimony, documents, or other
information relating to a period when such person
was associated or seeking to become associated
with a registered public accounting firm.
(p)(ii) Play a Substantial Role in the Preparation or Furnishing of an
Audit Report
The phrase "play a substantial role in the preparation or furnishing of an audit
report" means—
(1) to perform material services that a public accounting firm
uses or relies on in issuing all or part of its audit report
with respect to any issuer, or
(2) to perform the majority of the audit procedures with respect to a subsidiary or component of any issuer, broker,
or dealer, the assets or revenues of which constitute 20%
or more of the consolidated assets or revenues of such
issuer, broker, or dealer necessary for the principal auditor
accountant to issue an audit report on the issuer.
Note 1: For purposes of paragraph (1) of this definition, the term "material
services" means services, for which the engagement hours or fees constitute
20% or more of the total engagement hours or fees, respectively, provided by
the principal auditor accountant in connection with the issuance of all or part of
its audit report with respect to any issuer. The term does not include non-audit
services provided to non-audit clients.
Note 2: For purposes of paragraph (2) of this definition, the phrase "subsidiary or
component" is meant to include any subsidiary, division, branch, office or other
component of an issuer, broker, or dealer, regardless of its form of organization
and/or control relationship with the issuer, broker, or dealer.
Note 3: For purposes of determining "20% or more of the consolidated assets or
revenues" under paragraph (2) of this Rule, this determination should be made
at the beginning of the issuer's, broker's, or dealer's fiscal year using prior
year information and should be made only once during the issuer's, broker's, or
dealer's fiscal year.

***
(p)(iii)(v) Party
The term "party" means the interested division, any person named as a respondent in an order instituting proceedings or notice of a hearing, any applicant
named in the caption of any order, or any person seeking Board review of a
decision.
***

REL 2013-010

3778

Select PCAOB Releases

(p)(vi) Professional Standards
The term "professional standards" means—
(A) accounting principles that are—
(i) established by the standard setting body described in section 19(b) of
the Securities Act of 1933, as amended by the Act, or prescribed by the
Commission under section 19(a) of the Securities Act of 1933 or section
13(b) of the Securities Exchange Act of 1934; and
(ii) relevant to audit reports for particular issuers, brokers, or dealers, or
dealt with in the quality control system of a particular registered public
accounting firm; and
(B) auditing standards, standards for attestation engagements, quality control policies and procedures, ethical and competency standards, and independence standards (including rules implementing Title II of the Act) that
the Board or the Commission determines—
(i) relate to the preparation or issuance of audit reports for issuers,
brokers, or dealers; and
(ii) are established or adopted by the Board under section 103(a) of the
Act, or are promulgated as rules of the Commission.
Note: Effective [insert effective date of Rule 4020T], pursuant to Rule 4020T,
when used in Rule 3502, Section 5 of the Rules of the Board, or the definition of
"disciplinary proceeding" in Rule 1001(d)(i), the term "professional standards"
has the meaning provided in Section 110 of the Act.

***
(s)(iii)(vi) Secretary
The term "Secretary" means the Secretary of the Board.
(s)(iv) Suspension
The term "suspension" means a temporary disciplinary sanction, which lapses
by its own terms, prohibiting—
(1) a registered public accounting firm from preparing or issuing, or participating in the preparation or issuance of,
any audit report with respect to any issuer; or
(2) a person from being associated with a registered public
accounting firm.
*****
SECTION 2.
REGISTRATION AND REPORTING
Part 1—Registration of Public Accounting Firms
Rule 2100. Registration Requirements for Public Accounting Firms.
Effective October 22, 2003 (or, for foreign public accounting firms, July
19, 2004), E each public accounting firm that—
(a) prepares or issues any audit report with respect to any
issuer, broker, or dealer; or
(b) plays a substantial role in the preparation or furnishing of
an audit report with respect to any issuer, broker, or dealer
must be registered with the Board.
Note 1: As set forth in Section 106(a)(1) of the Act, registration with the Board
pursuant to this Rule will not by itself provide a basis for subjecting a foreign
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public accounting firm to the jurisdiction of the U.S. federal or State courts,
other than with respect to controversies between such firms and the Board.
Note 2: The issuance of a consent to include an audit report for a prior period
by a public accounting firm, which does not currently have and does not expect
to have an engagement with an issuer, broker, or dealer to prepare or issue, or
to play a substantial role in the preparation or furnishing of an audit report
with respect to any issuer, broker, or dealer will not by itself require a public
accounting firm to register under Rule 2100.

Rule 2106. Action on Applications for Registration.
(a) Standard for Approval.
After reviewing the application for registration, any additional information provided by the applicant, and any other information obtained by the Board, the
Board will determine whether approval of the application for registration is consistent with the Board's responsibilities under the Act to protect the interests
of investors and to further the public interest in the preparation of informative,
accurate, and independent audit reports for companies the securities of which
are sold to, and held by and for, public investors.

*****
Rule 2107. Withdrawal from Registration
***
(d) Board Action
Within 60 days of Board receipt of a completed Form 1-WD, the Board may order
that withdrawal of registration be delayed for a period of up to eighteen months
from the date of such receipt if the Board determines that such withdrawal
would be inconsistent with the Board's responsibilities under the Act, including
its responsibilities to conduct—
(1) inspections to assess the degree of compliance of each registered public
accounting firm and associated persons of that firm with the Act, the rules of
the Board, the rules of the Commission, or professional standards, in connection
with its performance of audits, issuance of audit reports, and related matters
involving issuers, brokers, or dealers; or
*****
SECTION 3. AUDITING AND RELATED PROFESSIONAL PRACTICE
STANDARDS
Part 1—General Requirements
Rule 3101. Certain Terms Used in Auditing and Related Professional
Practice Standards
***
(c) The documentation requirement in paragraph (a)(2) is effective for audits of
financial statements or other engagements with respect to fiscal years ending
on or after November 15, 2004.
Rule 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a registered
public accounting firm, and its associated persons, shall comply with generally
accepted auditing standards, as described in the AICPA Auditing Standards
Board's Statement of Auditing Standards No. 95, as in existence on April 16,
2003 (Codification of Statements on Auditing Standards, AU § 150 (AICPA
2002)), to the extent not superseded or amended by the Board.
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Note: Under Section 102(a) of the Act, public accounting firms are not
required to be registered with the Board until 180 days after the date of
the determination of the Commission under section 101(d) that the Board has
the capacity to carry out the requirements of Title I of the Act (the "mandatory
registration date"). The Board intends that, during the period preceding the
mandatory registration date, the Interim Auditing Standards apply to public
accounting firms that would be required to be registered after the mandatory
registration date and to associated persons of those firms, as if those firms were
registered public accounting firms.

Rule 3201T. Temporary Transitional Provision for PCAOB Auditing
Standard No. 2, ”An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial
Statements.”
(a) Notwithstanding Auditing Standard No. 2, in connection with the audit
of an issuer that does not file Management's annual report on internal control
over financial reporting in reliance on SEC Release No. 34-50754, Order Under
Section 36 of the Securities Exchange Act of 1934 Granting an Exemption from
Specified Provisions of Exchange Act Rules 13a-1 and 15d-1 (November 30,
2004), a registered public accounting firm and its associated persons need not:
(1) Date the auditor's report on management's assessment of the
effectiveness of internal control over financial reporting with the same date
as the auditor's report on the issuer's financial statements, provided that the
date of the auditor's report on management's assessment of the effectiveness of
internal control over financial reporting is later than the date of the auditor's
report on the issuer's financial statements; or
(2) Add a paragraph to the auditor's separate report on the financial statements
of an issuer that refers to a separate report on management's assessment of the
effectiveness of internal control over financial reporting.
(b) This temporary rule will expire on July 15, 2005.
Rule 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA's Auditing Standards Board's Statement on Standards for Attestation Engagements No. 10
(Codification of Statements on Auditing Standards, AT § 101.01 (AICPA 2002))
and (ii) related to the preparation or issuance of audit reports for issuers, a registered public accounting firm, and its associated persons, shall comply with
the AICPA Auditing Standards Board's Statements on Standards for Attestation Engagements, and related interpretations and Statements of Position, as
in existence on April 16, 2003, to the extent not superseded or amended by the
Board.
Note: The Board intends that, during the period preceding the mandatory
registration date, the Interim Attestation Standards apply to public
accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms, as if those
firms were registered public accounting firms.

Rule 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(a) the AICPA's Auditing Standards Board's Statements on Quality Control
Standards, as in existence on April 16, 2003 (AICPA Professional Standards,
QC §§ 20- 40 (AICPA 2002)), to the extent not superseded or amended by the
Board; and
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(b) the AICPA SEC Practice Section's Requirements of Membership (d),
(f)(first sentence), (l), (m), (n)(1) and (o), as in existence on April 16, 2003
(AICPA SEC Practice Section Manual § 1000.08(d), (f), (j), (m), (n)(1) and (o)),
to the extent not superseded or amended by the Board.
Note: The AICPA SEC Practice Section's Requirements of Membership only
apply to those registered public accounting firms that were members of the
AICPA SEC Practice Section on April 16, 2003.
Note: The second sentence of requirement (f) of the AICPA SEC Practice
Section's Requirements of Membership provided for the AICPA's peer review
committee to "authorize alternative procedures" when the requirement
for a concurring review could not be met because of the size of the
firm. This provision is not adopted as part of the Board's Interim
Quality Control Standards. After the effective date of the Interim Quality
Control Standards, requests for authorization of alternative procedures to a
concurring review may, however, be directed to the Board.
Note: The Board intends that, during the period preceding the mandatory
registration date, the Interim Quality Control Standards apply to public
accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms, as if those
firms were registered public accounting firms.

Part 5—Ethics and Independence
Rule 3500T. Interim Ethics and Independence Standards.
(a) In connection with the preparation or issuance of any audit report, a registered public accounting firm, and its associated persons, shall comply with
ethics standards, as described in the AICPA's Code of Professional Conduct
Rule 102, and interpretations and rulings thereunder, as in existence on April
16, 2003 (AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)), to
the extent not superseded or amended by the Board.
Note: The Board intends that, during the period preceding the mandatory
registration date, the Interim Ethics Standards apply to public accounting
firms that would be required to be registered after the mandatory
registration date and to associated persons of those firms, as if those firms
were registered public accounting firms.

(b) In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
independence standards—
(1) as described in the AICPA's Code of Professional Conduct Rule 101, and
interpretations and rulings thereunder, as in existence on April 16, 2003
(AICPA Professional Standards, ET §§ 101 and 191 (AICPA 2002)), to the
extent not superseded or amended by the Board; and
(2) Standards Nos. 2 and 3, and Interpretation 99-1 of the Independence
Standards Board, to the extent not superseded or amended by the Board.
Note: The Board's Interim Independence Standards do not supersede the
Commission's auditor independence rules. See Rule 2-01 of Reg. S-X, 17 C.F.R.
§ 210.2-01. Therefore, to the extent that a provision of the Commission's rule is
more restrictive—or less restrictive—than the Board's Interim Independence
Standards, a registered public accounting firm must comply with the more
restrictive rule.
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Rule 3501. Definitions of Terms Employed in Section 3, Part 5 of the
Rules
When used in Section 3, Part 5 of the Rules, unless the context otherwise requires:
***
(a)(v) Audit Committee
The term "audit committee" means a committee (or equivalent body)
established by and among the board of directors of an entity for the purpose
of overseeing the accounting and financial reporting processes of the entity
and audits of the financial statements of the entity; if no such committee exists
with respect to the entity, the entire board of directors of the entity. For audits
of non-issuers, if no such committee or board of directors (or equivalent body)
exists with respect to the entity, "audit committee" means the person(s) who
oversee(s) the accounting and financial reporting processes of the entity and
audits of the financial statements of the entity.
***
(i)(ii) Investment Company Complex
(1) The term "investment company complex" includes—
***
(iii) Any investment company or entity that would be an investment company
but for the exclusions provided by section 3(c) of the Investment Company Act of
1940 (15 U.S.C. § 80a-3(c)) that has an investment adviser or sponsor included
in this definition by either paragraph (i) or (ii) of this definition.
*****
Subpart 1—Independence
Rule 3520. Auditor Independence
A registered public accounting firm and its associated persons must be independent of the firm's audit client throughout the audit and professional engagement
period.
Note 1: Under Rule 3520, a registered public accounting firm or associated
person's independence obligation with respect to an audit client that is an
issuer encompasses not only an obligation to satisfy the independence criteria
applicable to the engagement set out in the rules and standards of the PCAOB,
but also an obligation to satisfy all other independence criteria applicable to
the engagement, including the independence criteria set out in the rules and
regulations of the Commission under the federal securities laws.
Note 2: Rule 3520 applies only to those associated persons of a registered public
accounting firm required to be independent of the firm's audit client by standards, rules or regulations of the Board or Commission or other applicable
independence criteria.

Rule 3523. Tax Services for Persons in Financial Reporting Oversight
Roles
A registered public accounting firm is not independent of an issuer its audit
client if the firm, or any affiliate of the firm, during the professional engagement
period provides any tax service to a person in a financial reporting oversight
role at the issuer audit client, or an immediate family member of such person,
unless
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(a) the person is in a financial reporting oversight role at the issuer audit
client only because he or she serves as a member of the board of directors
or similar management or governing body of the audit client;
(b) the person is in a financial reporting oversight role at the issuer audit
client only because of the person's relationship to an affiliate of the entity
being audited—
(1) whose financial statements are not material to the consolidated financial statements of the entity being audited; or
(2) whose financial statements are audited by an auditor other than the
firm or an associated person of the firm; or
(c) the person was not in a financial reporting oversight role at the issuer
audit client before a hiring, promotion, or other change in employment
event and the tax services are—
(1) provided pursuant to an engagement in process before the hiring,
promotion, or other change in employment event; and
(2) completed on or before 180 days after the hiring or promotion event.
Note: In an engagement for an issuer audit client whose financial statements
for the first time will be required to be audited pursuant to the standards of the
PCAOB, the provision of tax services to a person covered by Rule 3523 before
the earlier of the date that the firm: (1) signed an initial engagement letter or
other agreement to perform an audit pursuant to the standards of the PCAOB,
or (2) began procedures to do so, does not impair a registered public accounting
firm's independence under Rule 3523.

Rule 3524. Audit Committee Pre-approval of Certain Tax Services
In connection with seeking audit committee pre-approval to perform for an
issuer audit client any permissible tax service, a registered public accounting
firm shall—
*****
Rule 3525. Audit Committee Pre-approval of Non-audit Services Related to Internal Control Over Financial Reporting
In connection with seeking audit committee pre-approval to perform for an
issuer audit client any permissible non-audit service related to internal control
over financial reporting, a registered public accounting firm shall—
*****
Rule 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply
with independence standards—
(a) as described in the AICPA's Code of Professional Conduct Rule 101, and
interpretations and rulings thereunder, as in existence on April 16, 2003
(AICPA Professional Standards, ET §§ 101 and 191 (AICPA 2002)), to the extent
not superseded or amended by the Board; and
(b) Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and 00-2, of the
Independence Standards Board, to the extent not superseded or amended by
the Board.
Note: The Board's Interim Independence Standards do not supersede the
Commission's auditor independence rules. See, e.g., Rule 2-01 of Reg. S-X,
17 C.F.R. 240.2-01. Therefore, to the extent that a provision of the
Commission's rule is more restrictive—or less restrictive—than the Board's
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Interim Independence Standards, a registered public accounting firm must
comply with the more restrictive rule.
Note: The Board intends that, during the period preceding the mandatory
registration date, the Interim Independence Standards apply to public
accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms, as if those
firms were registered public accounting firms.

Part 7—Establishment of Professional Standards
Rule 3700. Advisory Groups.
***
(c) Selection of Members of Advisory Groups.
Members of advisory groups will be selected by the Board, in its sole discretion,
based upon nominations, including self-nominations, received from any person
or organization.
Note: The Board will announce, from time to time, periods during which it will
receive nominations to an advisory group. During those periods, nominations
may be submitted by any person or organization, including, but not limited to,
any investor, any accounting firm, any issuer, broker, dealer, and any institution
of higher learning.

*****
SECTION 4. INSPECTIONS
Rule 4009. Firm Response to Quality Control Defects
***
(d) The portions of the Board's inspection report that deal with criticisms of or
potential defects in quality control systems that the firm has not addressed to
the satisfaction of the Board shall be made public by the Board—
(1) upon the expiration of the 12-month period described in paragraph (a)
of this rule if the firm fails to make any submission pursuant to paragraph
(a); or
(2) upon the expiration of the period in which the firm may seek Commission
review of any board determination made under paragraph (c) of this rule,
if the firm does not seek Commission review of the Board determination;
or
(3) in the event the firm requests Commission review of the determination,
upon completion of the Commission's processes related to that request
unless otherwise directed by the Commission unless otherwise directed
by Commission order or rule, 30 days after the firm formally requests
Commission review pursuant to Section 104(h)(1)(B) of the Act.
Rule 4020T. Interim Inspection Program Related to Audits of Brokers
and Dealers
***
(b) Definitions
When used in this rule, the term "interim program," means the interim program
of inspection described in paragraph (c). When used in this rule, Rule 3502,
Section 5 of the Rules of the Board, or the definition of "disciplinary proceeding"
in Rule 1001(d)(i), the terms "audit," "audit report," and "professional
standards" have the meaning provided in Section 110 of the Act.
*****
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SECTION 5. INVESTIGATIONS AND ADJUDICATIONS
Part 1—Inquiries and Investigations
Rule 5102. Testimony of Registered Public Accounting Firms and Associated Persons in Investigations
***
(c) Conduct of Examination
***
(4) Examinations of Registered Public Accounting Firms
A registered public accounting firm subject to an accounting board demand
shall designate one or more individuals who consent to testify on its behalf, and
shall may set forth, for each individual designated, the matters on which the
individual will testify. The individuals so designated shall testify as to matters
known or reasonably available to the registered public accounting firm.
*****
Rule 5105. Requests for Testimony or Production of Documents from
Persons Not Associated With Registered Public Accounting Firms
(a) Testimony
The Board, and the staff of the Board designated in an order of formal investigation, may issue an accounting board request for the testimony of any person,
including any client of a registered public accounting firm, that the Board considers relevant or material to an investigation.
(1) Requests for Testimony
An accounting board request for testimony pursuant to subparagraph (a) of this
Rule shall—
***
(iii) if the person to be examined is an issuer, broker, dealer, partnership, an
association, a governmental agency, or other organized entity, provide a description with reasonable particularity of the matters on which examination is
requested.
(2) Conduct of Examination and Transcript
An examination requested pursuant to this Rule shall be conducted consistent with Rules 5102(c) and a transcript shall be prepared consistent with
Rule 5102(d). If the person to be examined is an issuer, broker, dealer, or a
partnership, or association, or governmental agency, the person to be examined
shall designate one or more individuals who consent to testify on its behalf and
may shall set forth, for each individual designated, the matters on which the
individual will testify. The individuals so designated shall testify as to matters
known or reasonably available to the organization.
(b) Documents
The Board, and the staff of the Board designated in an order of formal investigation, may issue an accounting board request to any person, including any
issuer, broker, or dealer for the production of any document that is relevant or
material to an investigation, with appropriate notice, subject to the needs of
the investigation. A request issued pursuant to this Rule shall set forth a reasonable time and place for production, subject to the needs of the investigation.
*****
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Rule 5108. Confidentiality of Investigatory Records
(a) Informal inquiries and formal investigations, and any documents, testimony or other information prepared or received by or specifically for the
Board or the staff of the Board in connection with such inquiries and investigations, shall be confidential in the hands of the Board, unless and until
presented in connection with a public proceeding or released in accordance
with Section 105(c) of the Act, and the Board's Rules thereunder; provided,
however, that the Board may make such information available—
(1) to the Commission; and
(2) in the discretion of the Board, when determined by the Board to be
necessary to accomplish the purposes of the Act or to protect investors,
to the following—
(a) the Attorney General of the United States;
(b) the appropriate Federal functional regulator (as defined in section 509 of
the Gramm-Leach-Bliley Act), other than the Commission, and the Director
of the Federal Housing Finance Agency, with respect to an audit report for
an institution subject to the jurisdiction of such regulator;
(c) State attorneys general in connection with any criminal investigation;
and
(d) any appropriate State regulatory authority;
(e) a self-regulatory organization, with respect to an audit report for a
broker or dealer that is under the jurisdiction of such self-regulatory
organization;and
(f) any foreign auditor oversight authority, concerning a public accounting
firm with respect to which it has been empowered by a foreign government
to inspect or otherwise enforce laws, if:
(i) the foreign auditor oversight authority provides:
(A) such assurances of confidentiality as the Board may request;
(B) a description of the applicable information systems and controls of the
foreign auditor oversight authority; and
(C) a description of the laws and regulations of the foreign government
of the foreign auditor oversight authority that are relevant to information access; and
(ii) the Board determines that it is appropriate to share such information
*****
Rule 5110. Noncooperation with an Investigation
***
(b) Special and Expedited Procedures
Disciplinary proceedings instituted solely pursuant to Rule 5200(a)(3) for noncooperation with an investigation shall be subject to special and expedited procedures as described in Rules 5201(b)(3), 5300(b), 5302(d), 5421(b), 5422(a)(2),
5422(d), 5445(b), and 5460(a)(2)(ii).
Rule 5112. Coordination and Referral of Investigations
***
(b) Board Referrals of Investigations
The Board may refer any investigation:
(1) to the Commission; and,
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(2) to a self-regulatory organization, in the case of an investigation that
concerns an audit report for a broker or dealer that is under the jurisdiction
of such self-regulatory organization; and
(3) in the case of an investigation that concerns an audit report for an
institution that is subject to the jurisdiction of any other Federal functional
regulator (as defined in section 509 of the Gramm-Leach-Bliley Act) or the
Director of the Federal Housing Finance Agency, to such regulator.
*****
Part 2—Disciplinary Proceedings
Rule 5200. Commencement of Disciplinary Proceedings
(a) Grounds for Commencement of Disciplinary Proceedings
The Board may commence a disciplinary proceeding when—
***
(2) it appears to the Board, as the result of an investigation or otherwise, that
a hearing is warranted to determine whether a registered public accounting
firm, or any person who is, or at the time of the alleged failure reasonably to
supervise was, a supervisory person of such firm, the supervisory personnel of
such a firm, has failed reasonably to supervise an associated person, either as
required by the Rules of the Board relating to auditing or quality control standards, or otherwise, with a view to preventing violations of this Act, the Rules of
the Board, the provisions of the securities laws relating to the preparation and
issuance of audit reports and the obligations and liabilities of accountants with
respect thereto, including the rules of the Commission under the Act, or professional standards, and that such associated person has committed s a violation
of the Act, or of any of such rules, laws, or standards;
*****
Rule 5201. Notification of Commencement of Disciplinary Proceedings
***
(b) Content of Order Instituting Proceedings
An order instituting proceedings issued pursuant to subparagraph (a) shall include a short and plain statement of the matters of fact and law to be considered
and determined with respect to each person charged, including—
***
(3) in the case of a proceeding instituted solely pursuant to Rule 5200(a)(3), (i)
the conduct alleged to constitute the failure to cooperate with an investigation;
and (ii) a hearing date.
*****
Rule 5204. Determinations in Disciplinary Proceedings
(a) Burden of Proof
In any disciplinary proceeding instituted pursuant to Rule 5200(a)(1), Rule
5200(a)(2), or Rule 5200(a)(3), the interested division shall bear the burden of
proving an alleged violation or failure to supervise by a preponderance of the
evidence. A respondent raising an affirmative defense shall bear the burden of
proving that affirmative defense by a preponderance of the evidence.
(b) Initial Decision of a Hearing Officer
***
Note: Unless the Board has directed otherwise, the Board expects hearing officers in proceedings instituted pursuant to Rule 5200(a)(1) or Rule 5200(a)(2) to
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prepare initial decisions within 60 days after the deadline for filing post-hearing
briefs or other submissions; the Board expects hearing officers in proceedings
instituted solely pursuant to Rule 5200(a)(3) to prepare initial decisions within
30 days after the deadline for filing post-hearing briefs; and the Board expects
hearing officers in proceedings pursuant to Rule 5500 to prepare initial decisions within 45 days after the deadline for filing post-hearing briefs or other
submissions.

***
Rule 5205. Settlement of Disciplinary Proceedings Without a Determination After Hearing
***
(c) Consideration of Offers of Settlement
***
Note: In a hearing on disapproval of registration, an offer of settlement will
be considered and handled by the Director of Registration and Inspections in
accordance with Rule 5205 6 as if the Director of Registration and Inspections
were the Director of Enforcement and Investigations.

Part 3—Disciplinary Sanctions
Rule 5300. Sanctions
(a) Sanctions in Proceedings Instituted Pursuant to Rule 5200(a)(1) or
Rule 5200(a)(2)
***
If the Board finds, based on all of the facts and circumstances, that a registered
public accounting firm or associated person thereof has engaged in any act or
practice, or omitted to act, in violation of the Act, the Rules of the Board, the provisions of the securities laws relating to the preparation and issuance of audit
reports and the obligations and liabilities of accountants with respect thereto,
including the rules of the Commission issued under the Act, or professional
standards, the Board may impose such disciplinary or remedial sanctions as
it determines appropriate, subject to the applicable limitations under Section
105(c)(5) of the Act, including—
(4) a civil money penalty for each such violation, in an amount not to exceed the
maximum amount authorized by Sections 105(c)(4)(D)(i) and 105(c)(4)(D)(ii)
of the Act, including penalty inflation adjustments published in the Code of
Federal Regulations at 17 C.F.R. § 201 Subpart E; equal to—
(i) not more than $100,000 for a natural person or $2,000,000 for any other
person; and
(ii) in any case to which Section 105(c)(5) of the Act applies, not more than
$750,000 for a natural person or $15,000,000 for any other person;
***
(b) Sanctions in Proceedings Instituted Pursuant to Rule 5200(a)(3)
***
Note 1: Rule 5300 does not preclude the imposition of any sanction, on consent,
in the context of a settlement, notwithstanding that the sanction is not listed
in the Rule.
Note 2: The maximum penalty amounts authorized by the Act are periodically
adjusted for inflation by the Commission, pursuant to the Federal Civil
Penalties Inflation Adjustment Act of 1990, as amended by the Debt Collection
Improvement Act of 1996, and vary depending upon the date the violation
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occurs. The maximum penalty amounts are published at 17 C.F.R. § 201
Subpart E.

Part 4—Rules of Board Procedure
GENERAL
Rule 5407. Filing of Papers: Signature Requirement and Effect
Following the issuance of an order instituting proceedings, every filing of a
party who represents himself or herself shall sign his or her individual name
and state the date and his or her address and telephone number on every filing.
Every filing of a A party represented by counsel shall be signed by at least one
counsel of record in his or her name and shall state that counsel's business
address and telephone number.
*****
PREHEARING RULES
Rule 5420. Stay Requests
(a) Leave to Participate to Request a Stay
The Board or the hearing officer may grant leave to participate on a limited
basis only to an authorized representative of the Commission, an authorized
representative of the United States Department of Justice, an authorized representative of a United States Attorney, an appropriate state regulatory authority,
an appropriate self-regulatory organization, or an authorized representative of
any criminal prosecutorial authority of any State or any other political subdivision of a State for the purpose of requesting a stay during the pendency of
a Commission investigation or proceeding, a criminal investigation or prosecution, a self-regulatory organization, or a state regulatory proceeding, arising
out of the same or similar facts that are at issue in the pending Board or disciplinary proceeding. Motions for leave to participate shall be in writing, shall
set forth the nature and extent of the movant's interest in the proceeding, and,
except where good cause for late filing is shown, shall be filed not later than
20 days prior to the date fixed for the commencement of the hearing. A stay
granted pursuant to this Rule may be granted for such a period and upon such
conditions as the Board or the hearing officer deems appropriate.
(b) Stay to Protect Ongoing Commission Investigation
Upon a showing that a stay requested pursuant to this Rule is necessary to
protect an ongoing Commission investigation, the motion for the stay shall be
granted.
(c) Other Stays
Upon a showing that such a stay is in the public interest or for the protection
of investors, the motion for the stay shall be favored.
Rule 5421. Answer to Allegations
***
(b) When to File
Unless additional time is granted by the hearing officer or the Board, a party
filing an answer as provided in paragraph (a) of this Rule shall do so within 20
days after service upon the party of an order instituting proceedings pursuant
to Rule 5200(a)(1), Rule 5200(a)(2), or Rule 5500, and within 5 days after service upon the party of an order instituting proceedings solely pursuant to Rule
5200(a)(3). If the order instituting proceedings is amended, the Board or the
hearing officer may require that an amended answer be filed and, if such an
answer is required, shall specify a date for the filing thereof.
*****
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Rule 5422. Availability of Documents for Inspection and Copying
(a) Documents to be Available for Inspection and Copying
***
(2) Proceedings Commenced Solely Pursuant to Rule 5200(a)(3)
***
(b) Documents That May Be Withheld
(1) The interested division may decline to make available for inspection and
copying—
(i) any document prepared by, a member of the Board or of the Board's
staff, or persons retained by the Board or Board staff to provide services in
connection with the investigation, disciplinary proceeding, or hearing on
disapproval of registration, provided that the document that has not been
disclosed to any person other than Board members, Board staff, or persons
retained by the Board or Board staff as described above to provide services
in connection with the investigation, disciplinary proceeding, or hearing
on disapproval of registration;
(ii) any document accessed from generally available public sources, such
as legal research or other subscription databases, databases of securities
filings, databases of periodicals, and public web sites, except to the extent
that the interested division intends to introduce such documents as
evidence;
(iii) any other document that is privileged, including any other document
protected by the attorney work product doctrine;
(iv ii) any document that would disclose the identity of a confidential source;
and
(iv) any other document that the staff identifies for the hearing officer's
consideration as to whether the document may be withheld as not relevant
to the subject matter of the proceeding or otherwise for good cause shown.
***
(c) Procedures Concerning Withheld Documents
(1) The interested division shall, at the time it makes documents available to
a respondent under this rule, provide the respondent with a log of documents
withheld pursuant to paragraph (b)(1)(iii) of this Rule. The log shall provide
the same information that a person would be required to supply to the Board
under Rule 5106 in connection with a privilege assertion. On a motion by any
respondent, a hearing officer may, in his or her discretion, require the interested division to submit any document listed on the log for inspection by the
hearing officer in camera. A hearing officer may order that any such document
be made available to a respondent for inspection and copying only if the hearing
officer determines that the document is not a document described in paragraph
(b)(1)(iii).
(2) The interested division shall, at the time it makes documents available to
a respondent under this rule, provide the hearing officer and each respondent
with a list of documents withheld pursuant to paragraph (b)(1)(ivii) or (b)(1)(iv)
of this Rule and a brief description of the reason for withholding each document. The list provided to the respondent may be redacted as necessary to
protect interests related to the interested division's reason for withholding the
document. The hearing officer may require the interested division to submit
any such document for inspection by the hearing officer in camera. The hearing
officer may order that any such document be made available to the respondent
for inspection and copying only if the hearing officer determines that—
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(i) with respect to any document withheld pursuant to paragraph (b)(1)(iv
ii)—
(A) producing the document would not have the effect of identifying a
confidential source; or
(B) the document contains material, exculpatory evidence, provided,
however, that to the extent such evidence can be disclosed without disclosing the identity of a confidential source, such identity shall not be
disclosed.
(ii) with respect to any document withheld pursuant to paragraph
(b)(1)(iv)—
(A) the document is relevant to the subject matter of the proceeding and
no good cause exists for withholding it; or
(B) the document contains material, exculpatory evidence.
(d) Timing of Inspection and Copying
Unless otherwise ordered by the Board or the hearing officer, the interested
division shall make documents available for inspection and copying to any respondent who is not in default under Rule 5409 no later than 14 days after the
institution of proceedings pursuant to Rule 5200(a)(1), Rule 5200(a)(2), or Rule
5500, and no later than 7 days after proceedings have been instituted solely
pursuant to Rule 5200(a)(3).
*****
Rule 5426. Prior Sworn Statements of Nonparty Witnesses in Lieu of
Live Testimony
At a hearing, any person wishing to introduce a prior, sworn statement of a
nonparty witness otherwise admissible in the proceeding, in lieu of live testimony may make a motion setting forth the reasons therefor. If only part of a
statement is offered in evidence, the hearing officer may require that all relevant portions of the statement be introduced. If all of a statement is offered
in evidence, the hearing officer may require that portions not relevant to the
proceeding be excluded. A motion to introduce a prior sworn statement of a
nonparty witness in lieu of live testimony may be granted if—
*****
Rule 5427. Motion for Summary Disposition
(a) For Interested Division
After a party has filed an answer and documents have been made available
to that respondent for inspection and copying pursuant to Rule 5422, or after
service of a motion for summary disposition by the respondent, the interested
division may make a motion for summary disposition of any or all allegations
of the order instituting proceedings the proceedings with respect to that respondent.
(b) For Respondent
A respondent party may at any time make a motion for summary disposition of
any or all allegations of the order instituting proceedings the proceeding with
respect to that respondent.
(c) Pre-motion Conference Required
A party seeking summary disposition shall request and attend a pre-motion
conference with the hearing officer before filing its motion for summary disposition.
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(1) Due-date for Filing
At the pre-motion conference, the hearing officer will schedule a due-date for
the submission of the motion for summary disposition and may, but is not required to, schedule a due-date for the submission of a response to the motion
for summary disposition judgment.
(2) Review and Decide Procedure
If the hearing officer has not scheduled a due-date for a response to the motion
for summary disposition judgment, upon review of the motion the hearing officer may decide to deny the motion or to require a response to the motion. A
hearing officer shall not grant a motion for summary disposition until after the
due-date for filing a response to the motion has passed.
*****
Rule 5442. Evidence: Objections and Offers of Proof
(a) Objections
Objections to the admission or exclusion of evidence must be made on the record
and shall be in short form, stating the grounds relied upon. Exceptions to any
ruling thereon by the hearing officer need not be noted at the time of the ruling.
Such exceptions will be deemed waived on appeal to the Board, however, unless
raised—
(1) pursuant to interlocutory review in accordance with Rule 5461;
(2) in a proposed finding or conclusion filed in a post-hearing brief or other
submission filed pursuant to Rule 5445; or
(3) in a petition for Board review of an initial decision filed in accordance
with Rule 5460.
*****
Rule 5445. Post-hearing Briefs and Other Submissions
***
(b) In any proceeding instituted solely pursuant to Rule 5200(a)(3), the hearing
officer may, in his or her discretion, render an initial decision without allowing
for post-hearing briefs or other submissions, or may allow for such briefs or
other submissions according to an expedited schedule.
APPEALS TO THE BOARD
Rule 5460. Board Review of Determinations of Hearing Officers
(a) Petition for Review of Initial Decision by Hearing Officers
Any party to a hearing may obtain Board review of an initial decision by filing
a petition for review that—
(1) sets forth specific findings and conclusions of the initial decision as to
which exception is taken, together with the supporting reasons for each
exception; and
(2) is filed—
(i) in a proceeding instituted pursuant to Rule 5200(a)(1), Rule
5200(a)(2), or Rule 5500, within 30 days after service of the initial decision on the petitioner or within 10 days after the filing of a petition for
review by another party, whichever is later; or
(ii) in a proceeding instituted solely pursuant to Rule 5200(a)(3), within
10 days after service of the initial decision on the petitioner.
***
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(e) Summary Affirmance

The Board may summarily affirm an initial decision based upon the petition
for review and any response thereto, without further briefing, if it finds that
no issue raised in the petition for review warrants further consideration by the
Board.
Note: For purposes of Rule 5460(a), with respect to any party that has entered
an appearance and provided an electronic mail address as required by Rule
5401, service of the initial decision is deemed to occur on the date the Secretary
transmits the initial decision to that electronic mail address.

Rule 5462. Briefs Filed with the Board
(a) Briefing Schedule Order
Upon a timely and valid petition for review, or upon its own timely motion to
review an initial decision, other than review ordered pursuant to Rule 5469,
the Board shall issue a briefing schedule order directing the parties to file
opening briefs and specifying particular issues, if any, as to which briefing
should be limited or directed. Unless otherwise provided, opening briefs shall
be filed within 40 days of the date of the briefing schedule order. Opposition
briefs shall be filed within 30 days after the date opening briefs are due. Reply
briefs may be filed within 14 days after the date opposition briefs are due.
No briefs in addition to those specified in the briefing schedule order may
be filed except with leave of the Board. The briefing schedule order shall be
issued—
(1) at the time the Board orders review on its own initiative pursuant to
Rule 5460(b), or orders interlocutory review on its own motion pursuant to
Rule 5461(a) 0; or
(2) within 21 days, or such longer time as provided by the Board, after—
(i) the last day permitted for filing a petition for review pursuant to Rule
5460(a) 204(d);
(ii) certification of a ruling for interlocutory review pursuant to Rule
5461(b).
*****
SECTION 7. FUNDING
Rule 7103. Assessment of Accounting Support Fees.
***
(c) Petition for Correction
Any issuer, broker, or dealer who disagrees with the class in which it has been
placed, or with the calculation by which its share of the accounting support
fee was determined, may petition the Board for a correction of the share of
the accounting support fee it was allocated. Any such petition shall include an
explanation of the nature of the claimed mistake in classification or calculation
in writing and must be filed with the Board, on or before the 60th day after the
invoice is sent, or within such longer period as the Board allows for good cause
shown. After a review of such a petition, the Board will determine whether
the allocation is consistent with Section 109 of the Act and the Board's rules
thereunder and provide the issuer, broker, or dealer a written explanation of its
decision. The provisions of Rule 7104 shall be suspended while such a petition
is pending before the Board.
*****
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Rule 7104. Collection of Accounting Support Fees.
***
(b) Determination of Payment of Accounting Support Fees by Registered Accounting Firm
***
Note 3: For purposes of Rule 7104, the term "audit" means an examination of
the financial statements, reports, documents, procedures, controls, or notices
of any issuer, broker, or dealer by an independent public accounting firm in
accordance with the rules of the Board or the Commission, for the purpose
of expressing an opinion on the financial statements or providing an audit
report. For purposes of Rule 7104, the term "audit report" means a document,
report, notice, or other record (1) prepared following an audit performed for
purposes of compliance by an issuer, broker, or dealer with the requirements
of the securities laws; and (2) in which a public accounting firm either (i) sets
forth the opinion of that firm regarding a financial statement, report, notice, or
other document, procedures, or controls; or (ii) asserts no such opinion can be
expressed.

*****
QUALITY CONTROL—INTERIM STANDARDS
SEC Practice Section (SECPS) - Requirements of Membership
SECPS § 1000.08(m)—Notification of the Commission of Resignations
and Dismissals from Audit Engagements for Commission Registrants
(1) When the member firm has been the auditor for an SEC registrant (as
defined in Appendix D, SECPS § 1000.38) that is required to file current
reports on Form 8-K and has resigned, declined to stand for re-election or been
dismissed, report the fact that the client-auditor relationship has ceased
directly in writing to the former SEC client, with a simultaneous copy to the
Office of the Chief Accountant of the Securities and Exchange Commission,
unless the former client reports the change in auditors in a timely filed Form
8-K.fn4 Such report shall be sent to the former SEC client and to the Office
of the Chief Accountant by the end of the fifth business day following the
member firm's determination that the client-auditor relationship has ended,
if the issuer has not reported the change in auditors to the SEC in a timely filed
Form 8-K.
(2) When the member firm has been the auditor for an SEC registrant (as
defined in Appendix D, SECPS § 1000.38) that is not required to file current
reports on Form 8-K and has resigned, declined to stand for re-election or been
dismissed, report the fact that the client-auditor relationship has ceased directly in writing to the former SEC client, with a simultaneous copy to the
Office of the Chief Accountant of the Securities and Exchange Commission.fn5
Such report shall be sent to the former SEC client and to the Office of the Chief
Accountant by the end of the fifth business day following the member firm's
determination that the client-auditor relationship has ended, irrespective of
whether or not the registrant has reported the change in auditors in a timely
filed Form 8-Kreport.
Fn4 See Appendix I, SECPS § 1000.43, for standard form of such report.
Fn5 See Appendix I, SECPS § 1000.43, for standard form of such report.
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.43 APPENDIX I—STANDARD FORM OF LETTER CONFIRMING THE
CESSATION OF THE CLIENT-AUDITOR RELATIONSHIP
(Date)
Mr. John Doe
Chief Financial Officer
XYZ Corporation
Anytown, USA
Dear Mr. Doe:
This is to confirm that the client-auditor relationship between XYZ Corporation
(Commission File Number X-XXXX) and Able Baker & Co. has ceased.
Sincerely,
Able Baker & Co.
CC: Office of the Chief Accountant
SECPS Letter File
Securities and Exchange Commission
SECPSletters@sec.gov
Mail Stop 9-5
100 F Street, NE
450 Fifth Street, N.W.
Washington, D.C. 20549
NOTE: The SEC has indicated that member firms may satisfy the SECPS notification requirements by e-mailing faxing a copy of the SECPS letter to the SECOffice of the Chief Accountant (202-942-9656; Attn: SECPS Letter File/Mail
Stop 9-5 SECPSletters@sec.gov). A copy of the fax log e-mail should be retained by the sender as documentation of timely filing and a back-up copy of
the letter should be sent by regular mail to the SEC. The SEC strongly encourages sending the notification letter by fax and will accept the date of the
fax as the notification date e-mail to SECPSletters@sec.gov. The SEC staff will
accept the date the e-mail is received as the notification date. If a fax e-mail
transmission is not available, alternatively, by order of preference, the SECPS
notification letter may be sent to the SEC via (1) fax to (202) 772-9252, (2) U.S.
Postal Service overnight delivery, (23) commercial overnight courier, or (34)
certified mail, "return receipt requested."
The exact name of the registrant, and the Commission File Number as it
appears on the cover page of the Form 10-K, and the complete SEC address, as
shown above, should be used in the e-mail letter and on the envelop. If the
cessation of the client-auditor relationship affects multiple SEC registrants
(e.g., a parent with publicly-registered subsidiaries, series of mutual funds),
the exact name of each registrant and each Commission File Number should
be set forth in the SECPS letter e-mail.
*****
ETHICS CODE
EC2. Definitions
***
(e) Honoraria
The term "honoraria" means anything with more than a nominal value, whether
provided in cash or otherwise, and which is provided in exchange for a speech,
panel participation, publication or lecture. Neither the waiver of conference fees
nor acceptance of a modest speakers-only meal constitutes "honoraria." Note:
Items and meals which are provided to all conference participants, including
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speakers, are not provided "in exchange for" a speech and thus not considered
to be "honoraria."
(f) Practice
The term "practice" means—
(1) knowingly acting as an agent or attorney for, or otherwise
representing any other person in any formal or informal
appearance before the Board or Commission with respect
to Board-related matters; or
(2) making any oral or written communication on behalf of any
other person to, and with the intent to influence, the Board
or Commission with respect to Board-related matters.
Note: For purposes of this definition, participating in the financial reporting
process as the officer or director of an issuer, broker, or dealer or participating
in an audit of the financial statements of an issuer, broker, or dealer does not,
in and of itself, constitute practice before the Board or the Commission.

***
EC5. Investments
***
(d) Board members and professional staff shall annually disclose their holdings, and the holdings of their spouses, spousal equivalents, and dependents,
in securities of issuers (including exchange-traded options and futures) to the
Ethics Officer.
(1)

For initial disclosures, statements shall be filed with the
Ethics Officer w Within the first 60 days of commencement of
service with the Board; and , or 60 days from the effective date of
this Code, whichever is later.

(2)

On an annual basis, on May 1 or another date that may be
prescribed by the Ethics Officer. Subsequent disclosures shall be
filed with the Ethics Officer on May 1, commencing the first year
following the initial disclosure.

(3)

Disclosure statements by Board Members shall be made available
to the public.

(4)

Disclosure statements by professional staff shall remain confidential.
***

EC7. Gifts, Reimbursements, Honoraria and Other Things of Value
***
(b) No Board member or staff shall accept payment for or reimbursement of
official travel-related expenses from any organization, except—
(1)

for travel that is in direct connection with the employee's participation in an educational forum; and

(2)

the educational forum is principally sponsored by and the travelrelated expenses are paid or reimbursed by—
(A) a federal, state or local governmental body, or an association of such bodies,
(B) an accredited institution of higher learning,
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(C) an organization exempt from taxation under 501(c)(3) of
the Internal Revenue Code, provided such organization is
not principally funded from one or more public accounting
firms, or issuers, brokers, or dealers, or
(D) institutions equivalent to those in EC 7(b)(2)(A)—(C) outside the United States.
EC8. Disqualification
(a) If a Board member or professional staff becomes, or reasonably should become, aware of facts which would lead a reasonable person to believe that he
or she, or his or her spouse, spousal equivalent, or dependents, may have a
financial or personal interest or other similar relationship which might affect
or reasonably create the appearance of affecting his or her independence or objectivity with respect to the Board's function or activities, then he or she shall,
at the earliest possible date—
(1) disclose such circumstances and facts, as set forth in subsection
(b); and
(2) recuse himself or herself from further Board functions or activities
involving or affecting the financial interest or personal interest
relationship.
***
EC12. Post-Employment Restrictions
(a) Negotiating Prospective Employment
(1) Board members and professional staff may not negotiate prospective employment with a public accounting firm, or issuer, broker,
or dealer, without first disclosing (pursuant to the procedures in
Section EC8(b)) the identity of the prospective employer and recusing himself or herself from all Board matters directly affecting
that prospective employer.
(2) For purposes of this section, "negotiating prospective employment" means participating in an employment interview; discussing an offer of employment; or accepting an offer of employment, even if the precise terms are still to be developed. Submitting a resume or job application to a group of employers or
receiving an unsolicited inquiry of interest that is rejected, do not
alone constitute "negotiating prospective employment."
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Appendix 3—Amendments to Board Forms
The Board is amending Form 1, Form 1-WD, Form 2, Form 3, and Form 4 as set
out below. Language deleted by these amendments is struck through. Language
that is added is underlined.
FORMS
FORM 1—APPLICATION FOR REGISTRATION
GENERAL INSTRUCTIONS
1.

2.

3.

4.

5.

6.
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The definitions in the Board's rules apply to this form. Italicized
terms in the instructions to this form are defined in the Board's
rules. See Rule 1001.
Any public accounting firm applying to the Board for registration
pursuant to Section 102 of the Act must file this form with the
Board. See Rule 2101.
In addition to these instructions, the rules contained in Section
2 of the Board's rules govern applications for registration. Please
read these rules and the instructions carefully before completing
this form.
Unless otherwise directed by the Board, applicants must submit this form, and all exhibits to the form, to the Board electronically by completing the Web-based version of Form 1. Form
1 is available on the Board's Web site at: http://www.pcaobus
.org/Registration/index.aspx. See Rule 2101.
This form must be accompanied by a registration fee in accordance
with Section 102(f) of the Act. The amount of the required fee is
available at http://www.pcaobus.org/Registration/index.aspx. An
application for registration will not be deemed received by the
Board until the registration fee has been paid. See Rule 2102.
An applicant may request confidential treatment of any portion
of its application for registration that has not otherwise been
publicly disclosed and that either contains information reasonably identified by the applicant as proprietary information or
that is protected from public disclosure by applicable laws related to confidentiality of proprietary, personal, or other information. An applicant that requests confidential treatment must
identify the portion of the application that it desires to keep confidential, and include, as Exhibit 99.1 to the application for registration, a representation that, to the applicant's knowledge, the
information for which confidential treatment is requested has not
otherwise been publicly disclosed, and a detailed explanation as to
why, based on the facts and circumstances of the particular case,
of the grounds on which the information is considered proprietary or a detailed explanation of the basis for asserting that the
information is protected by law from disclosure by applicable laws
related to the confidentiality of proprietary, personal, or other
information public disclosure and a copy of the specific provision of
law that the applicant claims protects the information from public
disclosure. If the Firm fails to include Exhibit 99.1, or includes an
Exhibit 99.1 that fails to comply with Rule 2300(c)(2), the request
for confidential treatment may be denied solely on the basis of
that failure. The Board will normally grant confidential treatment requests for information concerning non-public disciplinary
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7.

8.

9.

10.

3799

proceedings. The Board will determine whether or not to grant
other confidential treatment requests on a case-by-case basis. See
Rule 2300(c).
If an applicant is prohibited by the law(s) of a non-U.S. jurisdiction
from submitting to the Board information requested by all or a
part of an Item to this form, the applicant shall so indicate by
making a notation under the relevant item number of the form
and furnishing, as Exhibit 99.2 to the application for registration,
the following information: (i) a copy of the relevant portion of the
conflicting non-U.S. law, (ii) a legal opinion that submitting the
information would cause the applicant to violate the conflicting
non-U.S. law; and (iii) an explanation of the applicant's efforts to
seek consents or waivers to eliminate the conflict, if the withheld
information could be provided to the Board with a consent or
waiver, and a representation that the applicant was unable to
obtain such consents or waivers to eliminate the conflict.
Where this form requires disclosure of a sum of money, such
amount must be stated in U.S. dollars and rounded to the nearest thousand. If such amount was received or paid in a currency
other than U.S. dollars, the amount must be converted to U.S.
dollars.
Where this form requires non-historical (i.e., current) information, applicants may submit the information as of a date not earlier than 90 days prior to submission of the application. Such
information will be deemed current for purposes of this form.
Information submitted as part of this form, including any exhibit
to this form, must be in the English language.

PART I—IDENTITY OF THE APPLICANT
Item 1.1 Name of Applicant
State the legal name of the applicant; if different, also state the name or names
under which the applicant (or any predecessor for which the applicant is the
successor in interest with respect to the entity's liabilities) issues audit reports,
or has issued any audit report during the five years prior to the date of this
application.
Item 1.2 Applicant Contact Information
State the physical address (and, if different, mailing address) of the applicant's
headquarters office. State the telephone number and facsimile number of the
applicant's headquarters office. If available, state the Website address of the
applicant.
Item 1.3 Primary Contact and Signatories
State the name, title, physical business address (and, if different, business mailing address), telephone number, fax number, and e-mail address of a partner
or authorized officer of the applicant who will serve as the applicant's primary
contact with the Board regarding this application. Provide the same information for every person whose signature appears in Part VIII or Part IX of this
form, if any of those persons are different from the primary contact.
Item 1.4 Applicant's Form of Organization
State the applicant's legal form (e.g., proprietorship, partnership, limited liability partnership) and the jurisdiction (e.g., the state of the United States or
comparable non-U.S. jurisdiction) under the law of which the applicant is organized or exists. Item 1.5 Applicant's Offices If the applicant has more than one
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office, furnish, as Exhibit 1.5, the physical address (and, if different, mailing
address) of each of the applicant's offices.
Item 1.6 Associated Entities of Applicant
State the name and physical address (and, if different, mailing address) of all
associated entities of the applicant that engage in the practice of public accounting or preparing or issuing audit reports, or comparable reports prepared for
clients that are not issuers. Do not include any person listed in Item 7.1.
Item 1.7 Applicant's Licenses
List every license or certification number issued to the applicant authorizing
it to engage in the business of auditing or accounting. For each such license or
certification number, furnish the name of the issuing state, agency, board, or
other authority.
PART II—LISTING OF APPLICANT’S PUBLIC COMPANY AUDIT
CLIENTS AND RELATED FEES
Item 2.1 Issuers for Which Applicant Prepared Audit Reports During the Preceding Calendar Year
List the names of all issuers for which the applicant prepared or issued any
audit report dated during the calendar year preceding the calendar year in
which this application is filed. In addition to the issuer's name, this list must
include, with respect to each issuer –
a. The issuer's business address (as shown on its most recent filing with the
Commission), and CIK number.
b. The date of the audit report.
c. The total amount of fees billed for audit services for the issuer's fiscal year for
which the audit report was issued.
d. The total amount of fees billed for other accounting services for the issuer's
fiscal year for which the audit report was issued.
e. The total amount of fees billed for non-audit services for the issuer's fiscal
year for which the audit report was issued.
Note: Only fees billed by the principal auditor accountant (i.e., the public accounting firm that issued the audit report) need be disclosed in response to
this Item. To the extent not previously disclosed or known by the applicant,
estimated amounts may be used in responding to this Item. For investment
company issuers, the fees disclosed in response to paragraphs (c)–(e) of this
Item should include all fees for services rendered to the issuer, to the issuer's
investment adviser (not including any sub-adviser whose role is primarily portfolio management and is subcontracted with or overseen by another investment
adviser), and to any entity controlling, controlled by, or under common control
with, the adviser that provides ongoing services to the issuer.

Item 2.2 Issuers for Which Applicant Prepared Audit Reports During the Current Calendar Year
List the names of all issuers for which the applicant prepared or issued any audit
report dated during the current calendar year. (Do not include audit reports the
applicant expects to prepare or issue during this calendar year, but that have
not yet been issued. These are called for in Item 2.3 below.) In addition to the
issuer's name, include, with respect to each issuer—
a. The issuer's business address (as shown on its most recent filing with the
Commission), and CIK number.
b. The date of the audit report.
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c. The total amount of fees billed for audit services for the issuer's fiscal year for
which the audit report was issued.
d. The total amount of fees billed for other accounting services for the issuer's
fiscal year for which the audit report was issued.
e. The total amount of fees billed for non-audit services for the issuer's fiscal
year for which the audit report was issued.
Note: Only fees billed by the principal auditor accountant (i.e., the public accounting firm that issued the audit report) need be disclosed in response to
this Item. To the extent not previously disclosed or known by the applicant,
estimated amounts may be used in responding to this Item. For investment
company issuers, the fees disclosed in response to paragraphs (c)–(e) of this
Item should include all fees for services rendered to the issuer, to the issuer's
investment adviser (not including any sub-adviser whose role is primarily portfolio management and is subcontracted with or overseen by another investment
adviser), and to any entity controlling, controlled by, or under common control
with, the adviser that provides ongoing services to the issuer.

Item 2.3 Issuers for Which Applicant Expects to Prepare Audit Reports During
the Current Calendar Year
List the names of all issuers for which the applicant expects to prepare or issue
any audit report dated during the calendar year in which this application is filed.
In addition to the issuer's name, include, with respect to each issuer, the issuer's
business address (as shown on its most recent filing with the Commission), and
CIK number.
Note: An applicant may presume that it is expected to prepare or issue an audit
report for an issuer (i) if it has been engaged to do so, or (ii) if it issued an audit
report during the preceding calendar year for an issuer, absent an indication
from the issuer that it no longer intends to engage the applicant.

Item 2.4 Issuers for Which Applicant Played, or Expects to Play, a Substantial
Role in Audit
For applicants that did not prepare or issue an audit report dated during the
preceding or current calendar year, and that do not expect to prepare or issue
an audit report dated during the current calendar year, list the names of all
issuers for which the applicant played, or expects to play, a substantial role in
the preparation or furnishing of an audit report dated during the preceding or
current calendar year. In addition to the issuer's name, this list must include,
with respect to each issuer—
a. The issuer's business address (as shown on its most recent filing with the
Commission), and CIK number.
b. The name of the public accounting firm that issued, or is expected to issue,
the audit report.
c. The date of the audit report, if it has been issued.
d. The type of substantial role played by the applicant with respect to the audit
report.
Note: Applicants that disclosed the name of an issuer in response to any of Items
2.1–2.3 need not respond to this Item. In responding to the part of this Item
that asks about issuers for which the applicant expects to play a substantial role
in the preparation or furnishing of an audit report, an applicant may presume
conclude that it is expected to play a substantial role in the preparation or
furnishing of an audit report for an issuer (i) if it has been engaged to do so, or
(ii) if it played a substantial role in the preparation and furnishing of an audit
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report during the preceding calendar year, absent an indication from the issuer
or principal accounting firm that it no longer intends to engage the applicant.

PART III—[RESERVED]PART III—LISTING OF APPLICANT’S BROKER OR DEALER AUDIT CLIENTS AND RELATED FEES
Item 3.1 Brokers and Dealers for Which Applicant Prepared Audit Reports
During the Preceding Calendar Year
List the names of all brokers and dealers for which the applicant prepared or
issued any audit report dated during the calendar year preceding the calendar
year in which this application is filed. In addition to the broker's or dealer's
name, this list must include, with respect to each broker or dealer–
a. The broker's or dealer's business address, and the broker's or dealer's CRD
number, and CIK number, if any.
b. The date of the audit report.
c. The total amount of fees billed for audit services for the broker's or dealer's
fiscal year for which the audit report was issued.
d. The total amount of fees billed for other accounting services for the broker's
or dealer's fiscal year for which the audit report was issued.
e. The total amount of fees billed for non-audit services for the broker's or dealer's
fiscal year for which the audit report was issued.
Note: Only fees billed by the principal auditor (i.e., the public accounting firm
that issued the audit report) need be disclosed in response to this Item. To the
extent not previously disclosed or known by the applicant, estimated amounts
may be used in responding to this Item.

Item 3.2 Brokers and Dealers for Which Applicant Prepared Audit Reports
During the Current Calendar Year
List the names of all brokers or dealers for which the applicant prepared or
issued any audit report dated during the current calendar year. (Do not include
audit reports the applicant expects to prepare or issue during this calendar
year, but that have not yet been issued. These are called for in Item 3.3 below.)
In addition to the broker'sor dealer'sname, include, with respect to each brokeror
dealer—
a. The broker's or dealer's business address, and the broker's or dealer's CRD
number, and CIK number, if any.
b. The date of the audit report.
c. The total amount of fees billed for audit services for the broker's or dealer's
fiscal year for which the audit report was issued.
d. The total amount of fees billed for other accounting services for the broker's
or dealer's fiscal year for which the audit report was issued.
e. The total amount of fees billed for non-audit services for the broker's or dealer's
fiscal year for which the audit report was issued.
Note: Only fees billed by the principal auditor (i.e., the public accounting firm
that issued the audit report) need be disclosed in response to this Item. To the
extent not previously disclosed or known by the applicant, estimated amounts
may be used in responding to this Item.

Item 3.3 Brokers and Dealers for Which Applicant Expects to Prepare Audit
Reports During the Current Calendar Year
List the names of all brokers and dealers for which the applicant expects to
prepare or issue any audit report dated during the calendar year in which
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this application is filed. In addition to the broker's or dealer's name, include,
with respect to each broker or dealer, the broker's or dealer's business address,
and the broker's or dealer's CRD number, and CIK number, if any.
Note: An applicant may conclude that it is expected to prepare or issue an audit
report for a broker or dealer (i) if it has been engaged to do so, or (ii) if it issued
an audit report during the preceding calendar year for a broker or dealer, absent
an indication from the broker or dealer that it no longer intends to engage the
applicant.

Item 3.4 Brokers and Dealers for Which Applicant Played, or Expects to Play, a
Substantial Role in Audit
For applicants that did not prepare or issue an audit report dated during the
preceding or current calendar year, and that do not expect to prepare or issue an
audit report dated during the current calendar year, list the names of all brokers
and dealers for which the applicant played, or expects to play, a substantial role
in the preparation or furnishing of an audit report dated during the preceding
or current calendar year. In addition to the broker's or dealer's name, this list
must include, with respect to each broker or dealer—
a. The broker's or dealer's business address, and the broker's or dealer's CRD
number, and CIK number, if any.
b. The name of the public accounting firm that issued, or is expected to issue,
the audit report.
c. The date of the audit report, if it has been issued.
d. The type of substantial role played by the applicant with respect to the audit
report.
Note: Applicants that disclosed the name of a broker or dealer in response to
any of Items 3.1—3.3 need not respond to this Item. In responding to the part
of this Item that asks about brokers and dealers for which the applicant expects
to play a substantial role in the preparation or furnishing of an audit report,
an applicant may conclude that it is expected to play a substantial role in the
preparation or furnishing of an audit report for a broker or dealer (i) if it has
been engaged to do so, or (ii) if it played a substantial role in the preparation
and furnishing of an audit report during the preceding calendar year, absent an
indication from the broker or dealer or principal accounting firm that it no
longer intends to engage the applicant.

PART IV—STATEMENT OF APPLICANT’S QUALITY CONTROL
POLICIES
Item 4.1 Applicant's Quality Control Policies
Furnish, as Exhibit 4.1, a narrative, summary description, in a clear, concise
and understandable format, of the quality control policies of the applicant for
its accounting and auditing practices, including procedures used to monitor
compliance with independence requirements.
PART V—LISTING OF CERTAIN PROCEEDINGS INVOLVING THE
APPLICANT
Item 5.1 Certain Criminal, Civil and Administrative Proceedings
a. Indicate whether or not the applicant or any associated person of the applicant
is a defendant or respondent—
1. in any pending criminal proceeding, or was a defendant in any such proceeding in which a judgment was rendered against the applicant or such person,
whether by plea or after trial, during the previous five years;
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2. in any pending civil or alternative dispute resolution proceeding initiated
by a governmental entity (including a non-U.S. jurisdiction) arising out of the
applicant's or such person's conduct in connection with an audit report, or a
comparable report prepared for a client that is not an issuer, broker, or dealer,
or was a defendant or respondent in any such proceeding in which a judgment or
award was rendered against the applicant or such person, whether by consent
or otherwise, during the previous five years;
3. in any pending administrative or disciplinary proceeding arising out of the
applicant's or such person's conduct in connection with an audit report, or a
comparable report prepared for a client that is not an issuer, broker, or dealer
or was a respondent in any such proceeding in which a finding of violation was
rendered, or a sanction entered, against the applicant or such person, whether
by consent or otherwise, during the previous five years. Administrative or disciplinary proceedings include those of the Commission; the Board; any other federal, state, or non-U.S. agency, board, or administrative or licensing authority;
and any professional association or body. Investigations that have not resulted
in the commencement of a proceeding need not be included;
Note: Foreign public accounting firm applicants need only disclose such proceedings for the applicant and any proprietor, partner, principal, shareholder,
officer, or manager of the applicant who provided at least ten hours of audit
services for any issuer, broker, or dealer during the last calendar year.

b. In the event of an affirmative response to Item 5.1.a, furnish the following
information with respect to each such proceeding:
1. The name, filing date, and case or docket number of the proceeding.
2. The name and address of the court, tribunal, or body in which such proceeding
was filed.
3. The names of all defendants or respondents in such proceeding who are also
the applicant, any person listed in Part VII, or any person associated with the
applicant at the time that the events in question occurred.
4. The name of the issuer, broker, or dealer, or other client that was the subject
of the audit report or comparable report.
5. With respect to each person named in Item 5.1.b.3, the statutes, rules, or
other requirements such person was found to have violated (or, in the case of a
pending proceeding, is charged with having violated).
6. With respect to each person named in Item 5.1.b.3, the outcome of the proceeding, including any sentence or sanction imposed. (If no judgment or award
has yet been rendered, enter the word "pending.")

c. Indicate whether or not any employee, partner, shareholder, principal,
member, or owner of the applicant, or any person or entity with which
the applicant has a contractual or other arrangement to receive consulting or
other professional services, is currently subject to a Board disciplinary sanction
suspending or barring the person from being an associated person of a registered
public accounting firm.
d. Indicate whether or not the applicant or any employee, partner,
shareholder, principal, member, or owner of the applicant, or any person or
entity with which the applicant has a contractual or other arrangement to
receive consulting or other professional services, is currently subject to a
(1) Commission order suspending or denying the privilege of appearing or
practicing before the Commission ,or (2) court- ordered injunction prohibiting
appearance or practice before the Commission.
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e. In the event of an affirmative response to Item 5.1.c or Item 5.1.d, furnish the
following with respect to each such person:
1. The name of the person (including the applicant) subject to the order or
sanction.
2. If other than the applicant, a description of the person's job title and duties
performed for the applicant.
3. The date of the relevant order and an indication whether it was a Board
order, a Commission order, or a court order.
4. If a court order, the name of the court and the name and case or docket
number of the proceeding.

Item 5.2 Pending Private Civil Actions
a. Indicate whether or not the applicant or any associated person of the applicant
is a defendant or respondent in any pending civil proceeding or alternative
dispute resolution proceeding initiated by a non-governmental entity involving
conduct in connection with an audit report, or a comparable report prepared
for a client that is not an issuer, broker, or dealer.
b. In the event of an affirmative response to Item 5.2.a, furnish the following
information with respect to each such proceeding:
1. The name, filing date, and case or docket number of the proceeding.
2. The name and address of the court, tribunal or body in which such proceeding
was filed.
3. The names of all defendants or respondents in such proceeding who are also
the applicant, any person listed in Part VII, or any person associated with the
applicant at the time that the events in question occurred.
4. The name of the issuer, broker, or dealer, or other client that was the subject
of the audit report or comparable report.
5. With respect to each person named in Item 5.2.b.3, the statutes, rules, or
other requirements such person is alleged to have violated.
Note: Foreign public accounting firm applicants need only disclose such proceedings for the applicant and any proprietor, partner, principal, shareholder,
officer, or manager of the applicant who provided at least ten hours of audit
services for any issuer, broker, or dealer during the last calendar year.

Item 5.3 Applicant's Discretionary Statement Regarding Proceedings Involving
the Applicant's Audit Practice
With respect to any case or proceeding listed in response to Items 5.1 or 5.2,
the applicant may, at its discretion, furnish, as Exhibit 5.3, a statement or
statements describing the proceeding and the reasons that, in the applicant's
view, such proceeding should not be a basis for the denial of its application for
registration.
PART VI—LISTING OF FILINGS DISCLOSING ACCOUNTING DISAGREEMENTS WITH PUBLIC COMPANY AUDIT CLIENTS AND
ISSUES WITH BROKER OR DEALER AUDIT CLIENTS
Item 6.1 Existence of Disagreements With Issuers
a. Indicate whether or not the applicant has been the former accountant with
respect to any disclosure of a disagreement with an issuer made by such issuer
during the current or preceding calendar year in a filing with the Commission
pursuant to Item 304(a)(1)(iv) of Regulation S-K, 17 C.F.R. 229.304(a)(1)(iv).
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b. Indicate whether or not the applicant has been the former accountant with
respect to any filing made by an issuer during the current or preceding calendar year with the Commission containing a letter submitted by the applicant
to the Commission pursuant to Item 304(a)(3) of Regulation S-K, 17 C.F.R.
229.304(a)(3), in which the applicant stated that it disagreed with a statement
of the issuer in response to Item 304(a).
Item 6.2 Listing of Disagreements With Issuers
In the event of an affirmative response to Items 6.1.a or 6.1.b, furnish the
following information with respect to each such filing:
a. The name of the issuer.
b. The name and date of the filing containing the disclosure of the disagreement
or the applicant's letter.
Item 6.3 Copies of Filings
Furnish, as Exhibit 6.3, a copy of every filing described in Item 6.2.
Item 6.4 Existence of Issues With Brokers or Dealers
Indicate whether or not the applicant has been the former accountant with
respect to a notice of any issues relating to any matter of accounting principles
or practices, financial statement disclosure, auditing scope or procedure, or
compliance with applicable rules of the Commission made by a broker or dealer
during the current or preceding calendar year in a filing with the Commission
pursuant to Rule 17a-5(f)(3)(v)(B), 17 C.F.R. § 240.17a-5(f)(3)(v)(B).
Item 6.5 Listing of Issues With Brokers or Dealers
In the event of an affirmative response to Item 6.4, furnish the following
information with respect to each such filing:
a. The name of the broker or dealer, and the broker's or dealer's CRD number,
and CIK number, if any.
b. The name and date of the filing containing the notice.
Item 6.6 Copies of Filings
Furnish, as Exhibit 6.6, a copy of every filing described in Item 6.5.
PART VII—ROSTER OF ASSOCIATED ACCOUNTANTS
Item 7.1 Listing of Accountants Associated with Applicants
List the names of all accountants associated with the applicant who participate
in or contribute to the preparation of audit reports. For each such person, list
every license or certification number (if any) authorizing him or her to engage
in the business of auditing or accounting. For each such license or certification
number, furnish the name of the issuing state, agency, board, or other authority.
Note: For purposes of this Item, applicants that are not foreign public accounting firms must list all accountants who are persons associated with the applicant and who provided at least ten hours of audit services for any issuer, broker,
or dealer during the last calendar year. Applicants that are foreign public accounting firms must list all accountants who are a proprietor, partner, principal,
shareholder, officer, or manager of the applicant and who provided at least ten
hours of audit services for any issuer, broker, or dealer during the last calendar
year.

Item 7.2 Number of Firm Personnel State the—
a. Total number of accountants employed by the applicant.
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b. Total number of certified public accountants, or accountants with comparable
licenses from non-U.S. jurisdictions, employed by the applicant.
c. Total number of personnel employed by the applicant.
PART VIII—CONSENTS OF APPLICANT
Item 8.1 Consent to Cooperate with the Board and Statement of Acceptance of
Registration Condition
Furnish, as Exhibit 8.1, a statement, signed on behalf of the applicant by an
authorized partner or officer of the applicant in accordance with Rule 2104, in
the following form—
a. [Name of applicant] consents to cooperate in and comply with any request
for testimony or the production of documents made by the Public Company
Accounting Oversight Board in furtherance of its authority and responsibilities
under the Sarbanes- Oxley Act of 2002.
b. [Name of applicant] agrees to secure and enforce similar consents from each
of its associated persons as a condition of their continued employment by or
other association with the firm.
c. [Name of applicant] understands and agrees that cooperation and compliance, as described in the firm's consent in paragraph (a), and the securing and
enforcement of such consents from its associated persons in accordance with
paragraph (b), shall be a condition to the continuing effectiveness of the registration of the firm with the Public Company Accounting Oversight Board.
Note 1: Other than the insertion of the name of the applicant in paragraphs
(a), (b), and (c) of this Item, Exhibit 8.1 must be in the exact words contained
in this instruction. The consents required by paragraph (b) of this Item must
be in the exact words of Note 2 below and must be secured by the applicant not
later than 45 days after submitting this application or, for persons who become
associated persons of the firm subsequent to the submission of this application,
at the time of the person's association with the firm.
Consents required by paragraph (b) of this Item are not required to be furnished
as an exhibit to this form.
Note 2: Other than the insertion of the name of the associated person, the consents required by paragraph (b) of this Item must state: [Name of associated person] consents to cooperate in and comply with any request for testimony or the
production of documents made by the Public Company Accounting Oversight
Board in furtherance of its authority and responsibilities under the SarbanesOxley Act of 2002. [Name of associated person] understands and agrees that this
consent is a condition of their continued employment by or other association
with [name of applicant].
Note 3: For applicants that are foreign public accounting firms, the term "associated persons" as used in this Item means all accountants who are a proprietor,
partner, principal, shareholder, officer, or manager of the applicant and who
provided at least ten hours of audit services for any issuer, broker, or dealer
during the last calendar year.

PART IX—SIGNATURE OF APPLICANT
Item 9.1 Signature of Partner or Authorized Officer
The application must be signed on behalf of the applicant by an authorized
partner or officer of the applicant in accordance with Rule 2104. The signer
must certify that he or she has reviewed the application; that the application
is, based on the signer's knowledge, complete and does not contain any untrue
statement of a material fact or omit to state a material fact necessary to make
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the statements made, in light of the circumstances under which such statements were made, not misleading, and that the signer is authorized to execute
the application on behalf of the applicant. The signature must be accompanied
by the name of the signer, the capacity in which the signer signed the application, and the date of signature.
PART X—EXHIBITS
To the extent applicable under the foregoing instructions, each application must
be accompanied by the following exhibits:
Exhibit 1.5 Listing of Offices
Exhibit 4.1 Statement of Quality Control Policies
Exhibit 5.3 Discretionary Statements Regarding Proceedings Involving Audit
Practice
Exhibit 6.3 Securities and Exchange Commission Filings Disclosing Accounting
Disagreements With Public Company Audit Clients
Exhibit 6.6 Securities and Exchange Commission Filings Disclosing Issues
With Brokers or Dealers
Exhibit 8.1 Consent of Applicant for Registration
Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.2 Evidence of Conflicting Non-U.S. Law
Note: Where an exhibit consists of more than one document, each document
must be numbered consecutively (e.g., Exhibit 4.1.1, Exhibit 4.1.2, Exhibit 4.1.3,
etc.), and the applicant must provide a list of the title or description of each
document comprising the exhibit.

FORM 1-WD
REQUEST FOR LEAVE TO WITHDRAW FROM REGISTRATION
GENERAL INSTRUCTIONS
1. The definitions in the Board's rules apply to this form. Italicized terms in the
instructions to this form are defined in the Board's rules. See Rule 1001.
2. Any registered public accounting firm seeking to withdraw from registration
with the Board must file this form with the Board.
3. In addition to these instructions, the Board's Rule 2107 governs applications for leave to withdraw from registration. Please read Rule 2107 and the
instructions carefully before completing this form.
4. Unless otherwise directed by the Board, a registered public accounting firm
seeking to withdraw from registration must submit this form to the Board
electronically by completing the Web-based version of Form 1-WD. The date of
such submission shall be deemed the date of Board receipt of the Form. The
registered public accounting firm must also submit an original hard copy of the
form with manual signatures in Item 3.1 and Item 5.1, with such signatures
dated not later than the date of electronic submission.
5. Pursuant to Rule 2107, any Form 1-WD filed with the Board shall be nonpublic. A registered public accounting firm may submit with Form 1-WD a
request for Board notification in the event that the Board is requested by subpoena or other legal process to disclose the Form 1-WD. The Board will make
reasonable attempts to honor any such request, although the Board will make
public the fact that the firm has requested to withdraw from registration.
6. Information submitted as part of this form must be in the English language.
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PART I—IDENTITY OF THE REGISTERED PUBLIC ACCOUNTING
FIRM
Item 1.1 Name of the Firm Requesting Leave to Withdraw
State the legal name of the firm requesting leave to withdraw; if different,
also state the name or names under which the firm (or any predecessor) issues
audit reports, or has issued any audit report during the period of the firm's
registration with the Board.
Item 1.2 Firm Contact Information
State the physical address (and, if different, mailing address) of the firm's headquarters office. State the telephone number and facsimile number of the firm's
headquarters office.
Item 1.3 Primary Contact and Signatories
State the name, title, physical business address (and, if different, business
mailing address), telephone number, facsimile number, and e-mail address of
a partner or authorized officer of the firm who will serve as the firm's primary
contact with the Board regarding this application. Provide the same information for every person whose signature appears in Part III or Part V of the form,
if any of those persons are different from the primary contact.
PART II—DESCRIPTION OF ONGOING REGULATORY OR LAW ENFORCEMENT PROCEEDINGS
Item 2.1 Description of Ongoing Regulatory or Law Enforcement Proceedings
Identify all ongoing federal, state, or local investigative, disciplinary, regulatory,
criminal, or other law enforcement proceedings that are known to the firm,
including to any of the firm's partners or officers, and that address in whole or
in part (1) conduct of the firm or (2) audit-related conduct of any of the firm's
associated persons. For each such proceeding, state—
a. The identity of the federal, state, or local authority conducting the proceeding;
b. The caption or other identifying information of the proceeding;
c. The date that the firm or a partner or officer of the firm first became aware
of the proceeding;
d. The firm's understanding of the current status of the proceeding; and
e. The conduct of the firm and the firm's associated persons that the proceeding
addresses.
PART III—CERTIFICATION OF NONPARTICIPATION IN AUDITS
Item 3.1 Statement of Nonparticipation in Audits
Furnish a statement, dated and signed on behalf of the firm by an authorized
partner or officer of the firm, in the following form—
On behalf of [name of firm], I certify that [name of firm] is not currently, and
will not during the pendency of its request for leave to withdraw be, engaged in
the preparation or issuance of, or playing a substantial role in the preparation
or furnishing of, an audit report, other than to issue a consent to the use of an
audit report for a prior period.
Note: Other than the insertion of the name of the firm the statement must be
in the exact words contained in this instruction.
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Part IV—REASONS FOR SEEKING LEAVE TO WITHDRAW (Optional)
Item 4.1 Description of Reasons for Seeking Leave to Withdraw
Describe, if you choose to do so, the reason or reasons that the firm seeks leave
to withdraw from registration.
PART V—SIGNATURE OF FIRM SEEKING LEAVE TO WITHDRAW
Item 5.1 Signature of Authorized Partner or Officer
The request for leave to withdraw from registration must be signed on behalf of
the firm by an authorized partner or officer of the firm. The signer must certify
that he or she has reviewed the application; that the application is, based on
the signer's knowledge, complete and does not contain any untrue statement of
a material fact or omit to state a material fact necessary to make the statement
made, in light of the circumstances under which such statements were made,
not misleading, and that the signer is authorized to execute the application on
behalf of the firm. The signature must be accompanied by the title of the signer
and the date of the signature.
FORM 2—ANNUAL REPORT FORM
GENERAL INSTRUCTIONS
1. Submission of this Report. A registered public accounting firm
must use this Form to file with the Board the annual report required by Section 102(d) of the Act and Rule 2200 and to file any
amendments to an annual report. Unless otherwise directed by
the Board, the Firm must file this Form, and all exhibits to this
Form, electronically with the Board through the Board's Webbased system.
2. Defined Terms. The definitions in the Board's rules apply to this
Form. Italicized terms in the instructions to this Form are defined
in the Board's rules. In addition, as used in the instructions to this
Form, the term "the Firm" means the registered public accounting
firm that is filing this Form with the Board.
3. When Report is Considered Filed. Annual reports on this Form
are required to be filed each year on or before June 30, subject
to the qualification in Rule 2201 concerning any firm that has its
application for registration approved by the Board in the period
between and including April 1 and June 30. An annual report
is considered filed when the Firm has submitted to the Board a
Form 2 in accordance with Rule 2200 that includes the signed
certification required in Part X of Form 2.
4. Period Covered by this Report. Annual reports on this Form shall
cover a 12- month period from April 1 to March 31, subject to the
qualification in Part VIII of Form 2 relating to the first annual
report filed by a firm that becomes registered after December 31,
2009. In the instructions to this Form, this is the period referred
to as the "reporting period."
5. Amendments to this Report. Amendments shall not be filed to
update information in a filed Form 2 that was correct at the time
the Form was filed, but only to correct information that was incorrect at the time the Form was filed or to provide information
that was omitted from the Form and was required to be provided
at the time the Form was filed. When filing a Form 2 to amend an
earlier filed Form 2, the Firm must supply not only the corrected
or supplemental information, but must include in the amended
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Form 2 all information, affirmations, and certifications that were
required to be included in the original Form 2. The Firm may access the originally filed Form 2 through the Board's Web-based
system and make the appropriate amendments without needing
to re-enter all other information.
Note: The Board will designate an amendment to an annual report as a report on "Form 2/A."
6.

Rules Governing this Report. In addition to these instructions, the
rules contained in Part 2 of Section 2 of the Board's rules govern
this Form. Please read these rules and the instructions carefully
before completing this Form.

7.

Requests for Confidential Treatment. The Firm may, by marking
the Form in accordance with the instructions provided, request
confidential treatment of any information submitted in Part VI,
Part VII, or Exhibit 99.3 of this Form that has not otherwise been
publicly disclosed and that either contains information reasonably identified by the Firm as proprietary information or that
is protected from public disclosure by applicable laws related to
confidentiality of proprietary, personal, or other information. See
Rule 2300. Foreign registered public accounting firms may also request confidential treatment for Item 3.2 and Exhibit 3.2, though
U.S. firms may not do so. If the Firm requests confidential treatment, it must identify the information in Part VI, Part VII, or
Exhibit 99.3 (or, for a foreign registered public accounting firm,
Item 3.2 and Exhibit 3.2) that it desires to keep confidential, and
include, as Exhibit 99.1 to this Form, an exhibit that complies a
representation that, to the Firm's knowledge, the information for
which confidential treatment is requested has not otherwise been
publicly disclosed, and a detailed explanation of the grounds on
which the information is considered proprietary or a detailed
explanation of the basis for asserting that the information is
protected by law from public disclosure and a copy of the
specific provision of law that the Firm claims protects the
information from public disclosure. If the Firm fails to include
Exhibit 99.1, or includes an Exhibit 99.1 that fails to comply with
the requirements of Rule 2300(c)(2). , the request for confidential
treatment may be denied solely on the basis of the failure. The
Board will normally grant confidential treatment requests for
information concerning non-public disciplinary proceedings. The
Board will determine whether or not to grant other confidential treatment requests on a case-by-case basis. If the Firm
fails to include Exhibit 99.1, or includes an Exhibit 99.1 that
fails to comply with Rule 2300(c)(2), the request for confidential
treatment may be denied solely on the basis of that failure. See
Rule 2300(c).

8.

Assertions of Conflicts with Non-U.S. Law. If the Firm is a foreign
registered public accounting firm, the Firm may, unless otherwise
directed by the Board pursuant to Rule 2207(e), decline to provide
certain information and affirmations required by this Form if the
Firm could not provide such information or affirmations without
violating non-U.S. law and the Firm proceeds in accordance with
Rule 2207. The Firm may withhold responsive information and
affirmations on that basis from any Part of the Form other than
Parts I, II, and X and Items 3.1.a, 3.1.b, 3.1.d, and 4.1. If the firm

REL 2013-010

3812

Select PCAOB Releases

9.

withholds responsive information or affirmations, the Firm must
indicate, in accordance with the instructions in the relevant Part
of the Form, the particular Items with respect to which the Firm
has withheld responsive information or a required affirmation.
The Firm may not use the Form to make any general assertion
that a particular requirement may conflict with non-U.S. law, but
only to indicate that, on the basis of an asserted conflict, the Firm
has in fact withheld from this Form required information or a
required affirmation.
Language. Information submitted as part of this Form, including
any exhibit to this Form, must be in the English language.

PART I—IDENTITY OF THE FIRM AND CONTACT PERSONS
In Part I, the Firm should provide information that is current as of the date of
the certification in Part X.
Item 1.1 Name of the Firm
a. State the legal name of the Firm.
b. If different than its legal name, state the name or names under which the
Firm issues audit reports, or issued any audit report during the reporting period.
c. If the Firm's legal name at the beginning of the reporting period was different
than the name provided under Item 1.1.a, state that legal name and any other
legal name the Firm had during the reporting period. Include the legal name
of any registered public accounting firm that merged into, or was acquired by,
the Firm during the reporting period.
Item 1.2 Contact Information of the Firm
a. State the physical address (and, if different, mailing address) of the Firm's
headquarters office.
b. State the telephone number and facsimile number of the Firm's headquarters
office. If available, state the Website address of the Firm.
Item 1.3 Primary Contact with the Board
State the name, business title, physical business address (and, if different, business mailing address), business telephone number, business facsimile number,
and business e-mail address of a partner or authorized officer of the Firm who
will serve as the Firm's primary contact with the Board, including for purposes
of the annual report filed on this Form and any special reports filed on Form 3.
PART II—GENERAL INFORMATION CONCERNING THIS REPORT
Item 2.1 Reporting Period
State the reporting period covered by this report.
Note: The reporting period, which the Firm should enter in Item 2.1, is the
period beginning on April 1 of the year before the year in which the annual
report is required to be filed and ending March 31 of the year in which the
annual report is required to be filed. That is the period referred to where this
Form refers to the "reporting period." Note, however, the special instruction at
the beginning of Part VIII concerning the first annual report filed by certain
firms.

Item 2.2 Amendments
If this is an amendment to a report previously filed with the Board—
a. Indicate, by checking the box corresponding to this item, that this is an
amendment.
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b. Identify the specific Item numbers of this Form (other than this Item 2.2)
as to which the Firm's response has changed from that provided in the most
recent Form 2 or amended Form 2 filed by the Firm with respect to the reporting
period.
PART III—GENERAL INFORMATION CONCERNING THE FIRM
Item 3.1 The Firm's Practice Related to the Registration Requirement
a. Indicate whether the Firm issued any audit report with respect to an issuer
during the reporting period.
b. In the event of an affirmative response to Item 3.1.a, indicate whether the
issuers with respect to which the Firm issued audit reports during the reporting period were limited to employee benefit plans that file reports with the
Commission on Form 11-K.
c. In the event of a negative response to Item 3.1.a, indicate whether the Firm
played a substantial role in the preparation or furnishing of an audit report
with respect to an issuer during the reporting period.
d. Indicate whether the Firm issued any audit report with respect to any broker
or dealer during the reporting period.
e. In the event of a negative response to both Items Item 3.1.a and 3.1.c,
indicate whether,d, indicate whether the Firm played a substantial role in
the preparation or furnishing of an audit report with respect to a broker or
dealer during the reporting period , the Firm issued any document with respect
to financial statements of a non-issuer broker-dealer in which the Firm either
set forth an opinion on the financial statements or asserted that no such opinion
can be expressed.
Item 3.2 Fees Billed to Issuer Audit Clients
a. Of the total fees billed by the Firm to all clients for services that were rendered
in the reporting period, state the percentage (which may be rounded, but no less
specifically than to the nearest five percent) attributable to fees billed to issuer
audit clients for–
1. Audit services;
2. Other accounting services;
3. Tax services; and
4. Non-audit services.

b. Indicate, by checking the appropriate box, which of the following two methods
the Firm used to calculate the percentages reported in Item 3.2.a—
1. The Firm used as a denominator the total fees billed to all clients for services
rendered during the reporting period and used as numerators (for each of the
four categories) total fees billed to issuer audit clients for the relevant services
rendered during the reporting period.
2. The Firm used as a denominator the total fees billed to all clients in the Firm's
fiscal year that ended during the reporting period and used as numerators
(for each of the four categories) total issuer audit client fees as determined by
reference to the fee amounts disclosed to the Commission by those clients for
each client's fiscal year that ended during the reporting period (including, for
clients who have not made the required Commission filings, the fee amounts
required to be disclosed).

c. If the Firm has used a reasonable method to estimate the components of the
calculations described in Item 3.2.b, rather than using the specific data, check
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this box and attach Exhibit 3.2 briefly describing the reasons for doing so and
the methodology used in making those estimates.
Note: In responding to Item 3.2, careful attention should be paid to the definitions of the italicized terms, which are found in Board Rules 1001(i)(iii) (issuer), 1001(a)(v) (audit), 1001(a)(vii) (audit services), 1001(o)(i) (other accounting services), 1001(t)(i) (tax services), and 1001(n)(ii) (non-audit services). The
definitions of the four categories of services correspond to the Commission's
descriptions of the services for which an issuer must disclose fees paid to its auditor. Compare the descriptions of services in Item 9(e) of Commission Schedule
14A (17 C.F.R. § 240.14a-101) under the headings "Audit Fees," "Audit-Related
Fees," "Tax Fees," and "All Other Fees" with, respectively, the Board's definitions of Audit Services, Other Accounting Services, Tax Services, and Non-Audit
Services.

Item 3.3 Foreign Registered Public Accounting Firm's Designation of U.S. Agent
a. If the Firm is a foreign registered public accounting firm that has
designated to the Commission or Board an agent in the United
States upon whom the Commission or the Board may serve any
request to the Firm under Section 106 of the Act or any process,
pleading, or other papers in any action against the Firm to enforce
Section 106 of the Act, check here and enter the name and address
of the designated agent.
b. If the Firm is a foreign registered public accounting firm and
did not check the box for Item 3.3.a, indicate by checking
"yes" or "no" whether the Firm has, since July 21, 2010, (1)
performed material services upon which another registered public
accounting firm relied in the conduct of an audit or interim
review, (2) issued an audit report, (3) performed audit work, or
(4) performed interim reviews.
Note: If the Firm checks "yes" for Item 3.3.b, the Firm must
immediately provide to the Commission or the Board the
designation required by Section 106(d)(2) of the Act.
Note: If the Firm checks "no" for Item 3.3.b, and the Firm later
performs any of the activities identified in Section 106(d)(2) of the
Act, the Firm must immediately provide to the Commission or the
Board the designation required by Section 106(d)(2) of the Act.
Note: If the Firm has previously designated an agent for service
to the Commission or Board, the Firm must immediately
communicate any change in the name or address of the agent
to the Commission or Board.
PART IV—AUDIT CLIENTS AND AUDIT REPORTS
Item 4.1 Audit Reports Issued by the Firm for Issuers
a. Provide the following information concerning each issuer for which the Firm
issued any audit report(s) during the reporting period—
1. The issuer's name;
2. The issuer's CIK number, if any; and
3. The date(s) of the audit report(s).

b. If the Firm identified any issuers in response to Item 4.1.a., indicate, by
checking the box corresponding to the appropriate range set out below, the
total number of Firm personnel who exercised the authority to sign the Firm's
name to an audit report, for an issuer, during the reporting period. If the Firm
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checks the box indicating that the number is in the range of 1-9, provide the
exact number.
1-9
10-25
26-50
51-100
101-200
More than 200
Note: In responding to Item 4.1, careful attention should be paid to
the definition of audit report, which is found in Rule 1001(a)(vi) of the Board's
Rules, and which does not encompass reports prepared for entities that are not
issuers, as that term is defined in Rule 1001(i)(iii). Careful 4.1(a), careful attention should also be paid to the definition of issuer. The Firm should not, for
example, overlook the fact that investment companies may be issuers, or that
employee benefit plans that file reports on Commission Form 11-K are issuers.
Note: In responding to Item 4.1, do not list any issuer more than once. For each
issuer , provide in Item 4.1.a.3 the audit report dates (as described in AU 530,
Dating of the Independent Auditor's Report) of all such audit reports for that
issuer, including each date of any dual-dated audit report.
Note: In responding to Item 4.1.a.3, it is not necessary to provide the date of any
consent to an issuer's use of an audit report previously issued for that issuer,

except that, if such consents constitute the only instances of the Firm issuing
audit reports for a particular issuer during the reporting period, the Firm should
include that issuer in Item 4.1 and include the dates of such consents and
indicate whether the dates provided correspond to the issuance of a consent to
the use of a previously-issued audit reportin Item 4.1.a.3.
Item 4.2 Issuer Audit Reports With Respect to Which the Firm Played a Substantial Role during the Reporting Period
a. If no issuers are identified in response to Item 4.1.a, but the Firm played a
substantial role in the preparation or furnishing of an audit report for an issuer
that was issued during the reporting period, provide the following information
concerning each issuer with respect to which the Firm did so—
1. The issuer's name;
2. The issuer's CIK number, if any;
3. The name of the registered public accounting firm that issued the audit
report(s);
4. The end date(s) of the fiscal period(s) covered by the financial statements
that were the subject of the audit report(s); and
5. A description of the substantial role played by the Firm with respect to the
audit report(s).
Note: If the Firm identifies any issuer in response to Item 4.1, the Firm need
not respond to Item 4.2.
Note: In responding to Item 4.2, do not list any issuer more than once.

Item 4.3 Audit Reports Issued by the Firm for Brokers or Dealers
a. Provide the following information concerning each audit report issued for a
broker or dealer during the reporting period—
1. The broker's or dealer's name;
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2. The broker's or dealer's CRD number, and CIK number, if any; and
3. The date of the audit report(s).

b. If the Firm identified any brokers or dealers in response to Item 4.3.a.,
indicate, by checking the box corresponding to the appropriate range set out
below, the total number of Firm personnel who exercised the authority to sign
the Firm's name to an audit report, for a broker or dealer, during the reporting
period. If the Firm checks the box indicating that the number is in the range of
1-9, provide the exact number.
1-9
10-25
26-50
51-100
101-200
More than 200
Note: For each audit report provide in Item 4.3.a.3 the audit report dates (as
described in AU 530, Dating of the Independent Auditor's Report) including
each date of any dual-dated audit report.

Item 4.4 Broker or Dealer Audit Reports With Respect to Which the Firm Played
a Substantial Role during the Reporting Period
If no brokers or dealers are identified in response to Item 4.3.a, but the Firm
played a substantial role in the preparation or furnishing of an audit report
for a broker or dealer that was issued during the reporting period, provide the
following information concerning each broker or dealer with respect to which
the Firm did so—
a. The broker's or dealer's name;
b. The broker's or dealer's CRD number, and CIK number, if any;
c. The name of the registered public accounting firm that issued the audit
report(s);
d. The end date(s) of the fiscal period(s) covered by the financial statements that
were the subject of the audit report(s); and
e. A description of the substantial role played by the Firm with respect to the
audit report(s).
Note: If the Firm identifies any broker or dealer in response to Item 4.3, the
Firm need not respond to Item 4.4.
Note: In responding to Item 4.4, do not list any broker or dealer more than once.

PART V—OFFICES AND AFFILIATIONS
In Part V, the Firm should provide information that is current as of the last day
of the reporting period.
Item 5.1 Firm's Offices
List the physical address and, if different, the mailing address, of each of the
Firm's offices.
Item 5.2 Audit-related Memberships, Affiliations, or Similar Arrangements
a. State whether the Firm has any:
1. Membership or affiliation in or with any network, arrangement,
alliance, partnership or association that licenses or authorizes
audit procedures or manuals or related materials, or the use of
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a name in connection with the provision of audit services or accounting services;
2. Membership or affiliation in or with any network, arrangement,
alliance, partnership or association that markets or sells audit
services or through which joint audits are conducted; or
3. Arrangement, whether by contract or otherwise, with another entity through or from which the Firm employs or leases personnel
to perform audit services.
b. If the Firm provides an affirmative response to Item 5.2.a, identify, by name
and address, the entity with which the Firm has each such relationship, and
provide a brief description of each such relationship.
Note: Item 5.2.b does not require information concerning every other entity that
is part of the network, arrangement, alliance, partnership or association, but
only information concerning the network, arrangement, alliance, partnership,
or association itself, or the principal entity through which it operates.

PART VI—PERSONNEL
In Part VI, the Firm should provide information that is current as of the last
day of the reporting period.
Item 6.1 Number of Firm Personnel
Provide the following numerical totals—Total number of the Firm's accountants;
Total number of the Firm's certified public accountants (include in this number
all accountants employed by the Firm with comparable licenses from non-U.S.
jurisdictions); and
Total number of the Firm's personnel.
PART VII—CERTAIN RELATIONSHIPS
Item 7.1 Individuals with Certain Disciplinary or Other Histories
a. Other than a relationship required to be reported in Item 4.15.1 of Form
3, and only if the Firm has not previously identified the individual and the
sanction or Commission order on Form 1, Form 2, or Form 3, state whether, as
of the end of the reporting period, the Firm has any employee, partner, shareholder, principal, member, or owner who was the subject of a Board disciplinary
sanction or a Commission order under Rule 102(e) of the Commission's Rules of
Practice, entered within the five years preceding the end of the reporting period
and without that sanction or order having been vacated on review or appeal,
and who provided at least ten hours of audit services for any issuer, broker, or
dealer during the reporting period.
b. If the Firm provides an affirmative response to Item 7.1.a, provide—
1. The name of each such individual;
2. A description of the nature of the relationship;
3. The date that the Firm entered into the relationship; and
4. The date of the relevant order and an indication whether it was
a Board order or a Commission order.
Item 7.2 Entities with Certain Disciplinary or Other Histories
a. Other than a relationship required to be reported in Item 4.25.2 of Form
3, and only if the Firm has not previously reported the information on Form
1, Form 2, or Form 3, state whether, as of the end of the reporting period, the
Firm was owned or partly owned by an entity that was the subject of (a) a Board
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disciplinary sanction entered within the five years preceding the end of the reporting period, which has not been vacated on review or appeal, suspending or
revoking that entity's registration or disapproving that entity's application for
registration, or (b) a Commission order under Rule 102(e) of the Commission's
Rules of Practice entered within the five years preceding the end of the reporting period, which has not been vacated on appeal, suspending or denying the
privilege of appearing or practicing before the Commission.
b. If the Firm provides an affirmative response to Item 7.2.a, provide—
1.

The name of each such entity;

2.

A description of the nature of the relationship;

3.

The date that the Firm entered into the relationship; and

4.

The date of the relevant order and an indication whether it was
a Board order or a Commission order.

Item 7.3 Certain Arrangements to Receive Consulting or Other Professional
Services
a. Other than a relationship required to be reported in Item 4.35.3 of Form 3,
state whether the Firm received, or entered into a contractual or other arrangement to receive, from any individual or entity meeting the criteria described
in Items 7.1.a. or 7.2.a, consulting or other professional services related to the
Firm's audit practice or related to services the Firm provides to issuer, broker,
or dealer audit clients.
b. If the Firm provides an affirmative response to Item 7.3.a, provide—
1.

The name of each such individual or entity;

2.

A description of the nature of the relationship;

3.

The date that the Firm entered into the relationship;

4.

A description of the services provided or to be provided to the Firm
by the individual or entity; and

5.

The date of the relevant order and an indication whether it was
a Board order or a Commission order.

PART VIII—ACQUISITION OF ANOTHER PUBLIC ACCOUNTING
FIRM OR SUBSTANTIAL PORTIONS OF ANOTHER PUBLIC ACCOUNTING FIRM’S PERSONNEL
If the Firm became registered on or after December 31, 2009, the first annual
report that the Firm files must provide this information for the period running
from the date used by the Firm for purposes of General Instruction 9 of Form
1 (regardless of whether that date was before or after the beginning of the
reporting period) through March 31 of the year in which the annual report is
required to be filed.
Item 8.1 Acquisition of Another Public Accounting Firm or Substantial Portions
of Another Public Accounting Firm's Personnel
a. State whether the Firm acquired another public accounting firm.
b. If the Firm provides an affirmative response to Item 8.1.a, provide the name(s)
of the public accounting firm(s) that the Firm acquired.
c. State whether the Firm, without acquiring another public accounting firm,
took on as employees, partners, shareholders, principals, members, or owners
75% or more of the persons who, as of the beginning of the reporting period,
were the partners, shareholders, principals, members, or owners of another
public accounting firm.
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d. If the Firm provides an affirmative response to Item 8.1.c, provide the name of
the other public accounting firm and the number of the other public accounting
firm's former partners, shareholders, principals, members, owners, and accountants that joined the Firm.
PART IX—AFFIRMATION OF CONSENT
Item 9.1 Affirmation of Understanding of, and Compliance with, Consent Requirements
Whether or not the Firm, in applying for registration with the Board, provided
the signed statement required by Item 8.1 of Form 1, affirm that—
a. The Firm has consented to cooperate in and comply with any request for
testimony or the production of documents made by the Board in furtherance of
its authority and responsibilities under the Sarbanes-Oxley Act of 2002;
b. The Firm has secured from each of its associated persons, and agrees to enforce as a condition of each such person's continued employment by or other
association with the Firm, a consent indicating that the associated person consents to cooperate in and comply with any request for testimony or the production of documents made by the Board in furtherance of its authority under the
Sarbanes-Oxley Act of 2002, and that the associated person understands and
agrees that such consent is a condition of his or her continued employment by
or other association with the Firm; and
c. The Firm understands and agrees that cooperation and compliance, as described in Item 9.1.a, and the securing and enforcing of consents from its associated persons as described in Item 9.1.b, is a condition to the continuing
effectiveness of the registration of the Firm with the Board.
Note 1: The affirmation in Item 9.1.b shall not be understood to include an
affirmation that the Firm has secured such consents from any associated person
that is a registered public accounting firm.
Note 2: The affirmation in Item 9.1.b shall not be understood to include an
affirmation that the Firm has secured such consents from any associated person
that is a foreign public accounting firm in circumstances where that associated
person asserts that non-U.S. law prohibits it from providing the consent, so
long as the Firm possesses in its files documents relating to the associated
person's assertion about non-U.S. law that would be sufficient to satisfy the
requirements of subparagraphs (2) through (4) of Rule 2207(c) if that associated
person were a registered public accounting firm filing a Form 2 and withholding
this affirmation. This exception to the affirmation in Item 9.1.b does not relieve
the Firm of its obligation to enforce cooperation and compliance with Board
demands by any such associated person as a condition of continued association
with the Firm.
Note 3: If the Firm is a foreign registered public accounting firm, the affirmations in Item 9.1 that relate to associated persons shall be understood to encompass every accountant who is a proprietor, partner, principal, shareholder,
officer, or audit manager of the Firm and who provided at least ten hours of
audit services for any issuer during the reporting period.

PART X—CERTIFICATION OF THE FIRM
Item 10.1 Signature of Partner or Authorized Officer
This Form must be signed on behalf of the Firm by an authorized partner or
officer of the Firm including, in accordance with Rule 2204, both a signature that
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appears in typed form within the electronic submission and a corresponding
manual signature retained by the Firm. The signer must certify that—
a. the signer is authorized to sign this Form on behalf of the Firm;
b. the signer has reviewed this Form;
c. based on the signer's knowledge, the Firm has filed a special report on Form
3 with respect to each event that occurred before the end of the reporting period
and for which a special report on Form 3 is required under the Board's rules;
d. based on the signer's knowledge, this Form does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements
were made, not misleading; and
e. either—
1. based on the signer's knowledge, the Firm has not failed to include in this
Form any information or affirmation that is required by the instructions to this
Form, or
2. based on the signer's knowledge—

the Firm is a foreign registered public accounting firm and has
not failed to include in this Form any information or affirmation
that is required by the instructions to this Form except for information or affirmations that the Firm asserts it cannot provide to
the Board on this Form 2 without violating non-U.S. law;
(B) with respect to any such withheld information or affirmation,
the Firm has satisfied the requirements of PCAOB Rule 2207(b)
and has in its possession the materials required by PCAOB Rule
2207(c); and
(C) the Firm has indicated, in accordance with the instructions to this
Form, each Item of this Form with respect to which the Firm has
withheld any required information or affirmation.
The signature must be accompanied by the signer's title, the capacity in which
the signer signed the Form, the date of signature, and the signer's business
mailing address, business telephone number, business facsimile number, and
business e-mail address.
(A)

PART XI—EXHIBITS
To the extent applicable under the foregoing instructions or the Board's rules,
each annual report must be accompanied by the following exhibits:
Exhibit 3.2 Description of Methodology Used to Estimate Components of Calculation in Item 3.2 and Reasons for Using Estimates
Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.3 Materials Required by Rule 2207(c)(2)–(4)—Submit Only as an
Exhibit to an Amended Form 2 in Response to a Request Made Pursuant to Rule
2207(d)
FORM 3—SPECIAL REPORT FORM
GENERAL INSTRUCTIONS
1. Submission of this Report. Effective December 31, 2009, a registered public accounting firm must use this Form to file special
reports with the Board pursuant to Section 102(d) of the Act and
Rule 2203 and to file any amendments to a special report. Unless
otherwise directed by the Board, the Firm must file this Form, and
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all exhibits to this Form, electronically with the Board through
the Board's Web-based system.
Defined Terms. The definitions in the Board's rules apply to this
Form. Italicized terms in the instructions to this Form are defined
in the Board's rules. In addition, as used in the instructions to this
Form, the term "the Firm" means the registered public accounting
firm that is filing this Form with the Board.
When this Report is Required and When It is Considered Filed.
Upon the occurrence of any event specified in Part II of this Form,
the Firm must report the event on this Form by following the instructions to this Form. With respect to events that occur on or
after December 31, 2009 and while the Firm is registered, the
Firm must file the Form no later than thirty days after the occurrence of the event reported. Certain additional requirements
apply, but they vary depending on whether a firm was registered
as of December 31, 2009. A firm that becomes registered after
December 31, 2009, must, within thirty days of receiving notice
of Board approval of its registration application, file this Form to
report any reportable events that occurred in a specified period
before approval of the firm's application for registration. See Rule
2203(a)(2). A firm that was registered as of December 31, 2009,
must, by January 30, 2010, file this Form to report certain additional information that is current as of December 31, 2009. See
Rule 2203(a)(3) and General Instruction No. 4 below. A special report shall be deemed to be filed on the date that the Firm submits
a Form 3 in accordance with Rule 2203 that includes the signed
certification required in Part VIII of Form 3.
Required Filing to Bring Current Certain Information for Firms
Registered as of December 31, 2009. If the Firm is registered as
of December 31, 2009, the Firm must file a special report on this
Form no later than January 30, 2010, to report the information
specified below, to the extent that it has not been reported on the
Firm's Form 1 filing. The Firm must make this Form 3 filing to
report the following information even if the Firm has previously
informally disclosed the information to the Board or its staff–
a. Information responsive to Items 2.4 through 2.9 and Item
4.1 if (1) the proceeding is pending as of December 31, 2009,
and (2) the defendants or respondents as of that date include either the Firm or a person who is a partner, shareholder, principal, owner, member, or audit manager of the
Firm as of that date;
b. Information responsive to Items 2.10 and 4.2 if (1) the
conclusion of a proceeding as to any party specified there
occurred after the date used by the firm for purposes of
General Instruction 9 to Form 1 and before December 31,
2009, and (2) the proceeding resulted in any conviction of,
judgment against, imposition of any liability or sanction
on, or Commission Rule 102(e) order against the Firm or
any person who is a partner, shareholder, principal, owner,
member, or audit manager of the Firm as of December 31,
2009;
c. Information responsive to Items 2.11 and 4.3 if the Firm
is the subject of a petition or proceeding described there as
of December 31, 2009;
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d. Information responsive to Items 2.12 through 2.14 and
Part V if (1) the relationship commenced after the date
used by the firm for purposes of General Instruction 9 to
Form 1, (2) the specified disciplinary sanction or Commission Rule 102(e) order continued to be in effect as of December 31, 2009, and (3) the specified relationship continues
to exist as of December 31, 2009;
e. Information responsive to Items 2.15 and 6.1 if (1) the loss
of authorization relates to a jurisdiction or authority identified in Item 1.7 of the Firm's Form 1 and, (2) as of December 31, 2009, the Firm continues to lack the specified
authorization in that jurisdiction;
f. Information responsive to Items 2.16 and 6.2 if the license
or certification is in effect as of December 31, 2009; and
g. Information responsive to Items 2.17 and 2.18 and Part VII
that is current as of December 31, 2009 to the extent that
it differs from the corresponding information provided on
the Firm's Form 1.
5.

Completing the Form. A firm filing this Form must always complete Parts I, II, and VIII of this Form. Parts III through VII
should be completed to the extent applicable, as described more
fully in the instructions to Part II of the Form.

6.

Amendments to this Report. Amendments shall not be filed to
update information in a filed Form 3 that was correct at the time
the Form was filed, but only to correct information that was incorrect at the time the Form was filed or to provide information
that was omitted from the Form and was required to be provided
at the time the Form was filed. When filing a Form 3 to amend an
earlier filed Form 3, the Firm must supply not only the corrected
or supplemental information, but must include in the amended
Form 3 all information, affirmations, and certifications that were
required to be included in the original Form 3. The Firm may access the originally filed Form 3 through the Board's Web-based
system and make the appropriate amendments without needing
to re-enter all other information.
Note: The Board will designate an amendment to a special report
as a report on "Form 3/A."

7.

Rules Governing this Report. In addition to these instructions, the
rules contained in Part 2 of Section 2 of the Board's rules govern
this Form. Please read these rules and the instructions carefully
before completing this Form.

8.

Requests for Confidential Treatment. The Firm may, by marking
the Form in accordance with the instructions provided, request
confidential treatment of any information submitted in Item 3.1.c,
Part IV, Part V, Item 6.1.d, Item 7.1.d, or Exhibit 99.3 of this
Form that has not otherwise been publicly disclosed and that either contains information reasonably identified by the Firm as
proprietary information or that is protected from public disclosure by applicable laws related to confidentiality of proprietary,
personal, or other information. See Rule 2300. If the Firm requests confidential treatment, it must identify the information
in Item 3.1.c, Part IV, Part V, Item 6.1.d, Item 7.1.d, or Exhibit
99.3 that it desires to keep confidential, and include, as Exhibit
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9.

10.

99.1 to this Form, an exhibit a representation that, to the Firm's
knowledge, the information for which confidential treatment is
requested has not otherwise been publicly disclosed, and a
detailed explanation of the grounds on which the information is
considered proprietary or a detailed explanation of the basis for
asserting that the information is protected by law from public
disclosure and a copy of the specific provision of law that the
Firm claims protects the information from public disclosure. If
the Firm fails to include Exhibit 99.1, or includes an Exhibit
99.1 that complies fails to comply with the requirements of
Rule 2300(c)(2). , the request for confidential treatment may be
denied solely on the basis of the failure. The Board will normally
grant confidential treatment requests for information concerning
non-public disciplinary proceedings. The Board will determine
whether or not to grant other confidential treatment requests on
a case-by-case basis. If the Firm fails to include Exhibit 99.1, or
includes an Exhibit 99.1 that fails to comply with Rule 2300(c)(2),
the request for confidential treatment may be denied solely on the
basis of that failure See Rule 2300(c).
Assertions of Conflicts with Non-U.S. Law. If the Firm is a foreign
registered public accounting firm, the Firm may, unless otherwise
directed by the Board pursuant to Rule 2207(e), decline to provide certain information required by this Form if the Firm could
not provide such information without violating non-U.S. law and
the Firm proceeds in accordance with Rule 2207. The Firm may
withhold responsive information on that basis from any Part of
the Form other than Parts I, II, and VIII, and Items 7.1.a, 7.1.b,
7.1.c, and 7.2. If the firm withholds responsive information, the
Firm must indicate, in accordance with the instructions in the
relevant Part of the Form, the particular Items with respect to
which the Firm has withheld responsive information. The Firm
may not use the Form to make any general assertion that a particular requirement may conflict with non-U.S. law, but only to
indicate that, on the basis of an asserted conflict, the Firm has in
fact withheld from this Form required information.
Language. Information submitted as part of this Form, including
any exhibit to this Form, must be in the English language.

PART I—IDENTITY OF THE FIRM
Item 1.1 Name of Firm
a. State the legal name of the Firm.
Note: If the Firm is filing this Form 3 to report that the Firm's legal name
has changed, the name entered in Item 1.1.a should be the Firm's legal name
before the name change that is being reported. The Firm's new name should be
included in the response to Item 1.1.c.

b. If different than its legal name, state the name or names under which the
Firm issues audit reports.
c. If the Firm is filing this Form 3 to report that the Firm's legal name has
changed, state the new legal name of the Firm.
PART II—REASON FOR FILING THIS REPORT
Indicate, by checking the relevant box(es) from among Items 2.1 through 2.18
below, the event(s) being reported on this Form. More than one event may be
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reported in the same Form 3 filing. For each event indicated below, proceed
to the Parts and Items of this Form indicated parenthetically for the specific
event being reported and provide the information therein described. Provide
responses only to those Parts and Items of the Form specifically indicated for
the event or events that the Firm identifies in this Part II as an event being
reported on this Form. (For example, if the Form is being filed solely to report
that the Firm has changed its name, check the box for Item 2.17 in this Part of
the Form, and complete only Item 7.1 and Part VIII of the Form.) If the Firm is
filing this Form to amend a previous filing, the Firm also should complete Item
2.19.
Note: In Items 2.4 through 2.11 and Item 2.15, the reportable event is described
in terms of whether the Firm "has become aware" of certain facts. For these
purposes, the Firm is deemed to have become aware of the relevant facts on the
date that any partner, shareholder, principal, owner, or member of the Firm
first becomes aware of the facts.

Audit Reports
Item 2.1 The Firm has withdrawn an audit report on an issuer's financial statements, or withdrawn its consent to the use of its name in a report, document,
or written communication containing an issuer's financial statements, and the
issuer has failed to comply with a Commission requirement to make a report
concerning the matter pursuant to Item 4.02 of Commission Form 8-K. (Complete Item 3.1 and Part VIII.)
Item 2.1-C The Firm has resigned, declined to stand for re-appointment, or been
dismissed from an audit engagement as principal auditor (or an auditor upon
whom the issuer's principal auditor expressed reliance in its report regarding a
significant subsidiary), and the issuer has failed to comply with a Commission
requirement to make a report concerning the matter pursuant to Item 4.01 of
Commission Form 8-K. (Complete Item 3.2 and Part VIII.)
Item 2.2 The Firm has issued audit reports with respect to more than 100 issuers
in a calendar year immediately following a calendar year in which the Firm did
not issue audit reports with respect to more than 100 issuers. (Complete Part
VIII.)
Item 2.3 The Firm has issued audit reports with respect to 100 or fewer issuers
in a completed calendar year immediately following a calendar year in which
the Firm issued audit reports with respect to more than 100 issuers. (Complete
Part VIII.)
Certain Legal Proceedings
Item 2.4 The Firm has become aware that the Firm has become a defendant in
a criminal proceeding prosecuted by a governmental criminal law enforcement
authority. (Complete Item 4.1 and Part VIII.)
Item 2.5 The Firm has become aware that, in a matter arising out of his or her
conduct in the course of providing audit services or other accounting services to
an issuer, broker, dealer, a partner, shareholder, principal, owner, member, or
audit manager of the Firm has become a defendant in a criminal proceeding
prosecuted by a governmental criminal law enforcement authority. (Complete
Item 4.1 and Part VIII.)
Item 2.6 The Firm has become aware that a partner, shareholder, principal,
owner, member, or audit manager of the Firm who provided at least ten hours
of audit services for any issuer, broker, or dealer during the Firm's current fiscal year or its most recently completed fiscal year has become a defendant in
a criminal proceeding prosecuted by a governmental criminal law enforcement
authority and is charged with fraud, embezzlement, forgery, extortion, bribery,
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obstruction of justice, perjury, or false statements; or charged with any crime
arising out of alleged conduct relating to accounting, auditing, securities, banking, commodities, taxation, consumer protection, or insurance. (Complete Item
4.1 and Part VIII.)
Item 2.7 The Firm has become aware that, in a matter arising out of the Firm's
conduct in the course of providing professional services for a client, the Firm
has become a defendant or respondent in a civil or alternative dispute resolution proceeding initiated by a governmental entity or in an administrative or
disciplinary proceeding other than a Board disciplinary proceeding. (Complete
Item 4.1 and Part VIII.)
Item 2.8 The Firm has become aware that, in a matter arising out of his or her
conduct in the course of providing audit services or other accounting services to
an issuer, broker, dealer, a partner, shareholder, principal, owner, member, or
audit manager of the Firm has become a defendant or respondent in a civil or
alternative dispute resolution proceeding initiated by a governmental entity or
in an administrative or disciplinary proceeding other than a Board disciplinary
proceeding. (Complete Item 4.1 and Part VIII.)
Item 2.9 The Firm has become aware that, in a matter arising out of his or
her conduct in the course of providing professional services for a client, a partner, shareholder, principal, owner, member, or audit manager of the Firm who
provided at least ten hours of audit services for any issuer, broker, or dealer
during the Firm's current fiscal year or its most recently completed fiscal year
has become a defendant or respondent in a civil or alternative dispute resolution proceeding initiated by a governmental entity or in an administrative or
disciplinary proceeding other than a Board disciplinary proceeding. (Complete
Item 4.1 and Part VIII.)
Item 2.10 The Firm has become aware that a proceeding meeting the criteria
described in Items 2.4, 2.5, 2.6, 2.7, 2.8, or 2.9, above has been concluded as to
the Firm or a partner, shareholder, principal, owner, member, or audit manager
of the Firm (whether by dismissal, acceptance of pleas, through consents or
settlement agreements, the entry of a final judgment, or otherwise). (Complete
Item 4.2 and Part VIII.)
Item 2.11 The Firm has become aware that the Firm, or the parent or a subsidiary of the Firm, has become the subject of a petition filed in a bankruptcy
court, or has otherwise become the subject of a proceeding in which a court or
governmental agency (or, in a non-U.S. jurisdiction, a person or entity performing a comparable function) has assumed jurisdiction over substantially all of
the assets or business of the Firm or its parent or a subsidiary. (Complete Item
4.3 and Part VIII.)
Certain Relationships
Item 2.12 The Firm has taken on as an employee, partner, shareholder, principal, or member, or has otherwise become owned or partly owned by, a person
who is currently the subject of (a) a Board disciplinary sanction suspending or
barring the person from being an associated person of a registered public accounting firm , or (b) a Commission order under Rule 102(e) of the Commission's
Rules of Practice suspending or denying the privilege of appearing or practicing
before the Commission, or (c) a court-ordered injunction prohibiting appearance
or practice before the Commission. (Complete Item 5.1 and Part VIII.)
Item 2.13 The Firm has become owned or partly owned by an entity that is currently the subject of (a) a Board disciplinary sanction suspending or revoking
that entity's registration or disapproving that entity's application for registration, or (b) a Commission order under Rule 102(e) of the Commission's Rules of
Practice suspending or denying the privilege of appearing or practicing before
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the Commission, or (c) a court-ordered injunction prohibiting appearance or
practice before the Commission. (Complete Item 5.2 and Part VIII.)
Item 2.14 The Firm has entered into a contractual or other arrangement to
receive consulting or other professional services from a person or entity meeting
any of the criteria described in Items 2.12 or 2.13 above. (Complete Item 5.3
and Part VIII.)
Licenses and Certifications
Item 2.15 The Firm has become aware that its authorization to engage in the
business of auditing or accounting in a particular jurisdiction has ceased to
be effective or has become subject to conditions or contingencies other than
conditions or contingencies imposed on all firms engaged in the business of
auditing or accounting in the jurisdiction. (Complete Item 6.1 and Part VIII.)
Item 2.16 The Firm has obtained a license or certification authorizing the Firm
to engage in the business of auditing or accounting and which has not been
identified on any Form 1 or Form 3 previously filed by the Firm, or there has
been a change in a license or certification number identified on a Form 1 or
Form 3 previously filed by the Firm. (Complete Item 6.2 and Part VIII.)
Changes in the Firm or the Firm's Board Contact Person
Item 2.17 The Firm has changed its legal name while otherwise remaining the
same legal entity that it was before the name change. (Complete Item 7.1 and
Part VIII.)
Item 2.18 There has been a change in the business mailing address, business
telephone number, business facsimile number, or business e-mail of the person
most recently designated by the Firm (on Form 2, Form 3, or Form 4) as the
Firm's primary contact with the Board, or the Firm is designating a new person
to serve as the primary contact. (Complete Item 7.2 and Part VIII.)
Amendment
Item 2.19 Amendments
If this is an amendment to a report previously filed with the Board—
a. Indicate, by checking the box corresponding to this item, that this is an
amendment.
b. Identify the specific Item numbers of this Form (other than this Item 2.19)
as to which the Firm's response has changed from that provided in the most
recent Form 3 or amended Form 3 filed by the Firm with respect to the events
reported on this Form.
PART III—WITHDRAWN AUDIT REPORTS AND ISSUER AUDITOR
CHANGES
Item 3.1 Withdrawn issuer audit reports and consents
If the Firm has withdrawn an audit report on an issuer's financial statements,
or withdrawn its consent to the use of its name in a report, document, or written
communication containing an issuer's financial statements, and the issuer has
failed to comply with a Commission requirement to make a report concerning
the matter pursuant to Item 4.02 of Commission Form 8-K, provide—
a. The issuer's name and CIK number, if any;
b. The date(s) of the audit report(s) that the Firm has withdrawn, or to which
the Firm's withdrawal of consent relates; and
c. A description of the reason(s) the Firm has withdrawn the audit report(s) or
the consent.

REL 2013-010

3827

Amendments to Conform the Board’s Rules
Note: The 30-day period in which the Firm must report the event does not begin
to run unless and until the issuer fails to report on Form 8-K within the time
required by the Commission's rules. The Firm must then report the event on
Form 3 within 30 days of the expiration of the required Form 8-K filing deadline,
unless, within that 30-day period, the issuer reports on a late-filed Form 8-K.

Item 3.2 Issuer auditor changes
If the Firm has resigned, declined to stand for re-appointment, or been
dismissed from an audit engagement as principal auditor (or an auditor upon
whom the issuer's principal auditor expressed reliance in its report regarding a
significant subsidiary) and the issuer has failed to comply with a Commission
requirement to make a report concerning the matter pursuant to Item 4.01 of
Commission Form 8-K, provide—
a. The issuer's name and CIK number, if any; and
b. Whether the Firm resigned, declined to stand for re-election, or was
dismissed and the date thereof.
PART IV—CERTAIN PROCEEDINGS
Item 4.1 Criminal, Governmental, Administrative, or Disciplinary Proceedings
If the Firm has indicated in this Form 3 that any of the events described in Items
2.4, 2.5, 2.6, 2.7, 2.8, or 2.9 has occurred, provide the following information with
respect to each such event—
a. The name, filing date, and case or docket number of the proceeding, and the
nature of the proceeding, i.e., whether it is a criminal proceeding, a civil or
alternative dispute resolution proceeding, or an administrative or disciplinary
proceeding.
b. The name of the court, tribunal, or body in or before which the proceeding
was filed.
c. An indication whether the Firm itself is a defendant or respondent in the
proceeding and, if so, the statutes, rules, or legal duties that the firm is alleged
to have violated, and a brief description of the firm's alleged conduct in violation
of those statutes, rules, or legal duties.
d. The names of every defendant or respondent who is a partner, shareholder,
principal, owner, member, or audit manager of the Firm, or who was such either
at the time the Firm received notice of the proceeding or at the time of the
alleged conduct on which any claim or charge is based, and who provided at
least ten hours of audit services for any issuer, broker, or dealer during the
Firm's current fiscal year or its most recent fiscal year; and, as to each such
defendant or respondent, the statutes, rules, or legal duties that he or she is
alleged to have violated, and a brief description of his or her alleged conduct in
violation of those statutes, rules, or legal duties.
e. The name of any client that was the recipient of the professional services to
which any claim or charge in the proceeding relates.
Note: For the purpose of this Part, administrative or disciplinary proceedings
include those of the Commission; any other federal, state, or non-U.S. agency,
board, or administrative or licensing authority; and any professional association or body. Investigations that have not resulted in the commencement of a
proceeding need not be included.

Item 4.2 Concluded Criminal, Governmental, Administrative, or Disciplinary
Proceedings
If any proceeding meeting the criteria described in Items 2.4, 2.5, 2.6, 2.7, 2.8,
or 2.9, including any proceeding reported in Item 4.1, has been concluded as to
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the Firm or a partner, shareholder, principal, owner, member, or audit manager
of the Firm (whether by dismissal, acceptance of pleas, through consents or
settlement agreements, the entry of a final judgment, or otherwise), provide—
a. The name, filing date, and case or docket number of the proceeding, and the
nature of the proceeding, i.e., whether it is a criminal proceeding, a civil or
alternative dispute resolution proceeding, or an administrative or disciplinary
proceeding;
b. The name of the court, tribunal, or body in or before which the proceeding
was filed; and
c. A brief description of the terms of the conclusion of the proceeding as to the
Firm or partner, shareholder, principal, owner, member, or audit manager.
Item 4.3 Bankruptcy or Receivership
If the Firm, or the parent or a subsidiary thereof, has become the subject of
a petition filed in a bankruptcy court, or has otherwise become the subject
of a proceeding in which a court or governmental agency (or, in a non-U.S.
jurisdiction, a person or entity performing a comparable function) has assumed
jurisdiction over substantially all of the assets or business of the Firm or its
parent or a subsidiary, provide—
a. the name of the proceeding;
b. the name of the court or governmental body;
c. the date of the filing or of the assumption of jurisdiction; and
d. the identity of the receiver, fiscal agent or similar officer, if applicable, and
the date of his or her appointment.
PART V—CERTAIN RELATIONSHIPS
Item 5.1 New Relationship with Person Subject to Bar or Suspension
If the Firm has taken on as an employee, partner, shareholder, principal, or
member, or has otherwise become owned or partly owned by, a person who is
currently the subject of (a) a Board disciplinary sanction suspending or barring
the person from being an associated person of a registered public accounting
firm, or (b) a Commission order under Rule 102(e) of the Commission's Rules of
Practice suspending or denying the privilege of appearing or practicing before
the Commission, or (c) a court-ordered injunction prohibiting appearance or
practice before the Commission, provide—
a. the name of the person;
b. the nature of the person's relationship with the Firm; and
c. the date on which the person's relationship with the Firm began.
Item 5.2 New Ownership Interest by Firm Subject to Bar or Suspension
If the Firm has become owned or partly owned by an entity that is currently
the subject of (a) a Board disciplinary sanction suspending or revoking that entity's registration or disapproving that entity's application for registration, or
(b) a Commission order under Rule 102(e) of the Commission's Rules of Practice
suspending or denying the privilege of appearing or practicing before the Commission, or (c) a court-ordered injunction prohibiting appearance or practice
before the Commission, provide—
a. the name of the entity that has obtained an ownership interest in the Firm;
b. the nature and extent of the ownership interest; and
c. the date on which the ownership interest was obtained.
Item 5.3 Certain Arrangements to Receive Consulting or Other Professional
Services
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If the Firm has entered into a contractual or other arrangement to receive
consulting or other professional services from a person or entity meeting any
of the criteria described in Items 2.12 or 2.13 above, provide—
a. the name of the person or entity;
b. the date that the Firm entered into the contract or other arrangement; and
c. a description of the services to be provided to the Firm by the person or entity.
PART VI—LICENSES AND CERTIFICATIONS
Item 6.1 Loss of, or Limitations Imposed on, Authorization to Engage in the
Business of Auditing or Accounting
If the Firm's authorization to engage in the business of auditing or accounting
in a particular jurisdiction has ceased to be effective or has become subject to
conditions or contingencies other than conditions or contingencies imposed on
all firms engaged in the business of auditing or accounting in the jurisdiction,
provide—
a. the name of the state, agency, board or other authority that had issued the
license or certification related to such authorization;
b. the number of the license or certification;
c. the date that the authorization ceased to be effective or became subject to
conditions or contingencies, and
d. a brief description of the reason(s) for such action, including a description of
the conditions or contingencies, if any.
Item 6.2 New License or Certification
If the Firm has obtained any license or certification authorizing the Firm to
engage in the business of auditing or accounting, and which has not been identified on any Form 1 or Form 3 previously filed by the Firm, or there has been
a change in any license or certification number identified on a Form 1 or Form
3 previously filed by the Firm, provide—
a. the name of the issuing state, agency, board or other authority;
b. the number of the license or certification;
c. the date the license or certification took effect; and
d. if the license or certification replaces another license or certification issued
by the same authority, the number of the replaced license or certification.
Note: If the Firm is filing a Form 4 to report a change in its form of organization,
change in jurisdiction, or a business combination, the Firm should report on
Form 4, rather than Form 3, any related license change that takes effect before
the submission of the Form 4.

PART VII—CHANGES IN THE FIRM OR THE FIRM’S BOARD CONTACT PERSON
Item 7.1 Change in Name of Firm
If the Firm is reporting a change in its legal name—
a. State the new legal name of the Firm;
b. State the legal name of the Firm immediately preceding the new legal name;
c. State the effective date of the name change;
d. Provide a brief description of the reason(s) for the change; and
e. Affirm, by checking the box corresponding to this Item, that, other than the
name change, the Firm is the same legal entity that it was before the name
change.
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Note: If, other than the name change, the Firm is not the same legal entity
that it was before the name change, whether because of a change in the Firm's
legal form of organization or because of other transactions, the registration
status of the predecessor firm does not automatically attach to the Firm, and
the Firm cannot report the event as a name change. If the Firm cannot make
the affirmation required by Item 7.1.e, the Firm cannot execute the certification
in Part VIII as to Item 7.1, and this Form cannot be deemed filed under Rule
2206.
In that event, the Firm should consider whether, pursuant to the provisions
of Rule 2108, the Firm can make the representations required in a Form 4
filing to enable the predecessor firm's registration to attach to the Firm. If
the Firm cannot or does not file with the Board a Form 4 making all necessary
representations, the predecessor firm's registration does not attach to the Firm.
In those circumstances, the Firm may not lawfully prepare or issue an audit
report without first filing an application for registration on Form 1 and having
that application approved by the Board.
Note: If the Firm is filing a Form 4 to report a change in its form of organization,
change in jurisdiction, or a business combination, the Firm should report any
related name change on Form 4 and not on Form 3.

Item 7.2 Change in Contact Information
If there has been a change in the business mailing address, business telephone
number, business facsimile number, or business e-mail address of the person
most recently designated by the Firm (on Form 2, Form 3, or Form 4) as the
Firm's primary contact with the Board, or if the Firm is designating a new
person to serve as the primary contact, provide the name and current business
mailing address, business telephone number, business facsimile number, and
business e-mail of the partner or authorized officer of the Firm who will serve
as the Firm's primary contact with the Board.
PART VIII—CERTIFICATION OF THE FIRM
Item 8.1 Signature of Partner or Authorized Officer
This Form must be signed on behalf of the Firm by an authorized partner or
officer of the Firm including, in accordance with Rule 2204, both a signature that
appears in typed form within the electronic submission and a corresponding
manual signature retained by the Firm. The signer must certify that—
a. the signer is authorized to sign this Form on behalf of the Firm;
b. the signer has reviewed this Form;
c. based on the signer's knowledge, this Form does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements
were made, not misleading; and
d. either—
1.

2.
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based on the signer's knowledge, the Firm has not failed to include
in this Form any information or affirmation that is required by
the instructions to this Form, with respect to the event or events
being reported on this Form, or
based on the signer's knowledge—
(A) the Firm is a foreign registered public accounting firm and
has not failed to include in this Form any information or affirmation that is required by the instructions to this Form,
with respect to the event or events being reported on this
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Form, except for information or affirmations that the Firm
asserts it cannot provide to the Board on this Form 3 without violating non-U.S. law;
(B) with respect to any such withheld information or affirmation, the Firm has made the efforts required by PCAOB
Rule 2207(b) and has in its possession the materials required by PCAOB Rule 2207(c); and
(C) the Firm has indicated, in accordance with the instructions
to this Form, each Item of this Form with respect to which
the Firm has withheld any required information.
The signature must be accompanied by the signer's title, the capacity in which
the signer signed the Form, the date of signature, and the signer's business
mailing address, business telephone number, business facsimile number, and
business e-mail address.
PART IX—EXHIBITS
To the extent applicable under the foregoing instructions, each special report
must be accompanied by the following exhibits:
Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.3 Materials Required by Rule 2207(c)(2)-(4)—Submit Only as an
Exhibit to an Amended Form 3 in Response to a Request Made Pursuant to Rule
2207(d)
FORM 4—SUCCEEDING TO REGISTRATION STATUS OF PREDECESSOR
GENERAL INSTRUCTIONS
1. Purpose of this Form. Effective December 31, 2009, this Form
must be used to submit information, representations, and affirmations to the Board, pursuant to Rule 2109, by a public accounting firm that seeks to succeed to the registration status of a
predecessor firm in circumstances described in Rule 2108.
2. Defined Terms. The definitions in the Board's rules apply to this
Form. Italicized terms in the instructions to this Form are defined
in the Board's rules. In addition, as used in the instructions to this
Form, the term "the Firm" means the public accounting firm that
is submitting this Form to the Board, and the term "the predecessor firm" means the registered public accounting firm identified
in Item 1.1.a of the Form.
3. Submission of this Form. Unless otherwise directed by the Board,
the Firm must submit this Form, and all exhibits to this Form, to
the Board electronically by completing the Web-based version of
this Form available on the Board's Website. The Firm must use
the predecessor firm's user ID and password to access the system
and submit the Form. In the event of a transaction involving the
combination of multiple registered public accounting firms, the
Firm must access the system using only the user ID and password
of the firm specifically identified in Item 1.1.a, and not those of
any other registered public accounting firm.
4. When this Form Should be Submitted and When It is Considered Filed. To succeed to the registration status of the predecessor
firm pursuant to the provisions of Rule 2108(a) or (b), the Firm
must provide the information and representations required by
this Form, in accordance with the instructions to this Form, and
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must file the Form no later than the 14th day after the effective
date of the change in form of organization, change in jurisdiction of organization, or business combination. Different timing
requirements apply with respect to events that occurred before
December 31, 2009. See Rule 2109(a)(2). Form 4 is considered filed
when the Firm has submitted to the Board, through the Board's
Web-based reporting system, a Form 4 that includes the signed
certification required in Part V of Form 4, provided, however, that
any Form 4 so submitted after the applicable filing deadline shall
not be deemed filed unless and until the Board, pursuant to Rule
2108(d), grants leave to file the Form 4 out of time.
5.

Seeking Leave To File this Form Out of Time. To request leave to
file Form 4 out of time, pursuant to the provisions of Rule 2108(d),
the Firm must file the request on Form 4 and must attach as Exhibit 99.5 a detailed statement describing why, despite the passage of time since the event described on the Form 4, the Board
should permit the Firm to succeed to the registration status of the
predecessor firm. Any Form 4 that has been submitted out of time,
and as to which a Board decision on whether to allow the form to
be filed is pending, may be withdrawn by accessing the pending
submission in the Board's Web-based system and selecting the
"Withdraw" option.

6.

Completing the Form. The Firm must complete Parts I, II, IV
and V of this Form. Part III should be completed to the extent
applicable, as described more fully in the instructions to Part II
of the Form.

7.

Amendments to this Form. Amendments shall not be submitted
to update information into a Form 4 that was correct at the time
the Form was submitted, but only to correct information that was
incorrect at the time the Form was submitted or to provide information that was omitted from the Form and was required to be
provided at the time the Form was submitted. When submitting a
Form 4 to amend an earlier submitted Form 4, the Firm must supply not only the corrected or supplemental information, but must
include in the amended Form 4 all information, affirmations, and
certifications that were required to be included in the original
Form 4. The Firm may access the originally filed Form 4 through
the Board's Web-based system and make the appropriate amendments without needing to re-enter all other information. (Note
that, pursuant to Rule 2109(d), the provisions of Rule 2205 concerning amendments apply to any submission on this Form as if
the submission were a report on Form 3.)
Note: The Board will designate an amendment to a report on Form
4 as a report on "Form 4/A."
Note: Any change to a Form 4 that was originally submitted out
of time, and as to which a Board decision on whether to allow
the form to be filed is pending, shall not be treated as an amendment. To make a change to any such pending Form 4 submission,
the Firm must access the pending submission in the Board's Webbased system, select the "Withdraw and Replace" option, and submit a new completed Form 4 in place of the previously pending
submission. The certification required in Part V of the new submission must be executed specifically for the replacement version
of the Form and dated accordingly.
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8.

Rules Governing this Form. In addition to these instructions, the
rules contained in Part 2 of Section 2 of the Board's rules govern
this Form. Please read these rules and the instructions carefully
before completing this Form.

9.

Requests for Confidential Treatment. The Firm may, by marking the Form in accordance with the instructions provided, request confidential treatment of any information submitted in
Exhibit 99.3 or Exhibit 99.5 of this Form that has not otherwise been publicly disclosed and that either contains information reasonably identified by the Firm as proprietary information or that is protected from public disclosure by applicable laws
related to confidentiality of proprietary, personal, or other information. See Rule 2300. If the Firm requests confidential treatment, it must identify the information in Exhibit 99.3 or Exhibit
99.5 that it desires to keep confidential, and include, as Exhibit
99.1 to this Form, an exhibita representation that, to the Firm's
knowledge, the information for which confidential treatment is
requested has not otherwise been publicly disclosed, and a
detailed explanation of the grounds on which the information is
considered proprietary or a detailed explanation of the basis for
asserting that the information is protected by law from public
disclosure and a copy of the specific provision of law that the
Firm claims protects the information from public disclosure. If
the Firm fails to include Exhibit 99.1, or includes an Exhibit
99.1 that compliesfails to comply with the requirements of Rule
2300(c)(2). , the request for confidential treatment may be denied
solely on the basis of the failure. The Board will normally
grant confidential treatment requests for information concerning
non-public disciplinary proceedings. The Board will determine
whether or not to grant other confidential treatment requests on
a case-by-case basis. If the Firm fails to include Exhibit 99.1, or
includes an Exhibit 99.1 that fails to comply with Rule 2300(c)(2),
the request for confidential treatment may be denied solely on the
basis of that failureSee Rule 2300(c).

10.

Assertions of Conflicts with Non-U.S. Law. If the Firm is a foreign
registered public accounting firm, the Firm may, unless otherwise
directed by the Board pursuant to Rule 2207(e), decline to provide
the affirmation required by Item 4.1 of this Form and any answer
required by Item 3.2.e of this Form if doing so would constitute
a violation of non-U.S. law by the Firm and the Firm proceeds in
accordance with Rule 2207. (Note that, pursuant to Rule 2109(d),
the provisions of Rule 2207 apply to any submission on this Form
as if the submission were a report on Form 3.) If the firm withholds
the affirmation or answer, the Firm must indicate, in accordance
with the instructions in the relevant Part of the Form, that it has
done so.

11.

Language. Information submitted as part of this Form, including
any exhibit to this Form, must be in the English language.

PART I—IDENTITY OF THE FIRM AND CONTACT PERSONS
Item 1.1 Names of Firm and Predecessor Registered Public Accounting Firm
a. State the legal name of the registered public accounting firm to whose registration status the Firm seeks to succeed.
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Note: The name provided in Item 1.1.a should be the legal name of the registered
public accounting firm as last reported to the Board on Form 1 or Form 3. This
is the firm referred to in this Form as "the predecessor firm." In accessing and
submitting this Form through the Board's Web- based system, the Firm must
use the predecessor firm's user ID and password.

b. State the legal name of the Firm filing this Form.
Note: The name provided in Item 1.1.b will be the name under which the Firm
is registered with the Board if this Form is filed in accordance with Rule 2109.

c. If different than the name provided in Item 1.1.b, state the name or names
under which the Firm issues or intends to issue audit reports.
Item 1.2 Contact Information of the Firm
a. State the physical address (and, if different, mailing address) of the Firm's
headquarters office.
b. State the telephone number and facsimile number of the Firm 's headquarters
office. If available, state the Website address of the Firm.
Item 1.3 Primary Contact and Signatory
a. State the name, business title, physical business address (and, if different,
business mailing address), business telephone number, business facsimile number, and business e-mail address of a partner or authorized officer of the Firm
who will serve as the Firm's primary contact with the Board, including for purposes of this Form 4, any annual reports filed on Form 2, and any special reports
filed on Form 3.
PART II—GENERAL INFORMATION CONCERNING THE FILING OF
THIS FORM
Item 2.1 Reason for Filing this Form
Indicate, by checking the box for either Item a or Item b below, the reason the
Firm is filing this Form. Then proceed to the Parts and Items of this Form
indicated parenthetically for the relevant item and provide the information
described there. Provide responses only to those Parts and Items of the Form
specifically indicated for the event or events that the Firm identifies in this
Part II as the reason for filing this Form. (For example, if the Form is being
submitted because the Firm has changed its form of organization, check the
box for Item 2.1.a, and complete only Item 3.1 and Parts IV and V of the Form.
Complete Item 2.2 or Item 2.3 if applicable.)
a. There has been a change in the Firm's form of organization, or the Firm has
changed the jurisdiction under the law of which it is organized. (Complete Item
3.1, Part IV, and Part V; complete Item 2.2 or Item 2.3 if applicable.)
b. There has been an acquisition of a registered public accounting firm by an
entity that was not a registered public accounting firm at the time of the acquisition, or a registered public accounting firm has combined with another entity
or other entities to form a new legal entity. (Complete Item 3.2, Part IV, and
Part V; complete Item 2.2 or Item 2.3 if applicable.)
Item 2.2 Request for Leave To File this Form Out of Time
If this Form is not submitted in accordance with Rule 2109(b) on or before the
filing deadline set by Rule 2109(a), the Firm may request leave to file this Form
4 out of time by checking the box for this Item, completing this Form 4 as is
otherwise required, and providing, as Exhibit 99.5 to this Form, a description
of the reason(s) the Form was not timely filed and a statement of the grounds
on which the Firm asserts that the Board should grant leave to file the Form
out of time.
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Note: Requests for leave to file Form 4 out of time are not automatically granted.
See Rule 2108(d).

Item 2.3 Amendments
If this is an amendment to a Form 4 previously filed with the Board—
a. Indicate, by checking the box corresponding to this item, that this is an
amendment.
b. Identify the specific Item numbers of this Form (other than this Item 2.3)
as to which the Firm's response has changed from that provided in the most
recent Form 4 or amended Form 4 filed by the Firm with respect to the event
reported on this Form.
PART III—CHANGES IN THE FIRM
Item 3.1 Changes in Form of Organization or in Relevant Jurisdiction
If this Form 4 is being submitted in connection with a change in the Firm's form
of organization or a change in the jurisdiction under the law of which the Firm
is organized—
a. State the Firm's current (i.e., after the change in legal form or jurisdiction)
legal form of organization;
b. Identify the jurisdiction under the law of which the Firm is organized currently (i.e., after the change in legal form or jurisdiction); and
c. State the date that the change took effect.
d. Affirm that, after the change reported or described in this Item 3.1, the
Firm is a public accounting firm under substantially the same ownership as
the predecessor firm.
Note: Neither the Act nor Board rules include any provision by which a registered public accounting firm may, in effect, transfer its Board registration to another entity. Rule 2108(a), in conjunction with this Form, allows the succession
of registration status in circumstances in which a registered public accounting
firm changes its legal form of organization while remaining under substantially
the same ownership. For purposes of this Item, the Firm is considered to be under substantially the same ownership as the predecessor firm if a majority of
the persons who held an equity ownership interest in the predecessor also constitute a majority of the persons who hold an equity ownership interest in the
Firm.

e. If, in connection with the change described in this Item 3.1, the Firm has
obtained, or will practice under, a license or certification number, authorizing
it to engage in the business of auditing or accounting, that is different from any
such license or certification number previously reported to the Board by the
predecessor firm, provide as to each such license—
1.

the name of the issuing state, agency, board, or other authority;

2.

the number of the license or certification;

3.

the date the license or certification took effect.

f. If, in connection with the change described in this Item 3.1, any license or
certification that authorized the predecessor firm to engage in the business of
auditing or accounting has ceased to be effective or has become subject to any
conditions or contingencies other than conditions or contingencies imposed on
all firms engaged in the business of auditing or accounting in the jurisdiction,
provide, as to each such license—
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1.

the name of the issuing state, agency, board, or other authority;

2.

the number of the license or certification; and

3.

the date that the authorization ceased to be effective or became
subject to conditions or contingencies.

Item 3.2 Acquisitions of, or Combinations Involving, A Registered Public Accounting Firm
a. If this Form 4 is being submitted in connection with a transaction concerning which a person who holds an equity ownership interest in the Firm, or is
employed by the Firm, can certify the points set out in Item 3.2.b. and Exhibit
99.4,—
1. Provide the name of each entity, other than the predecessor firm, that was
involved in the transaction and that was a registered public accounting firm
immediately before the transaction, and as to each such entity—

(i)
(ii)

affirm that the entity has filed with the Board a request for leave
to withdraw from registration on Form 1-WD; and
state the date that the entity filed Form 1-WD;

2. Provide the name of each entity, including any acquiror, that was involved
in the transaction and that was not a registered public accounting firm immediately before the transaction;
3. Provide the date that the transaction took effect; and
4. Provide a brief description of the nature of the transaction.

b. Provide as Exhibit 99.4 to this Form, a statement in the form set out below,
signed by a person who, immediately before the transaction, was an officer of,
or held an equity ownership interest in, the predecessor firm and who now either holds an equity ownership interest in, or is employed by, the Firm. The
statement must be submitted on behalf of the Firm. Exhibit 99.4 must include
a signature that appears in typed form in the electronic submission and a corresponding manual signature retained by the Firm in accordance with Rule
2109(d). The signature must be accompanied by the signer's current title, the
signer's title immediately before the event described in Item 3.2.a, the date of
signature, and the signer's business mailing address, business telephone number, business facsimile number, and business e-mail address. Other than the
insertion of the relevant names, Exhibit 99.4 must be in the exact following
words—
On behalf of [name of the Firm], I certify that (1) I was an officer of, or held
an equity ownership interest in, [name of predecessor firm] immediately before
the transaction described in Item 3.2.a of the Form 4 to which this exhibit is
attached; (2) immediately before that transaction [name of predecessor firm]
was a registered public accounting firm; (3) as part of that transaction, a majority of the persons who held equity ownership interests in [name of predecessor
firm] obtained equity ownership interests in, or became employed by, [name
of the Firm]; (4) [name of predecessor firm] intended that [name of the Firm]
succeed to the Board registration status of [name of predecessor firm] to the
extent permitted by the Board's rules; and (5) [name of predecessor firm] is no
longer a public accounting firm.
c. If, in connection with the transaction described in Item 3.2.a, the Firm has
obtained, or will practice under, a license or certification number, authorizing
it to engage in the business of auditing or accounting, that is different from any
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such license or certification number previously reported to the Board by the
predecessor firm, provide, as to each such license—
1.
2.
3.

the name of the issuing state, agency, board or other authority;
the number of the license or certification; and
the date the license or certification took effect.

d. If, in connection with the transaction described in Item 3.2.a, any license or
certification that authorized the predecessor firm to engage in the business of
auditing or accounting has ceased to be effective or has become subject to any
conditions or contingencies other than conditions or contingencies imposed on
all firms engaged in the business of auditing or accounting in the jurisdiction,
provide, as to each such license—
1.
2.
3.

the name of the issuing state, agency, board, or other authority;
the number of the license or certification; and
the date that the authorization ceased to be effective or became
subject to conditions or contingencies.

e. Provide a "yes" or "no" answer to each of the following questions—
1. Is there identified in Item 3.2.a.2 any entity that, if it were filing an application for registration on Form 1 on the date of the certification in Part V of this
Form, would have to provide an affirmative response to Item 5.1.a of Form 1 in
order to file a complete and truthful Form 1?
Note: In considering whether an affirmative response would be required to Item
5.1.a of Form 1, the Firm should take into account the guidance provided by
question number 33 in Frequently Asked Questions Regarding Registration
with the Board, PCAOB Release No. 2003-011AD (Nov. 13, 2003Apr. 28, 2010).
2. Is there identified in Item 3.2.a.2 any entity that (i) issued an audit report
with respect to an issuer on or after October 22, 2003 (or, if the entity is a
non-U.S. entity, July 19, 2004), while not registered with the Board, and (ii)
has never had did not thereafter have an application for registration on Form
1 approved by the Board?
3. Is there identified in Item 3.2.a.2 any entity that (i) issued an audit report
with respect to a broker or dealer for financial statements with fiscal years
ending after December 31, 2008, while not registered with the Board, and (ii)
did not thereafter have an application for registration on Form 1 approved by
the Board?
4. Is the Firm operating without holding any license or certification issued by
a state, agency, board, or other authority authorizing the Firm to engage in the
business of auditing or accounting?
Note: If the Firm answers "yes" to any question in Item 3.2.e or asserts as to
any of those questions that non-U.S. law prohibits it from providing an answer,
the Firm cannot succeed outright to the registration of the predecessor. If this
Form 4 is submitted in accordance with Rule 2109, however, the Firm will temporarily succeed to the registration of the predecessor for a transitional period
as described in Rule 2108(b)(2) as long as the Firm makes the representation
required in Item 3.2.f below. If the Firm answers "yes" to any question in Item
3.2.e or asserts as to any of those questions that non U.S. law prohibits it from
providing an answer but fails to make the representation required in Item 3.2.f,
this Form 4 will not be accepted for filing and the Firm will not succeed to the
predecessor's registration even on a temporary basis. See Rule 2108(b)(2).

f. If the Firm answered "yes" to any question in Item 3.2.e or asserts as to
any of those questions that non-U.S. law prohibits it from providing an answer,
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affirm, by checking the box corresponding to the appropriate item, that one of
the following statements is true—
1. The Firm has filed an application for registration on Form 1 on or after the
date provided in Item 3.2.a.3.
2. The Firm intends to file an application for Registration on Form 1 no later
than 45 days after the date provided in Item 3.2.a.3.
PART IV—CONTINUING OBLIGATIONS
Item 4.1 Continuing Consent to Cooperate Affirm that—
a. The Firm consents to cooperate in and comply with any request for testimony or the production of documents made by the Board in furtherance of its
authority and responsibilities under the Sarbanes-Oxley Act of 2002;
b. The Firm has secured from each of its associated persons, and agrees to enforce as a condition of each such person's continued employment by or other
association with the Firm, a consent indicating that the associated person consents to cooperate in and comply with any request for testimony or the production of documents made by the Board in furtherance of its authority under the
Sarbanes-Oxley Act of 2002, and that the associated person understands and
agrees that such consent is a condition of his or her continued employment by
or other association with the Firm; and
c. The Firm understands and agrees that cooperation and compliance, as described in Item 4.1.a., and the securing and enforcing of consents from its associated persons as described in Item 4.1.b., is a condition to the continuing
effectiveness of the registration of the Firm with the Board.
Note: The affirmation in Item 4.1.b. shall not be understood to include an affirmation that the Firm has secured such consents from any associated person
that is a registered public accounting firm.
Note: The affirmation in Item 4.1.b. shall not be understood to include an affirmation that the Firm has secured such consents from any associated person
that is a foreign public accounting firm in circumstances where that associated person asserts that non-U.S. law prohibits it from providing the consent,
so long as the Firm possesses in its files documents relating to the associated
person's assertion about non-U.S. law that would be sufficient to satisfy the requirements of subparagraphs (2) through (4) of Rule 2207(c) if that associated
person were a registered public accounting firm filing a Form 2 and withholding
this affirmation. This exception to the affirmation in Item 4.1.b. does not relieve
the Firm of its obligation to enforce cooperation and compliance with Board demands by any such associated person as a condition of continued association
with the Firm.
Note: If the Firm is a foreign registered public accounting firm, the affirmations
in Item 4.1 that relate to associated persons shall be understood to encompass
every accountant who is a proprietor, partner, principal, shareholder, officer, or
manager of the Firm and who provided at least ten hours of audit services for
any issuer during the reporting period.

Item 4.2 Continuing Responsibility to the Board for Previous Conduct
Affirm that, for purposes of the Board's authority with respect to registered
public accounting firms, including but not limited to the authority to require
reporting of information and the authority to impose disciplinary sanctions,
the Firm either has retained or assumes responsibility for the conduct of any
predecessor registered public accounting firm before the change or business
combination reported on this Form took effect.
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Note: As used in Item 4.2 the term "predecessor registered public accounting
firm," means (1) in circumstances not involving a transaction described in Item
3.2, the predecessor firm and (2) in circumstances involving a transaction described in Item 3.2, each registered public accounting firm that was involved in
the business combination.
Note: The continuing responsibility in Item 4.2 includes, among other things,
responsibility for reporting information on Form 2 and events on Form 3. Thus,
for example, if a registered public accounting firm experienced a Form 3 reportable event before the event that is the subject of this Form, the Firm, as
successor, has the obligation to report that event on Form 3, and bears responsibility for any failure by any predecessor to have filed a timely Form 3 to report
the matter.
Note: The Board's rules do not require that any entity retain or assume responsibility as set forth above. In the absence of an affirmation that it retains
or assumes responsibility for such conduct at least for purposes of the Board's
authority, however, an entity cannot succeed to the Board registration status
of any predecessor entity. See Rule 2108.

PART V—CERTIFICATION OF THE FIRM
Item 5.1 Signature of Partner or Authorized Officer
This Form must be signed on behalf of the Firm by an authorized partner or
officer of the Firm including, in accordance with Rule 2109(d), both a signature
that appears in typed form within the electronic submission and a corresponding manual signature retained by the Firm. The signer must certify that—
a. the signer is authorized to sign this Form on behalf of the Firm;
b. the signer has reviewed this Form;
c. based on the signer's knowledge, this Form does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements
were made, not misleading; and
d. either—
1. based on the signer's knowledge, the Firm has not failed to include in this
Form any information or affirmation that is required by the instructions to this
Form, with respect to the event or events being described on this Form, or
2. based on the signer's knowledge—

(A)

the Firm is a foreign public accounting firm and has not failed
to include in this Form any information or affirmation that is required by the instructions to this Form other than an affirmation
required by Item 4.1 and/or an answer to Item 3.2.e.; and

(B)

the Firm asserts that it is prohibited by non-U.S. law from providing any such withheld affirmation or response to the Board on
this Form and, with respect to each such withheld affirmation or
response, the Firm has made the efforts described in PCAOB Rule
2207(b) and has in its files the materials described in PCAOB Rule
2207(c).

The signature must be accompanied by the signer's title, the capacity in which
the signer signed the Form, the date of signature, and the signer's business
mailing address, business telephone number, business facsimile number, and
business e-mail address.
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PART VI—EXHIBITS
To the extent applicable under the foregoing instructions, each report must be
accompanied by the following exhibits:
Exhibit 99.1 Request for Confidential Treatment
Exhibit 99.3 Materials Required by Rule 2207(c)(2)–(4)—Submit Only as an
Exhibit to an Amended Form 4 in Response to a Request Made Pursuant to Rule
2207(d)
Exhibit 99.4 Acknowledgment Concerning Registration Status in Certain
Transactions
Exhibit 99.5 Statement in Support of Request for Leave To File Form 4 Out of
Time.
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Auditing Standard No. 18, Related Parties,
Amendments to Certain PCAOB Auditing
Standards Regarding Significant Unusual
Transactions, and Other Amendments to
PCAOB Auditing Standards
PCAOB Release No. 2014-002
June 10, 2014
PCAOB Rulemaking
Docket Matter No. 038

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or "Board") is adopting: (i) Auditing Standard No. 18, Related Parties;
(ii) amendments to certain PCAOB auditing standards regarding significant unusual transactions; and (iii) other amendments to PCAOB auditing standards.
Auditing Standard No. 18 supersedes the Board's interim auditing standard,
AU sec. 334, Related Parties.

Board Contacts
Greg Scates, Deputy Chief Auditor (202/207-9114, scatesg@pcaobus.org), Brian
F. Degano, Associate Chief Auditor (202/207-9113, deganob@pcaobus.org), and
Nicholas Grillo, Associate Chief Auditor (202/207-9104, grillon@pcaobus.org).

I. Introduction
The Board is adopting a new auditing standard and amendments to its auditing
standards to strengthen auditor performance requirements in three critical areas that historically have represented increased risks of material misstatement
in company financial statements. Related party transactions; significant transactions that are outside the normal course of business for the company or that
otherwise appear to be unusual due to their timing, size, or nature ("significant
unusual transactions"); and a company's financial relationships and transactions with its executive officers,1 have been contributing factors in numerous

1
A company's related party transactions, significant unusual transactions, and financial relationships and transactions with its executive officers, are collectively referred to herein as "the critical
areas" or "these critical areas."
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financial reporting frauds over the last several decades.2 Prominent corporate
scandals involving these critical areas served to undermine investor confidence
and resulted in significant losses for investors, as well as the loss of many jobs.3
These critical areas have continued to be contributing factors in more recent
cases.4 As discussed below, the Board's oversight activities indicate that there
are continuing weaknesses in auditors' scrutiny of these areas.
The Board developed the standard and amendments because, as described more
fully below, the Board believes its existing requirements need to be strengthened to heighten the auditor's attention to areas that have been associated with
risks of fraudulent financial reporting and that also may pose increased risks
of error. The Board has concluded that its existing requirements in these critical areas do not contain sufficient required procedures and are not sufficiently
risk-based, which can lead to inadequate auditor effort in the critical areas.
The auditor, serving in the role as a gatekeeper5 in the financial reporting system, should be alert to the possibility that transactions in these critical areas
pose increased risks and, thus, require heightened scrutiny during the audit.6
Increased auditor attention to these critical areas should, in the Board's view,
increase the likelihood of the auditor identifying material misstatements.

2
Such prominent corporate scandals include Enron Corporation, Tyco International, Ltd., Refco,
Inc., and WorldCom, Inc. For a more detailed discussion of such financial reporting frauds, see: (i)
Proposed Auditing Standard—Related Parties, Proposed Amendments to Certain PCAOB Auditing
Standards Regarding Significant Unusual Transactions and Other Proposed Amendments to PCAOB
Auditing Standards (the "proposing release" or the "proposal"), PCAOB Release No. 2012–001 (February 28, 2012) at 9-11, http://pcaobus.org/Rules/Rulemaking/Docket038/Release_2012-001_Related_
Parties.pdf and (ii) Proposed Auditing Standard—Related Parties, Proposed Amendments to Certain
PCAOB Auditing Standards Regarding Significant Unusual Transactions and Other Proposed Amendments to PCAOB Auditing Standards (the "reproposing release" or the "reproposal"), PCAOB Release
No. 2013–004 (May 7, 2013) at 2, http://pcaobus.org/Rules/Rulemaking/Docket038/Release%202013004_Related%20Parties.pdf. See also Section II. of Appendix 5.
3
In one such example, Enron Corporation was the nation's largest natural gas and electric marketer, with reported annual revenue of more than $150 billion. When it filed for bankruptcy on December 2, 2001, its stock price had dropped, in less than a year, from more than $80 per share to
less than $1. See SEC Settles Civil Fraud Charges Filed Against Richard A. Causey, Former Enron
Chief Accounting Officer; Causey Barred From Acting as an Officer or Director of a Public Company
(U.S. Securities and Exchange Commission ("SEC" or "Commission") Litigation Release No. 19996,
February 9, 2007).
4
See, e.g., SEC Accounting and Auditing Enforcement Release ("AAER") No. 3447, SEC v. Keyuan
Petrochemicals, Inc. and Aichun Li (February 28, 2013), and SEC AAER No. 3385, SEC v. China
Natural Gas, Inc. and Qinan Ji (May 14, 2012).
5
According to the SEC:

The federal securities laws, to a significant extent, make independent auditors "gatekeepers"
to the public securities markets. These laws require, or permit us to require, financial information filed with us to be certified (or audited) by independent public accountants. Without an
opinion from an independent auditor, the company cannot satisfy the statutory and regulatory
requirements for audited financial statements and cannot sell its securities to the public. The
auditor is the only professional that a company must engage before making a public offering of
securities and the only professional charged with the duty to act and report independently from
management.
See SEC Securities Act Release No. 33-7870, Proposed Rule: Revision of the Commission's Auditor
Independence Requirements (June 30, 2000) at Section II.A. See also, SEC Securities Act Release No.
33-7919, Final Rule: Revision of the Commission's Auditor Independence Requirements (November 21,
2000) at Section III.A.
6
See, e.g., SEC AAER No. 3427, In the Matter of the Application of Wendy McNeeley, CPA, at
10–12 (December 13, 2012), http://www.sec.gov/litigation/opinions/2012/34-68431.pdf. That opinion
states, in part, that the SEC and courts have repeatedly held that related party transactions require
heightened scrutiny by auditors. See also McCurdy v. SEC, 396 F3d 1258, 1261 (D.C. Cir. 2005) (citing
Howard v. SEC, 376 F3d 1136, 1149 (D.C. Cir. 2004) noting that related-party transactions "are viewed
with extreme skepticism in all areas of finance," aff'g James Thomas McCurdy, CPA, 57 S.E.C. 277
(2004)).
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The standard and amendments being adopted by the Board include: Auditing Standard No. 18, Related Parties (the "standard"); amendments to certain
PCAOB auditing standards regarding significant unusual transactions (the
"amendments regarding significant unusual transactions"); and other amendments to PCAOB auditing standards (the "other amendments"). The amendments regarding significant unusual transactions and the other amendments
are collectively referred to herein as the "amendments." As described below, the
standard and amendments address:

•
•
•

Relationships and Transactions with Related Parties;
Significant Unusual Transactions; and
Financial Relationships and Transactions with Executive Officers.

Relationships and Transactions with Related Parties: The standard addresses
the auditing of relationships and transactions between a company and its related parties. A company's related party transactions could pose increased risks
of material misstatement, as their substance might differ materially from their
form.7 Related party transactions also may involve difficult measurement and
recognition issues that can lead to errors in financial statements. Such transactions potentially provide more of an opportunity for management to act in its
own interests, rather than in the interests of the company and its investors.
Moreover, in some instances, related party transactions have been used to
engage in fraudulent financial reporting and to conceal misappropriation of
assets—types of misstatements that are relevant to the auditor's consideration
of fraud.8 The importance to investors of auditing related party transactions is
reflected in Section 10A of the Securities Exchange Act of 1934 (the "Exchange
Act"), which requires each audit of financial statements of an issuer to include
"procedures designed to identify related party transactions that are material
to the financial statements or otherwise require disclosure therein."9 The standard is designed to strengthen auditor performance requirements by setting
forth specific procedures for the auditor's evaluation of a company's identification of, accounting for, and disclosure of relationships and transactions between
the company and its related parties. The standard supersedes the Board's existing standard, AU sec. 334, Related Parties, (the "existing standard"), which
has not been substantively updated since it was issued in 1983.10
Significant Unusual Transactions: The amendments regarding significant unusual transactions recognize that a company's significant unusual transactions
can create complex accounting and financial statement disclosure issues that
could pose increased risks of material misstatement. In some instances, significant unusual transactions have been used to engage in fraudulent financial
reporting. For example, significant unusual transactions, especially those close
to period end that pose difficult "substance-over-form" questions, may be entered into to obscure a company's financial position or operating results.11 In

7

See also Section II.B. of Appendix 5 for additional discussion of such risks.
See paragraph .06 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit.
9
See Section 10A(a)(2) of the Exchange Act, 15 U.S.C. §78j–1(a)(2), which was added to the Exchange Act by the Private Securities Litigation Reform Act, enacted by Congress in 1995.
10
AU sec. 334 is one of the Board's interim auditing standards. Shortly after the Board's inception,
the Board adopted the existing standards of the American Institute of Certified Public Accountants
("AICPA"), as in existence on April 16, 2003, on an initial, transitional basis. See Establishment of
Interim Professional Auditing Standards, PCAOB Release No. 2003–006 (April 18, 2003).
11
See, e.g., SEC AAER No. 1631, In the Matter of Dynegy Inc., Respondent (September 24,
2002), http://www.sec.gov/litigation/admin/33-8134.htm; and SEC AAER No. 2775, In the Matter of
Michael Lowther, CPA, Respondent (January 28, 2008), http://www.sec.gov/litigation/admin/2008/3457210.pdf.
8
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such cases, management may place more emphasis on the need for a particular
accounting treatment than on the underlying economic substance of the transaction. Existing audit requirements regarding significant unusual transactions
are principally contained in AU sec. 316. The amendments regarding significant
unusual transactions include specific procedures that are designed to improve
the auditor's identification and evaluation of a company's significant unusual
transactions and, in particular, to enhance the auditor's understanding of the
business purpose (or the lack thereof) of such transactions.
Financial Relationships and Transactions with Executive Officers: The other
amendments include, among other things, improved audit procedures addressing a company's financial relationships and transactions with its executive officers. A company's executive officers are in a unique position to influence a
company's accounting and disclosures. A company's financial relationships and
transactions with its executive officers (as one example, executive officer compensation) can create incentives and pressures for executive officers to meet
financial targets, which can result in risks of material misstatement to a company's financial statements. The other amendments modify Auditing Standard
No. 12, Identifying and Assessing Risks of Material Misstatement, to require the
auditor to perform specific procedures, as part of the auditor's risk assessment
process,12 to obtain an understanding of the company's financial relationships
and transactions with its executive officers. However, these amendments do not
require the auditor to make any determination regarding the reasonableness
of compensation arrangements or recommendations regarding compensation
arrangements.
The auditor's efforts regarding these critical areas are, in many ways, complementary. For example, the auditor's efforts to identify and evaluate a company's
significant unusual transactions could identify information that indicates that
a related party or relationship or transaction with a related party previously
undisclosed to the auditor might exist. Likewise, obtaining an understanding of
a company's financial relationships and transactions with its executive officers
also could identify such information. The standard and amendments direct the
auditor to consider the linkage between a company's relationships and transactions with its related parties, its significant unusual transactions, and its
financial relationships and transactions with its executive officers. This complementary audit approach should help the auditor "connect the dots" between
different aspects of the audit. Both the auditor and the investor benefit from
a comprehensive and consistent examination of the critical areas, not only because of the risk of material misstatement due to fraud, but also because these
transactions, due to their nature, could pose a risk of material misstatement
due to error.
In addition, the standard imposes new requirements relating to the auditor's
communications with the company's audit committee. These changes recognize
that the new auditor performance requirements contained in the standard relate to areas of the audit that warrant discussion with the audit committee.
The new communication requirements in the standard work in concert with
the communication requirements in Auditing Standard No. 16, Communications with Audit Committees,13 and require the auditor to include, as one of
12
In 2010, the Board adopted eight standards on assessing and responding to risk in an audit (the
"risk assessment standards"), which cover the entire audit process, from initial planning activities to
evaluating audit evidence to forming the opinion to be expressed in the auditor's report. See Auditing
Standards Related to the Auditor's Assessment of and Response to Risk and Related Amendments to
PCAOB Standards, PCAOB Release 2010–004 (August 5, 2010).
13
See Communications with Audit Committees; Related Amendments to PCAOB Standards; and
Transitional Amendments to AU Sec. 380, PCAOB Release No. 2012–004 (August 15, 2012).
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the auditor's required communications with the audit committee, the auditor's
evaluation of the company's identification of, accounting for, and disclosure of
its relationships with related parties. Additionally, the amendments regarding
significant unusual transactions are intended to enhance the discussion between the auditor and the audit committee regarding the business purpose (or
the lack thereof) of a company's significant unusual transactions required by
Auditing Standard No. 16.14 Similarly, requiring the auditor to perform procedures to obtain an understanding of the company's financial relationships
and transactions with its executive officers is intended to improve the auditor's
identification of fraud risks or other significant risks, which are also already required to be discussed with the audit committee pursuant to Auditing Standard
No. 16.15
As discussed below, recommendations to improve the requirements in the critical areas have been longstanding. The standard and amendments reflect public input, including discussions with the Board's Standing Advisory Group
("SAG")16 and comments received on a proposal in 201217 and a reproposal in
2013.18 A wide range of commenters, including audit firms serving companies
of all sizes, were supportive overall of the need to improve existing standards in
these critical areas. During the standard-setting process, the Board considered
various alternatives, including some proposed by commenters, in order to develop new requirements that would promote investor protection, but that also
would provide opportunities for efficient implementation. After considering the
comments received on the reproposal, the Board is adopting the standard and
amendments substantially as reproposed.
In general, the Board's new performance requirements for auditors are designed
to promote heightened scrutiny in the critical areas, with the goal of promoting the auditor's ability to identify, evaluate, and respond to risks of material
misstatement. The new requirements represent a targeted approach, focusing
on areas that have historically reflected increased risks of fraudulent financial
reporting and that also may pose increased risks of error. The Board believes
that the standard and amendments, which are aligned with the risk assessment standards, represent a cohesive audit approach that will contribute to
audit effectiveness and provide opportunities for an efficient implementation.
In the Board's view, the new requirements further the Board's overall mission
of improving audit quality, protecting the interests of investors, and furthering

14
See paragraph 13.d. of Auditing Standard No. 16, as revised by the amendments regarding
significant unusual transactions in Appendix 2.B. As revised, the auditor is required to communicate
to the audit committee the auditor's understanding of the business purpose (or the lack thereof) of
significant unusual transactions.
15
See paragraph 9 of Auditing Standard No. 16, which requires the auditor to discuss with the
audit committee the significant risks identified during the auditor's risk assessment procedures.
16
The SAG discussed the topic of related parties at a number of its meetings prior to the issuance
of the Board's proposal, including at meetings occurring on: September 8-9, 2004; June 21, 2007;
and October 14-15, 2009. The SAG also discussed the proposal and reproposal on May 17, 2012
and May 15, 2013, respectively. See the SAG Meeting Archive at http://pcaobus.org/Standards/SAG/
Pages/SAGMeetingArchive.aspx.
17
See the proposing release, which included: (i) an auditing standard, Related Parties ("proposed
standard"); (ii) amendments to certain PCAOB auditing standards regarding significant unusual
transactions; and (iii) other amendments to PCAOB auditing standards (collectively, these are referred
to as the "proposed standard and amendments").
18
See the reproposing release, which included: (i) an auditing standard, Related Parties ("reproposed standard"); (ii) amendments to certain PCAOB auditing standards regarding significant unusual transactions; and (iii) other proposed amendments to PCAOB auditing standards (collectively,
these are referred to as the "reproposed standard and amendments").
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the public interest in the preparation of informative, accurate, and independent
audit reports.19

II. Background and Need for Improvement
As described more fully in the Board's proposing and reproposing releases,
the Board developed the standard and amendments against the backdrop of
several decades of financial reporting frauds involving companies' relationships
and transactions with related parties, significant unusual transactions, and
financial relationships and transactions with executive officers.20
In considering the need for improvement, the Board noted that some of its existing requirements in these critical areas had not been updated to address significant developments since their issuance. For example, the existing standard
addressing the auditing of related parties, AU sec. 334, had remained largely
unchanged for many years, despite prominent corporate scandals.21 The Board
observed that the existing standard provided guidance and examples of procedures the auditor could perform, in lieu of specific required procedures. This
could result in inadequate audit effort in an area that could pose increased risks
of material misstatement. Additionally, the nature and extent of audit procedures addressing a company's related party transactions could vary widely. AU
sec. 334 also does not reflect the risk-based approach taken in the Board's risk
assessment standards, adopted in 2010, which provide an overall framework
for the audit, based on the auditor's assessment of, and response to, risks of
material misstatement.22
The Board's view was also informed by a number of prominent reports and studies that supported the need to improve its existing requirements in the critical
areas to better address issues pertinent to fraudulent financial reporting. These
included studies by the audit profession that predated the establishment of the
Board, and that suggested improvements to certain auditing standards adopted
by the Board on an interim basis in 2003. For example, the Report of the Quality
Control Inquiry Committee (the "QCIC Report") of the AICPA's SEC Practice
Section recommended, after studying more than 200 cases involving audit failures, that "required audit procedures be broadened to help ensure the auditor
gains a more complete understanding of related- party transactions, including
the business aspects of the transactions."23

19
See Section 101 of the Sarbanes–Oxley Act of 2002 ("Sarbanes–Oxley" or the "Act"), Pub. L.
107-204, 116 Stat. 745. Under Section 101 of the Act, the mission of the PCAOB is "to oversee the
audit of companies that are subject to the securities laws, and related matters, in order to protect the
interests of investors and further the public interest in the preparation of informative, accurate, and
independent audit reports...."
20
See also Appendix 5, which further elaborates on the Board's consideration of the need, the
alternatives considered, and the Board's existing requirements and current audit practices, in connection with the Board's consideration of the economic impacts of the standard and amendments.
21
Audit procedures regarding a company's related parties have remained largely unchanged since
the issuance of AU sec. 335, Related Party Transactions, in July 1975. In 1983, AU sec. 335 was replaced
with AU sec. 334, but the nature and extent of the auditor's responsibilities and procedures pertaining
to related parties in AU sec. 335 were carried over into AU sec. 334. AU sec. 334 removed guidance
relating to accounting considerations and disclosure standards for related parties (in response to
the issuance of Financial Accounting Standards Board ("FASB") Statement of Financial Accounting
Standards No. 57, Related Party Disclosures, which is now contained in FASB Accounting Standards
Codification Topic 850, Related Party Disclosures), along with other related technical changes.
22
See PCAOB Release 2010–004 (August 5, 2010).
23
See AICPA SEC Practice Section, Memo To Managing Partners of SECPS Member Firms,
"Recommendations for the Profession Based on Lessons Learned from Litigation" (October 2002),
which includes the QCIC Report as an attachment.
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The Board also considered the results of its oversight activities. For example,
the Board has observed that the facts underlying a significant percentage of
the Board's settled disciplinary actions to date have involved auditors' failures
to perform sufficient procedures regarding related party transactions.24 Many
of these cases involve smaller audit firms. Likewise, the Board's inspection
program has identified a range of deficiencies in auditing related party transactions, particularly with respect to audits of smaller public companies that
were conducted by smaller domestic audit firms.25 The audit deficiencies cited
included failures to test for undisclosed related parties and failures to address
risks posed by known related party transactions, including failures to obtain an
understanding of the business purpose of such transactions. The types of audit
deficiencies observed by the Board indicate that audit practice is inconsistent
under the existing framework, which suggests that this is a challenging area
warranting additional auditor effort and focus.
Significantly, the need for heightened scrutiny of related party transactions has
been highlighted by SEC enforcement actions. For example, in a 2012 opinion
issued by the SEC involving a company's transactions with its executive officers,
the SEC stated "although in an ordinary arms-length transaction, one may
assume that parties will act in their own economic interest, this assumption
breaks down when the parties are related."26 Additionally, a study performed
by the SEC of five years of enforcement actions that was required by Section
704 of the Act examined 227 enforcement matters and found that 23 of those
cases included the failure to disclose related party transactions.27

24
See, e.g., Order Instituting Disciplinary Proceedings, Making Findings, and Imposing Sanctions: In the Matter of P. Parikh & Associates, Ashok B. Rajagiri, CA, Sandeep P. Parikh, CA, and
Sundeep P S G Nair, CA, Respondents, PCAOB Release No. 105–2013–002 (April 24, 2013); Order Instituting Disciplinary Proceedings, Making Findings, and Imposing Sanctions: In the Matter of Jaspers
+ Hall, PC, Thomas M. Jaspers, CPA, and Patrick A. Hall, CPA, Respondents, PCAOB Release No.
105-2008-002 (October 21, 2008); Order Instituting Disciplinary Proceedings, Making Findings, and
Imposing Sanctions: In the Matter of Williams & Webster, P.S., Kevin J. Williams, CPA, and John G.
Webster, CPA, Respondents, PCAOB Release No. 105-2007-1 (June 12, 2007); and Order Instituting Disciplinary Proceedings, Making Findings, and Imposing Sanctions: In the Matter of Kenny H. Lee CPA
Group, Inc., and Kwang Ho Lee, CPA, Respondents, PCAOB Release No. 105-2005-022 (November 22,
2005).
25
See Report on 2007–2010 Inspections of Domestic Firms that Audit 100 or Fewer Public
Companies, PCAOB Release No. 2013–001 (February 25, 2013) at 29, http://pcaobus.org/Inspections/
Documents/02252013_Release_2013_001.pdf, which states, in part:

Inspections staff have observed deficiencies related to firms' failures to test for undisclosed related parties or transactions with undisclosed related parties. Some of those firms failed to
identify and address the lack of disclosure of related party transactions in the financial statements.
Inspections staff have also identified deficiencies relating to the firms' failure to obtain an understanding of the nature and business purpose of transactions with related parties and to evaluate
whether the accounting for those transactions reflects their economic substance.
See also Report on the PCAOB's 2004, 2005, and 2006 Inspections of Domestic Triennially Inspected Firms, PCAOB Release No. 2007–010, at 7 (October 22, 2007), http://pcaobus.org/Inspections/
Documents/2007_10-22_4010_Report.pdf.
26
See SEC, In the Matter of the Application of Wendy McNeeley, CPA, AAER No. 3427, at 15 (December 13, 2012), http://www.sec.gov/litigation/opinions/2012/34-68431.pdf. As previously noted, that
opinion states, in part, that the SEC and courts have repeatedly held that related party transactions
require heightened scrutiny by auditors and notes the importance of the auditor understanding the
business purpose of material related party transactions.
27
Section 704 of the Act directed the SEC to study enforcement actions over the five years preceding its enactment "to identify areas of issuer financial reporting that are most susceptible to fraud,
inappropriate manipulation, or inappropriate earnings management." See Report Pursuant to Section
704 of the Sarbanes-Oxley Act of 2002 (January 24, 2003) at 6.
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SEC enforcement cases also have highlighted the role played by executive officers in fraudulent financial reporting by public companies. For example, a
study examining SEC AAERs from 1998 to 2007 noted that the most commonly
cited motivations for fraud included the need to: (i) meet external earnings expectations of analysts and others; (ii) meet internally set financial targets or
make the company look better; (iii) conceal the company's deteriorating financial condition; (iv) increase the stock price; (v) bolster financial position for pending equity or debt financing; (vi) increase management compensation through
achievement of bonus targets and through enhanced stock appreciation; and
(vii) cover up assets misappropriated for personal gain.28 That study indicated
that the chief executive officer and/or chief financial officer were named in 89
percent of the cases involving fraudulent financial reporting brought by the
SEC during that period.
The Board further considered that other standard-setters already have taken
action to update their standards in related areas. For example, in July 2008, the
International Auditing and Assurance Standards Board ("IAASB") took action
to update and revise its auditing standard on related parties with the issuance
of International Standard on Auditing No. 550, Related Parties. The IAASB
emphasized that its new standard was warranted given the public focus on
the accounting and auditing of related party relationships and transactions after recent major corporate scandals.29 The Auditing Standards Board ("ASB")
of the AICPA also revised its auditing standard on related parties with the
issuance of AU-C Section 550, Related Parties, contained in Statement on Auditing Standards No. 122, Statement on Auditing Standards: Clarification and
Recodification, in October 2011.
These considerations, particularly the magnitude and number of financial fraud
cases over the last several decades involving companies' relationships and
transactions with related parties, significant unusual transactions, and financial relationships and transactions with executive officers, strongly indicate the
need to strengthen existing auditing standards addressing these critical areas
to promote audit quality and investor protection.

III. The Board’s Proposals and Development
of the Board’s Approach
The following discussion highlights a number of key decisions made by the
Board as it developed the standard and amendments, beginning with its proposal in 2012.30
The Board's Proposals: The Board issued its proposal on February 28, 2012.31
The Board received 37 comment letters on the proposed standard and
28
See Mark S. Beasley, Joseph V. Carcello, Dana R. Hermanson, and Terry L. Neal, Fraudulent Financial Reporting 1998–2007: An Analysis of U.S. Public Companies, Committee of Sponsoring Organizations of the Treadway Commission (May 2010) at 3, http://www.coso.org/documents/
COSOFRAUDSTUDY2010_001.pdf.
29
See IAASB Exposure Draft, Related Parties (December 2005). In addition, the IAASB staff
issued guidance in August 2010 addressing the auditing of significant unusual or highly complex
transactions. See IAASB Staff Questions and Answers, Auditor Considerations Regarding Significant
Unusual or Highly Complex Transactions (August 2010).
30
Prior to proposing the standard and amendments, the Board considered a number of alternatives. As noted above, Section IV. of Appendix 5 contains a more detailed discussion of alternatives
considered by the Board, including alternatives considered before the Board determined to issue the
proposed standard and amendments in 2012.
31
See the proposing release http://pcaobus.org/Rules/Rulemaking/Docket038/Release_2012-001_
Related_Parties.pdf.
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amendments and discussed the proposed standard and amendments with the
SAG on May 17, 2012.32
In general, commenters were supportive of the Board's standard-setting efforts
to enhance the auditor's efforts in the critical areas addressed by the proposal.
However, commenters suggested several areas in which the proposed standard
and amendments could be clarified or improved, including with respect to the
other proposed amendments regarding a company's financial relationships and
transactions with its executive officers.
In response to comments received, the Board made a number of revisions to its
proposal and issued a reproposal for comment on May 7, 2013.33 The Board's
reproposing release discussed the Board's consideration of comments received
and the reasons for making the changes in the reproposed standard and amendments. Additionally, the Board sought comment, and empirical data, on the potential economic implications of the reproposed standard and amendments, as
well as on issues pertinent to the application of the reproposed standard and
amendments to audits of brokers and dealers. Further, as a result of the enactment of the Jumpstart Our Business Startups Act (the "JOBS Act"), the Board
also sought comment in its reproposal on issues pertinent to the applicability of the reproposed standard and amendments to audits of emerging growth
companies ("EGCs").34
The Board received 24 comment letters on the reproposed standard and amendments and discussed the reproposed standard and amendments with the SAG
on May 15, 2013.35 In general, commenters were supportive overall of the
Board's efforts to improve existing standards in these critical areas. Notably,
virtually all of those who commented on the reproposed amendments regarding
a company's financial relationships and transactions with its executive officers
indicated that the reproposed amendments sufficiently clarified an issue raised
during the initial proposal, i.e., that the requirement for the auditor to obtain an
understanding of the company's financial relationships and transactions with
its executive officers does not require the auditor to assess the appropriateness
of the compensation of the company's executive officers. Those who commented
on the applicability of the standard were generally supportive of applying the
standard and amendments to companies of all sizes, as well as to audits of
brokers and dealers and audits of EGCs.
In response to the Board's request for input and empirical data regarding economic considerations, commenters provided their views regarding whether the
standard and amendments would improve audit quality, as well as their views
regarding potential costs and implementation issues. However, commenters did
not provide empirical data.36
As noted above, after consideration of the comments received, the Board is
adopting the standard and amendments substantially as reproposed, with some
32
The comment period was extended from May 15, 2012 until May 31, 2012 to accommodate
the discussion and comments received in connection with the SAG meeting. The transcript of the
SAG's discussion of the proposed standard and amendments is available at http://pcaobus.org/Rules/
Rulemaking/Docket038/2012-05-17_Transcript-Related_Parties.pdf.
33
See the reproposing release http://pcaobus.org/Rules/Rulemaking/Docket038/Release%202013004_Related%20Parties.pdf.
34
Pub. L. No. 112-106 (April 5, 2012). See Section 103(a)(3)(C) of the Act (15 U.S.C. §7213(a)(3)(C)),
as added by Section 104 of the JOBS Act.
35
The transcript of the SAG's discussion of the reproposed standard and amendments is available
at http://pcaobus.org/Rules/Rulemaking/Docket038/2013-05-15_SAG%20Transcript-Related_Parties
.pdf.
36
See Section V. for a summary discussion of economic considerations. Appendix 5 discusses the
Board's consideration of the economic impacts regarding the standard and amendments in greater
detail.
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clarifications and revisions in response to certain comments received. Appendix
4 contains a detailed discussion of comments received by the Board during the
reproposal process, including the Board's response to significant comments received on the reproposed standard and amendments. Additionally, to assist the
auditor in implementing the standard and amendments, Appendix 4 includes
discussion and examples from the Board's proposing and reproposing releases
modified to address the standard and amendments being adopted by the Board.
The Board's Overall Approach: The following discussion describes the Board's
overall approach to developing the standard and amendments, and highlights
some of the alternatives and policy choices made as the Board moved from
its proposal to its reproposal and then to the adoption of the standard and
amendments. In general, in developing the standard and amendments, the
Board determined to develop an approach that would promote the auditor's
heightened scrutiny of the critical areas but that would, at the same time, also
provide opportunity for efficient implementation. Key considerations included:

•

Aligning with the Risk Assessment Standards: The Board initially
proposed to align the auditor's efforts with the risk assessment
standards, which require the auditor to consider the risks of material misstatement, whether due to error or fraud, throughout the
audit. In the Board's view, this overall risk assessment approach
promotes a cohesive audit, with opportunities to integrate audit
effort where appropriate, and, at the same time, positions the auditor to identify areas in which there may be increased risks of material misstatement in company financial statements. In response
to comments on its proposal, the Board took steps in its reproposal to more closely align the reproposed standard and amendments with its risk assessment standards. Commenters who addressed this aspect of the reproposal generally agreed that the
revisions improved the alignment with the risk assessment standards. This approach is retained in the standard and amendments
being adopted by the Board.

•

Addressing Complementary Audit Areas: The proposed standard
and amendments were intended to highlight: (i) linkages between
the standard and amendments and (ii) the opportunity for complementary audit work, which could improve audit effectiveness and
offer opportunities for efficient implementation. For example, the
auditor's work in identifying and evaluating significant unusual
transactions could assist the auditor in identifying related parties
or relationships or transactions with related parties previously
undisclosed to the auditor by management. In its reproposal, the
Board made revisions to improve the linkage between the reproposed standard and amendments. This approach is retained in the
standard and amendments being adopted by the Board.

•

Using Existing Concepts and Procedures: The Board included some
existing auditing concepts and procedures in its proposed standard and amendments. This was intended to permit audit firms to
build on existing methodologies and training. This approach could
minimize the costs of implementing the standard and amendments. In its reproposal, the Board sought comment on such issues. Several auditing firms who commented indicated that they
would be able to update their methodologies and train staff to
apply the standard and amendments in a short period, suggesting that the implementation of the standard would not be unduly
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burdensome. This approach is retained in the standard and
amendments being adopted by the Board.

•

Providing Opportunity for a Scaled Approach: The proposed standard was intended to provide for a scaled approach, establishing
basic required procedures intended to assist the auditor in identifying red flags that indicate potential risks of material misstatement. The basic procedures were supplemented by more in-depth
procedures that are commensurate with the facts and circumstances of the company under audit. Such facts and circumstances
may include the size or complexity of the transaction, the nature
of the company's relationships or transactions with its related parties, and the related risk of material misstatements in the financial
statements. In response to a request for comments arising out of
the Board's reproposal, many commenters agreed that the reproposed standard and amendments provide for a scaled approach.
This approach is retained in the standard and amendments being
adopted by the Board.

Additionally, commenters raised a variety of issues for consideration by the
Board during the standard-setting process. A number of such comments resulted in revisions and clarifications to the standard and amendments.37 Some
of the more significant of these include:

•

Expanding Auditor Judgment: In response to comments, the
Board made changes to the proposed standard to allow for more
auditor judgment, in appropriate circumstances. For example, in
its proposal, all related party relationships or transactions that
were not previously disclosed to the auditor, as well as those that
would require disclosure in the company's financial statements,
would have been considered to be a significant risk, requiring additional audit attention in all cases. In response to comments, the
Board removed from the reproposal the requirement that the auditor always treat each related party relationship or transaction
previously undisclosed by management as a significant risk. In
making this change, the Board observed that not all undisclosed
related party relationships or transactions might represent a significant risk. Instead, the additional procedures would only be
required in circumstances where previously undisclosed transactions were determined by the auditor to require disclosure in the
financial statements or consideration as a significant risk. This
change, which is retained in the standard being adopted by the
Board, could eliminate potentially unnecessary audit work.

•

Clarifying the Auditor's Responsibilities to Identify a Company's
Related Parties: In response to comments received, the Board
made clarifications to the proposed standard to emphasize that
the auditor's efforts to identify a company's related parties and relationships and transactions with its related parties begins with
management's work. The approach taken in the Board's reproposal in this area recognizes that the company is responsible for
the preparation of its financial statements, including the identification of the company's related parties, and that the auditor
begins the audit with information obtained from the company.

37
Appendix 4 contains a more detailed discussion of comments received by the Board during the
reproposal process, including the Board's response to significant comments received on the reproposed
standard and amendments.
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This approach is retained in the standard being adopted by the
Board. Additionally, in response to comments received on the reproposed standard, several clarifying changes have been made.
Those changes emphasize more prominently the auditor's responsibility to perform procedures to test the accuracy and completeness of the company's identification of its related parties, taking
into account the information gathered during the audit. Those
changes also clarify that Appendix A of the standard contains examples of information and sources of information that may be
gathered by the auditor during the audit.

•

Clarifying the Focus Regarding Executive Officers: As proposed,
the other amendments provided direction to the auditor to consider the potential risks of material misstatement relating to a
company's executive compensation arrangements as part of the
auditor's risk assessment procedures. While some commenters
were fully supportive of thisapproach, other commenters on the
proposal raised concerns regarding whether the Board intended
that the auditor make an assessment of the reasonableness of
executive compensation arrangements. As reproposed, the other
amendments relating to this area were clarified to explicitly provide that the procedures required for the auditor to obtain an understanding of a company's financial relationships and transactions with its executive officers do not require the auditor to make
any determinations regarding the appropriateness or reasonableness of the company's compensation arrangements with its executive officers. This approach is retained in the amendments being
adopted by the Board.

IV. Overview of the Standard and Amendments and
Key Improvements from Existing Standards
The following discussion provides a summary of the standard and amendments
being adopted by the Board, key improvements from existing standards, and
changes being made to the reproposed standard and amendments.

Auditing Standard No. 18, Related Parties
Overview of the Standard: The standard is intended to strengthen auditor performance requirements for identifying, assessing, and responding to the risks
of material misstatement associated with a company's relationships and transactions with its related parties. Among other things, the standard requires the
auditor to:

•

Perform specific procedures to obtain an understanding of the company's relationships and transactions with its related parties, including obtaining an understanding of the nature of the relationships between the company and its related parties and of the terms
and business purposes (or the lack thereof) of transactions involving related parties. The new procedures are performed in conjunction with the auditor's risk assessment procedures pursuant to
Auditing Standard No. 12.

•

Evaluate whether the company has properly identified its related parties and relationships and transactions with its related
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parties.38 In making that evaluation, the auditor performs procedures to test the accuracy and completeness of management's
identification, taking into account information gathered during
the audit. If the auditor identifies information that indicates that
undisclosed relationships and transactions with a related party
might exist, the auditor performs procedures necessary to determine whether undisclosed relationships or transactions with related parties in fact exist.

•

Perform specific procedures if the auditor determines that a related party or relationship or transaction with a related party
previously undisclosed to the auditor exists.

•

Perform specific procedures regarding each related party transaction that is either required to be disclosed in the financial statements or determined to be a significant risk.

•

Communicate to the audit committee the auditor's evaluation of
the company's identification of, accounting for, and disclosure of
its relationships and transactions with related parties, and other
significant matters arising from the audit regarding the company's
relationships and transactions with related parties.

The Existing Standard: The existing requirements for auditing relationships
and transactions with related parties are contained primarily in AU sec. 334.
AU sec. 334 recognizes that the auditor performs procedures to identify and
evaluate a company's relationships and transactions with its related parties as
part of performing an audit of financial statements. In doing so, AU sec. 334
provides guidance and examples of procedures for the auditor's consideration in
identifying and evaluating related party transactions. Examples of procedures
in AU sec. 334 include procedures to obtain information from management (such
as obtaining the names of all related parties and inquiring whether there were
any transactions with these parties during the period) as well as procedures
intended to assist the auditor in identifying related parties that have not been
disclosed to the auditor by management (such as reviewing filings with the
SEC, reviewing company accounting records and certain invoices, and making
inquiries of other auditors). Notably, AU sec. 334 states that not all of the
procedures may be required in every audit. It further states that, in the absence
of evidence to the contrary, related party transactions should not be assumed
to be outside the ordinary course of business.39 Finally, AU sec. 334 states that
the auditor should place primary emphasis on the adequacy of disclosure of
related party transactions.
Key Improvements from the Existing Standard: The standard includes some
auditing concepts and procedures from AU sec. 334 that relate to identifying
and evaluating related parties and related party transactions. However, the
standard differs from AU sec. 334 in a number of key respects. These include:

•

Adding Basic Requirements: AU sec. 334 suggests procedures for
the auditor's consideration, noting that not all of them may be
required in every audit. The standard requires basic procedures

38
To further assist the auditor's efforts in this area, the other amendments include a complementary provision that expands existing management representations contained in AU sec. 333,
Management Representations. However, the auditor may not rely solely on management's representations since they are not a substitute for the application of those audit procedures necessary to afford
a reasonable basis for an opinion regarding the financial statements under audit.
39
Thus, AU sec. 334 could be misunderstood to create a "presumption of validity" for the business
purpose of related party transactions in situations where experience suggests a need for heightened
scrutiny.
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for the auditor's response to the risks of material misstatement
associated with a company's relationships and transactions with
its related parties that focus on those related party transactions
that require disclosure in the financial statements or that are determined to be a significant risk. These procedures are designed
to assist the auditor in identifying red flags that indicate potential risks of material misstatement. Additionally, the standard requires more in-depth procedures that are designed to be scalable
and commensurate with the company's facts and circumstances.

•

Enhancing Procedures to Obtain an Understanding of the Company's Relationships and Transactions with Its Related Parties:
Unlike AU sec. 334, which includes limited direction for obtaining
an understanding of the company's relationships and transactions
with its related parties, the standard requires the performance
of specific procedures in this area, including obtaining an understanding of the terms and business purposes (or the lack thereof)
of related party transactions.

•

Aligning with the Risk Assessment Standards: Since the adoption of AU sec. 334, the Board adopted and amended a number of
auditing standards, including its risk assessment standards. The
standard is designed to align with and build upon the risk assessment standards that were adopted in 2010. The new procedures
are intended to be performed in conjunction with the procedures
performed during the auditor's risk assessment.

•

Improving the Auditor's Focus on Accounting: As noted above, AU
sec. 334 states that the auditor should place primary emphasis
on the adequacy of disclosure of related party transactions. The
standard requires that the auditor evaluate both the accounting
for, and disclosure of, related party transactions.

•

Adding Audit Committee Communications: AU sec. 334 does not
mention communications with audit committees regarding related
party transactions. The standard requires the auditor to communicate with the audit committee (or its chair) to obtain information
during the auditor's risk assessment, as well as to communicate
to the audit committee regarding the auditor's evaluation of the
company's identification of, accounting for, and disclosure of its
relationships and transactions with related parties.

•

Emphasizing a Complementary Audit Approach: The standard requires the auditor to take into account information gathered during the audit when evaluating a company's identification of its
related parties, for example, information with respect to significant unusual transactions.

Changes from the Reproposed Standard: The Board is adopting the standard
substantially as reproposed, except for certain clarifications and changes that
are being made largely in response to comments. One change more prominently
emphasizes that the auditor's evaluation of whether a company has properly
identified its related parties and relationships and transactions with related
parties requires the auditor to perform procedures to test the accuracy and
completeness of the company's identification of its related parties and relationships and transactions with its related parties. That change also provides that
the auditor's evaluation takes into account the information gathered during
the audit. Another change clarifies that Appendix A of the standard contains
examples of information and sources of information that may be gathered by
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the auditor during the audit. More detail regarding the changes made to the
standard is included in Section II. of Appendix 4.

Amendments Regarding Significant Unusual Transactions
The amendments regarding significant unusual transactions revise AU sec.
316 and other PCAOB auditing standards with the intent of strengthening the
auditor's performance requirements for the identification and evaluation of significant unusual transactions. Among other things, the amendments regarding
significant unusual transactions:

•

Require the auditor to perform procedures to identify significant
unusual transactions;

•

Require the auditor to perform procedures to obtain an understanding of, and evaluate, the business purpose (or the lack
thereof) of identified significant unusual transactions; and

•

Add factors for the auditor to consider in evaluating whether significant unusual transactions may have been entered into to engage in fraudulent financial reporting or conceal misappropriation
of assets.

The amendments regarding significant unusual transactions include targeted
enhancements to AU sec. 316, as well as amendments to Auditing Standard
No. 12 and Auditing Standard No. 13, The Auditor's Responses to the Risks of
Material Misstatement. The amendments regarding significant unusual transactions also include conforming changes to other PCAOB auditing standards to
provide for consistency in the use of the term "significant unusual transactions"
throughout the Board's standards. During the reproposal process, the Board
added a number of clarifying changes, including some intended to enhance the
complementary linkages between the auditor's work relating to significant unusual transactions and related party transactions. This approach is maintained
in the amendments being adopted by the Board.
Existing Standards Regarding Significant Unusual Transactions: Existing auditing requirements regarding significant unusual transactions are principally
contained in AU sec. 316.40 Specifically, AU sec. 316.66 recognizes that during a financial statement audit, the auditor may become aware of significant
transactions that are outside the normal course of business for the company
or that otherwise appear to be unusual given the auditor's understanding of
the company and its environment. AU sec. 316.66 requires that, if the auditor
becomes aware of significant unusual transactions during the course of an audit, the auditor should gain an understanding of the business rationale of such
transactions and whether that rationale (or the lack thereof) suggests that such
transactions may have been entered into to engage in fraudulent financial reporting or to conceal the misappropriation of assets. In addition, the existing
risk assessment standards anticipate that the auditor will consider risks of material misstatement that are posed by significant transactions that are outside
the normal course of business for the company or otherwise appear unusual
due to their timing, size, or nature.41
Key Improvements from the Existing Standards: The amendments regarding
significant unusual transactions are designed to improve existing Board standards in the following key respects:

40
41

See AU secs. 316.66–.67.
See paragraph 71.g. of Auditing Standard No. 12.
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•

Conforming Descriptions of Significant Unusual Transactions:
The amendments regarding significant unusual transactions
amend AU sec. 316.66 to describe significant unusual transactions
as significant transactions that are outside the normal course of
business for the company or that otherwise appear to be unusual
due to their timing, size, or nature. The amendments regarding
significant unusual transactions also include conforming changes
to introduce a uniform description of "significant unusual transactions" throughout the Board's standards.

•

Improving Requirements for Identifying Significant Unusual
Transactions: The amendments regarding significant unusual
transactions require the performance of specific procedures intended to improve the auditor's identification of significant unusual transactions, for example, by amending Auditing Standard
No. 12 to require the auditor to make inquiries of management
and others.

•

Improving the Auditor's Evaluation of Significant Unusual Transactions: The amendments regarding significant unusual transactions to AU secs. 316.66-.67A include basic procedures for obtaining information for evaluating significant unusual transactions.
The basic procedures include: (i) reading the underlying documentation relating to significant unusual transactions and evaluating
whether the terms and other information about the transaction
are consistent with explanations from inquiries and other audit
evidence about the business purpose (or the lack thereof) of the
transaction; (ii) determining whether the transaction has been
authorized and approved in accordance with the company's established policies and procedures; and (iii) evaluating the financial capability of the other parties to the transaction with respect
to significant uncollected balances, guarantees, and other obligations. The basic procedures are designed to assist the auditor in
identifying red flags that indicate potential risks of material misstatement. Additionally, the standard requires more in-depth procedures that are designed to be scalable and commensurate with
the facts and circumstances of the audit.

•

Enhancing Attention to the Business Purpose (or the Lack Thereof)
of Significant Unusual Transactions: The amendments regarding significant unusual transactions to AU secs. 316.66-.67 are
intended to enhance the auditor's evaluation of the business purpose of significant unusual transactions by, among other things,
expanding the factors considered by the auditor in evaluating
whether the business purpose (or the lack thereof) indicates that
such transactions may have been entered into to engage in fraudulent financial reporting or conceal misappropriation of assets.

•

Emphasizing a Complementary Audit Approach: The amendments
to AU secs. 316.66-.67A emphasize a complementary audit approach by requiring the auditor to take into account other work
performed during the audit, for example, information gathered
with respect to related party transactions, when identifying a company's significant unusual transactions.

•

Emphasizing Accounting and Disclosure: The amendments regarding significant unusual transactions to AU sec. 316.67A
are intended to heighten the auditor's attention to accounting
matters relative to significant unusual transactions. The new
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requirements emphasize that the auditor must evaluate whether
the financial statements contain the information regarding significant unusual transactions essential for a fair presentation in
conformity with the applicable financial reporting framework.42
Changes from the Reproposed Amendments: The Board is adopting the amendments substantially as reproposed, with some clarifying changes. More detail
regarding those changes is included in Section III. of Appendix 4.

Financial Relationships and Transactions with Executive Officers
The other amendments are intended to provide for improved audit procedures
in complementary areas, including requiring that the auditor perform procedures, as part of the auditor's risk assessment, to obtain an understanding of
the company's financial relationships and transactions with its executive officers.43 These new procedures are intended to heighten the auditor's attention
to incentives or pressures for the company to achieve a particular financial
position or operating result, recognizing the key role that a company's executive officers may play in the company's accounting decisions or in a company's
financial reporting.
As discussed previously, clarifications were made to the other amendments
to explicitly provide that the auditor's work relating to a company's financial
relationships and transactions with its executive officers does not include an
assessment of the appropriateness or reasonableness of executive compensation
arrangements.
The Existing Standards and Key Improvements: The existing risk assessment
standards require the auditor to consider obtaining an understanding of compensation arrangements with senior management (including incentive compensation arrangements, changes or adjustments to those arrangements, and
special bonuses) as part of obtaining an understanding of the company. The
other amendments strengthen existing requirements by requiring the auditor,
as part of the audit risk assessment process, to perform procedures to obtain an
understanding of the company's financial relationships and transactions with
its executive officers. This reflects that a company's executive officers are a
group that, because of their position in the company, can exert influence over
the company's accounting and financial statement presentation.
No Changes from Reproposed Amendments: The Board is adopting the amendments regarding financial relationships and transactions with executive officers
as reproposed. A discussion of the comments received is included in Section IV.
of Appendix 4.

Other Amendments to PCAOB Auditing Standards
In addition to the other amendments relating to financial relationships and
transactions with executive officers, the other amendments being adopted by
the Board revise other auditing standards to conform them to the standard
and amendments and, where appropriate, include new requirements that complement the standard and amendments regarding significant unusual transactions.

42
See paragraphs 30-31 of Auditing Standard No. 14, Evaluating Audit Results, which address
the auditor's evaluation of the presentation of the financial statements, including the disclosures.
43
See Section IV.A. of Appendix 4 for a discussion of the applicable definition of the term "executive officer."
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For example, the other amendments include changes to AU sec. 333, relating
to management's written representations to the auditor, to include a representation that management has made available to the auditor the names of all
related parties and relationships and transactions with related parties. Additionally, the other amendments to AU sec. 333 require the auditor to obtain
relevant written representations from management: (i) that there are no side
agreements or other arrangements (either written or oral) undisclosed to the
auditor, and (ii) if the company's financial statements include an assertion that
transactions with related parties were conducted on terms equivalent to those
prevailing in an arm's-length transaction.
Other new requirements in the other amendments complement the requirements in the standard and amendments through improvements to the auditor's: (i) communications with a predecessor auditor; (ii) procedures during the
period subsequent to the date of the auditor's report; and (iii) procedures during reviews of interim financial information. These and the other amendments
being adopted by the Board are discussed in greater detail in Appendix 4.
The Board is adopting the other amendments substantially as reproposed, with
only minor clarifying changes. More detail regarding those changes is included
in Section IV. of Appendix 4.

V. Economic Considerations, Including Benefits
and Costs
The Board is adopting the standard and amendments pursuant to its mandate to protect the interest of investors and further the public interest in the
preparation of informative, accurate, and independent audit reports.
The Board is mindful of the potential economic impacts of its standard-setting.
Appendix 5 discusses in greater detail the economic impacts considered by the
Board as it developed the standard and amendments, including likely benefits
and costs.
In general, the Board believes that the standard and amendments will benefit
investors by requiring the auditor to focus appropriate auditing attention on
critical areas that warrant heightened scrutiny during the audit. The auditor's
heightened scrutiny of transactions in the critical areas, and the enhanced understanding of such transactions, both by the auditor and the audit committee,
should improve the quality of the audit and also may result in improvements
in companies' accounting and disclosures in these areas. Additionally, the standard and amendments have the potential to improve both the auditor's and the
audit committee's understanding of the critical areas, enabling the auditor to
be more effective in identifying and addressing risks, and contributing to the
audit committee's oversight of the company's financial reporting. Enhancing
the quality of a company's financial reporting should serve to reduce information asymmetry44 between management and investors, and foster increased
public confidence in the financial markets and improve the efficiency of capital
allocation decisions.
The benefits and costs considered by the Board are difficult to quantify reliably. As noted previously, the Board specifically requested commenters' views
regarding the economic impacts of the reproposed standard and amendments,
44
Information asymmetry refers to situations involving two or more parties in a relationship
in which one party has more, or better, information than the other party. For more information on
matters related to the separation of ownership and control of companies and the implications on
financial markets, see Section II.A. of Appendix 5.
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and was particularly interested in obtaining empirical data regarding both benefits and costs that could relate to the reproposed standard and amendments.
Commenters provided views on a wide range of issues pertinent to economic
considerations, including potential benefits and costs, but did not provide empirical data. Therefore, the Board's economic discussion is qualitative in nature.
In general, commenters supported the Board's standard-setting efforts and
agreed that the existing standards should be improved in the critical areas.
Many commenters indicated that the new requirements could have a positive
impact on audit quality. Some commenters cited improvements in specific areas
such as the auditor's: (i) identification of material misstatements due to fraud;
(ii) overall risk assessments for the audit; and (iii) application of professional
skepticism. Additionally, other benefits noted by commenters included improvements in audit committee communications and company financial statement
disclosures.
The Board understands that the new requirements will result in some additional audit effort and costs. Commenters who addressed potential costs provided information on potential costs that was generally consistent with the
discussion of economic considerations in the reproposing release. Commenters
noted that there would be some increased costs but did not provide data regarding the extent of such costs. However, commenters generally agreed that the
standard and amendments are appropriate for audits of companies of all types
and sizes, with some noting the particular risks posed by transactions between
smaller companies and related parties. Appendix 5 discusses in greater detail
potential benefits and costs considered by the Board in developing the standard
and amendments.
After considering the record developed by the Board through its proposal and
reproposal, including comments received reflecting widespread overall support
for the Board's efforts to improve its existing standards in these critical areas,
the Board believes that its new auditor performance requirements will advance
investor protection and improve audit quality. The Board also believes that its
new requirements reflect a reasoned approach that considers and is intended
to limit unnecessary audit effort and potential costs.

VI. Applicability to Audits of Emerging
Growth Companies
As noted above, the Board is adopting the standard and amendments pursuant
to its authority under the Act. Before rules adopted by the Board can take effect,
they must be approved by the SEC. Pursuant to Section 107(b)(3) of the Act,
the SEC shall approve a proposed rule if it finds that the rule is "consistent
with the requirements of [the] Act and the securities laws, or is necessary or
appropriate in the public interest or for the protection of investors."
Additionally, Section 104 of the JOBS Act45 amended the Act to provide that
any additional rules adopted by the PCAOB after April 5, 2012 do not apply
to audits of EGCs46 unless the SEC "determines that the application of such
additional requirements is necessary or appropriate in the public interest, after
considering the protection of investors, and whether the action will promote
efficiency, competition, and capital formation."47 As a result, the standard and
45

Pub. L. No. 112–106, 126 Stat. 306 (2012).
Section 3(a)(80) of the Exchange Act defines the term "emerging growth company."
47
See Section 103(a)(3)(C) of the Act (15 U.S.C. §7213(a)(3)(c)), as amended by Section 104 of the
JOBS Act, Pub. L. No. 112–106 (2012).
46
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amendments will be subject to a separate determination by the SEC regarding
their applicability to audits of EGCs.
The Board is providing information, which is set forth in Appendix 5, to assist
the SEC in its consideration of whether it is "necessary or appropriate in the
public interest, after considering the protection of investors and whether the
action will promote efficiency, competition, and capital formation," to apply the
standard and amendments to audits of EGCs. This information includes data
and analysis of EGCs identified by the Board's staff from public sources.
As more fully discussed in Appendix 5, the Board believes that the standard
and amendments are in the public interest and, after considering the protection
of investors and the promotion of efficiency, competition, and capital formation,
the Board is recommending that the standard and amendments apply to audits
of EGCs. The Board stands ready to assist the SEC in considering any comments
the SEC receives on these matters during the SEC's public comment process.

VII. Audits of Brokers and Dealers
Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act (the "Dodd-Frank Act")48 provided the Board with oversight authority with
respect to audits of brokers and dealers that are registered with the SEC. In
light of the authority granted to the Board by the Dodd-Frank Act, the SEC
adopted on July 30, 2013, amendments to Rule 17a-5 under the Exchange Act
to require, among other things, that audits of brokers' and dealers' financial
statements be performed in accordance with the standards of the PCAOB for
fiscal years ending on or after June 1, 2014.49
In its reproposal, issued before the SEC's adoption of amendments to Rule 17a5, the Board solicited comment regarding whether there were specific issues
relating to audits of brokers and dealers of which the Board should be aware. As
more fully described in Appendix 4, some commenters provided views regarding
certain issues pertinent to audits of brokers and dealers and also generally
stated that the reproposed standard and amendments should apply to audits
of brokers and dealers.
The standard and amendments, if approved by the SEC, will be applicable to all
audits performed pursuant to PCAOB standards, including audits of brokers
and dealers.

VIII. Effective Date
The Board determined that the standard and amendments will be effective,
subject to approval by the SEC, for audits of financial statements for fiscal
years beginning on or after December 15, 2014, including reviews of interim
financial information within these fiscal years.
Section VI. of Appendix 4 discusses the comments received relating to the effective date of the standard and amendments in further detail. Commenters
generally stated that the effective date in the reproposing release was reasonable, provided the standard and amendments were approved three to four
months prior to the effective date in the reproposing release.

48

Pub. L. No. 111–203, 124 Stat. 1376 (July 21, 2010).
See Broker–Dealer Reports, Release No. 34–70073, (July 30, 2013), 78 Federal Register 51910
(August 21, 2013), http://www.sec.gov/rules/final/2013/34-70073.pdf.
49
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IX. Appendices
This release contains the following appendices:

•
•

Appendix 1 contains the standard, Related Parties.

•

Appendix 3 contains the other amendments to PCAOB auditing
standards.

•

Appendix 4 provides additional discussion of the standard and
amendments. Appendix 4 also includes discussion of significant
comments received and the Board's consideration of such comments. Additionally, to assist auditors in implementation of the
standard and amendments, Appendix 4 includes discussion and
examples from the Board's proposing and reproposing releases
modified to address the standard and amendments being adopted
by the Board.

•

Appendix 5 contains a discussion of economic considerations, including for audits of EGCs.

•

Appendix 6 contains a comparison of certain significant differences between the objective and key requirements of the standard
and the amendments and the analogous standards of the IAASB
and the ASB.

Appendix 2 contains the amendments to certain PCAOB auditing
standards regarding significant unusual transactions.

***
On the 10th day of June, in the year 2014, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.
/s/ Phoebe W. Brown
Phoebe W. Brown
Secretary
June 10, 2014
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Appendix 1—Auditing Standard No. 18
Related Parties

Introduction
1. This standard establishes requirements regarding the auditor's evaluation of a company's identification of, accounting for, and disclosure of relationships and transactions between the company and its related parties.1

Objective
2. The objective of the auditor is to obtain sufficient appropriate audit evidence to determine whether related parties and relationships and transactions
with related parties have been properly identified, accounted for, and disclosed
in the financial statements.2

Performing Risk Assessment Procedures to Obtain an
Understanding of the Company’s Relationships and
Transactions with Its Related Parties
3. The auditor should perform procedures to obtain an understanding of
the company's relationships and transactions with its related parties that might
reasonably be expected to affect the risks of material misstatement of the financial statements in conjunction with performing risk assessment procedures in
accordance with Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement. The procedures performed to obtain an understanding
of the company's relationships and transactions with its related parties include:
a.
b.
c.

Obtaining an understanding of the company's process (paragraph
4);
Performing inquiries (paragraphs 5-7); and
Communicating with the audit engagement team and other auditors (paragraphs 8-9).

Note: Obtaining an understanding of the company's relationships and transactions with its related parties includes obtaining an understanding of the nature
of the relationships between the company and its related parties and of the
terms and business purposes (or the lack thereof) of the transactions involving
related parties.
Note: Performing the risk assessment procedures described in paragraphs 4-9
of this standard in conjunction with the risk assessment procedures required by
Auditing Standard No. 12 is intended to provide the auditor with a reasonable
basis for identifying and assessing risks of material misstatement associated
with related parties and relationships and transactions with related parties.

1
The auditor should look to the requirements of the U.S. Securities and Exchange Commission for
the company under audit with respect to the accounting principles applicable to that company, including the definition of the term "related parties" and the financial statement disclosure requirements
with respect to related parties.
2
See, e.g., paragraphs 30-31 of Auditing Standard No. 14, Evaluating Audit Results. See also
paragraph .04 of AU sec. 411, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles.
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Obtaining an Understanding of the Company’s Process
4. In conjunction with obtaining an understanding of internal control over
financial reporting, the auditor should obtain an understanding of the company's process for:3
a.
b.
c.

Identifying related parties and relationships and transactions
with related parties;
Authorizing and approving transactions with related parties; and
Accounting for and disclosing relationships and transactions with
related parties in the financial statements.

Performing Inquiries
5. The auditor should inquire of management regarding:4
a.

The names of the company's related parties during the period
under audit, including changes from the prior period;
b. Background information concerning the related parties (for example, physical location, industry, size, and extent of operations);
c. The nature of any relationships, including ownership structure,
between the company and its related parties;
d. The transactions entered into, modified, or terminated, with its
related parties during the period under audit and the terms and
business purposes (or the lack thereof) of such transactions;
e. The business purpose for entering into a transaction with a related party versus an unrelated party;
f. Any related party transactions that have not been authorized and
approved in accordance with the company's established policies
or procedures regarding the authorization and approval of transactions with related parties; and
g. Any related party transactions for which exceptions to the company's established policies or procedures were granted and the
reasons for granting those exceptions.
6. The auditor should inquire of others within the company regarding their
knowledge of the matters in paragraph 5 of this standard. The auditor should
identify others within the company5 to whom inquiries should be directed, and
determine the extent of such inquires, by considering whether such individuals
are likely to have knowledge regarding:
a.

The company's related parties or relationships or transactions
with related parties;

3
See, e.g., paragraph 18 of Auditing Standard No. 12, which requires the auditor to obtain a sufficient understanding of each component of internal control over financial reporting to (a) identify the
types of potential misstatements, (b) assess the factors that affect the risks of material misstatement,
and (c) design further audit procedures. See also paragraph 20 of Auditing Standard No. 12, which
states that obtaining an understanding of internal control includes evaluating the design of controls
that are relevant to the audit and determining whether the controls have been implemented.
4
See also AU sec. 333, Management Representations. Obtaining such representations from management complements the performance of procedures in paragraph 5 and is not a substitution for
those inquiries.
5
Examples of "others" within the company who may have such knowledge include: personnel in
a position to initiate, process, or record transactions with related parties and those who supervise or
monitor such personnel; internal auditors; in-house legal counsel; the chief compliance/ethics officer
or person in equivalent position; and the human resources director or person in equivalent position.
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b.

The company's controls over relationships or transactions with
related parties; and

c.

The existence of related parties or relationships or transactions
with related parties previously undisclosed to the auditor.6

7. The auditor should inquire of the audit committee,7 or its chair, regarding:
a.

The audit committee's understanding of the company's relationships and transactions with related parties that are significant to
the company; and

b.

Whether any member of the audit committee has concerns regarding relationships or transactions with related parties and, if
so, the substance of those concerns.

Communicating with the Audit Engagement
Team and Other Auditors
8. The auditor should communicate to engagement team members relevant information about related parties, including the names of the related parties and the nature of the company's relationships and transactions with those
related parties.8
9. If the auditor is using the work of another auditor, the auditor should
communicate to the other auditor relevant information about related parties,
including the names of the company's related parties and the nature of the company's relationships and transactions with those related parties.9 The auditor
also should inquire of the other auditor regarding the other auditor's knowledge
of any related parties or relationships or transactions with related parties that
were not included in the auditor's communications.

Identifying and Assessing Risks of
Material Misstatement
10. The auditor should identify and assess the risks of material misstatement at the financial statement level and the assertion level.10 This includes
identifying and assessing the risks of material misstatement associated with

6
For purposes of this standard, the phrase "related parties or relationships or transactions with
related parties previously undisclosed to the auditor" includes, to the extent not disclosed to the auditor
by management: (1) related parties; (2) relationships or transactions with known related parties; and
(3) relationships or transactions with previously unknown related parties.
7
The term "audit committee" has the same meaning as the term used in Auditing Standard No.
16, Communications with Audit Committees.
8
This communication, which can be more effective when it occurs at an early stage of the audit,
complements the discussion among engagement team members regarding risks of material misstatement in accordance with paragraph 49 of Auditing Standard No. 12. See also paragraph 5 of Auditing
Standard No. 10, Supervision of the Audit Engagement, which establishes requirements regarding supervision of the engagement team members, including directing engagement team members to bring
significant accounting and auditing issues arising during the audit to the attention of the engagement
partner or other engagement team members performing supervisory activities.
9
See AU sec. 543, Part of Audit Performed by Other Independent Auditors, which describes the auditor's responsibilities regarding using the work and reports of other independent auditors who audit
the financial statements of one or more subsidiaries, divisions, branches, components, or investments
included in the financial statements.
10
See paragraph 59 of Auditing Standard No. 12.
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related parties and relationships and transactions with related parties, including whether the company has properly identified, accounted for, and disclosed
its related parties and relationships and transactions with related parties.
Note: In identifying and assessing the risks of material misstatement associated with related parties and relationships and transactions with related parties, the auditor should take into account the information obtained
from performing the procedures in paragraphs 4-9 of this standard and from
performing the risk assessment procedures required by Auditing Standard
No. 12.

Responding to the Risks of Material Misstatement
11. The auditor must design and implement audit responses that address
the identified and assessed risks of material misstatement.11 This includes designing and performing audit procedures in a manner that addresses the risks
of material misstatement associated with related parties and relationships and
transactions with related parties.12
Note: The auditor also should look to the requirements in paragraphs .66-.67A
of AU sec. 316, Consideration of Fraud in a Financial Statement Audit, for
related party transactions that are also significant unusual transactions (for
example, significant related party transactions outside the normal course of
business). For such related party transactions, AU sec. 316.67 requires that
the auditor evaluate whether the business purpose (or the lack thereof) of the
transactions indicates that the transactions may have been entered into to
engage in fraudulent financial reporting or conceal misappropriation of assets.

Transactions with Related Parties Required to be Disclosed in the
Financial Statements or Determined to be a Significant Risk
12. For each related party transaction that is either required to be disclosed
in the financial statements or determined to be a significant risk, the auditor
should:
a.

b.

c.

Read the underlying documentation and evaluate whether the
terms and other information about the transaction are consistent
with explanations from inquiries and other audit evidence about
the business purpose (or the lack thereof) of the transaction;
Determine whether the transaction has been authorized and approved in accordance with the company's established policies and
procedures regarding the authorization and approval of transactions with related parties;
Determine whether any exceptions to the company's established
policies or procedures were granted;13

11
See paragraph 3 of Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement.
12
See generally, Auditing Standard No. 13 and paragraph 17 of Auditing Standard No. 15, Audit
Evidence, which provides that inquiry of company personnel, by itself, does not provide sufficient audit
evidence to reduce audit risk to an appropriately low level for a relevant assertion or to support a
conclusion about the effectiveness of a control.
13
Information gathered while obtaining an understanding of the company also might assist the
auditor in identifying agreements prohibiting or restricting related party transactions (for example,
loans or advances to related parties).
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d.

e.

Evaluate the financial capability of the related parties with respect to significant uncollected balances, loan commitments, supply arrangements, guarantees, and other obligations, if any;14 and
Perform other procedures as necessary to address the identified
and assessed risks of material misstatement.

Note: The applicable financial reporting framework may allow the aggregation
of similar related party transactions for disclosure purposes. If the company
has aggregated related party transactions for disclosure purposes in accordance
with the applicable financial reporting framework, the auditor may perform the
procedures in paragraph 12 for only a selection of transactions from each aggregation of related party transactions (versus all transactions in the aggregation),
commensurate with the risks of material misstatement.

Intercompany Accounts
13. The auditor should perform procedures on intercompany account balances as of concurrent dates, even if fiscal years of the respective companies
differ.
Note: The procedures performed should address the risks of material misstatement associated with the company's intercompany accounts.

Evaluating Whether the Company Has Properly
Identified Its Related Parties and Relationships and
Transactions with Related Parties
14. The auditor should evaluate whether the company has properly identified its related parties and relationships and transactions with related parties.
Evaluating whether a company has properly identified its related parties and
relationships and transactions with related parties involves more than assessing the process used by the company. This evaluation requires the auditor to
perform procedures to test the accuracy and completeness of the related parties and relationships and transactions with related parties identified by the
company, taking into account the information gathered during the audit.15 As
part of this evaluation, the auditor should read minutes of the meetings of
stockholders, directors, and committees of directors, or summaries of actions of
recent meetings for which minutes have not yet been prepared.
Note: Appendix A contains examples of information and sources of information
that may be gathered during the audit that could indicate that related parties
or relationships or transactions with related parties previously undisclosed to
the auditor might exist.

15. If the auditor identifies information that indicates that related parties
or relationships or transactions with related parties previously undisclosed to
the auditor might exist, the auditor should perform the procedures necessary to
14
Examples of information that might be relevant to the auditor's evaluation of a related party's
financial capability include, among other things, the audited financial statements of the related party,
reports issued by regulatory agencies, financial publications, and income tax returns of the related
party, to the extent available.
15
Information obtained from identifying and evaluating a company's significant unusual transactions and obtaining an understanding of a company's financial relationships and transactions with
its executive officers could indicate that related parties or relationships or transactions with related
parties previously undisclosed to the auditor might exist.

REL 2014-002

Related Parties, Amendments to Certain PCAOB Auditing Standards

3867

determine whether previously undisclosed relationships or transactions with
related parties, in fact, exist.16 These procedures should extend beyond inquiry
of management.
16. If the auditor determines that a related party or relationship or transaction with a related party previously undisclosed to the auditor exists, the
auditor should:
a.

b.
c.

d.

e.

f.

Inquire of management regarding the existence of the related
party or relationship or transaction with a related party previously undisclosed to the auditor and the possible existence of other
transactions with the related party previously undisclosed to the
auditor;
Evaluate why the related party or relationship or transaction with
a related party was previously undisclosed to the auditor;17
Promptly communicate to appropriate members of the engagement team and other auditors participating in the audit engagement relevant information about the related party or relationship
or transaction with the related party;
Assess the need to perform additional procedures to identify other
relationships or transactions with the related party previously
undisclosed to the auditor;
Perform the procedures required by paragraph 12 of this standard
for each related party transaction previously undisclosed to the
auditor that is required to be disclosed in the financial statements
or determined to be a significant risk; and
Perform the following procedures, taking into account the information gathered from performing the procedures in a. through e.
above:
i. Evaluate the implications on the auditor's assessment of
internal control over financial reporting, if applicable;
ii. Reassess the risk of material misstatement and perform
additional procedures as necessary if such reassessment
results in a higher risk;18 and
iii. Evaluate the implications for the audit if management's
nondisclosure to the auditor of a related party or relationship or transaction with a related party indicates that
fraud or an illegal act may have occurred. If the auditor
becomes aware of information indicating that fraud or another illegal act has occurred or might have occurred, the
auditor must determine his or her responsibilities under

16
See paragraph 29 of Auditing Standard No. 15, which states that if audit evidence obtained
from one source is inconsistent with that obtained from another, or if the auditor has doubts about the
reliability of information to be used as audit evidence, the auditor should perform the audit procedures
necessary to resolve the matter and should determine the effect, if any, on other aspects of the audit.
17
See AU sec. 333.04, which states that if a representation made by management is contradicted
by other audit evidence, the auditor should investigate the circumstances and consider the reliability
of the representation made. Based on the circumstances, the auditor should consider whether his or
her reliance on management's representations relating to other aspects of the financial statements is
appropriate and justified.
18
See paragraph 74 of Auditing Standard No. 12, which states that when the auditor obtains
audit evidence during the course of the audit that contradicts the audit evidence on which the auditor originally based his or her risk assessment, the auditor should revise the risk assessment and
modify planned audit procedures or perform additional procedures in response to the revised risk
assessments.
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AU secs. 316.79-.82, AU sec. 317, Illegal Acts by Clients,
and Section 10A of the Securities Exchange Act of 1934,
15 U.S.C. §78j-1.

Evaluating Financial Statement Accounting
and Disclosures
17. The auditor must evaluate whether related party transactions have
been properly accounted for and disclosed in the financial statements. This
includes evaluating whether the financial statements contain the information
regarding relationships and transactions with related parties essential for a fair
presentation in conformity with the applicable financial reporting framework.19

Assertions That Transactions with Related Parties Were
Conducted on Terms Equivalent to Those Prevailing in
Arm’s-Length Transactions
18. If the financial statements include a statement by management that
transactions with related parties were conducted on terms equivalent to those
prevailing in an arm's- length transaction, the auditor should determine
whether the evidence obtained supports or contradicts management's assertion. If the auditor is unable to obtain sufficient appropriate audit evidence
to substantiate management's assertion, and if management does not agree to
modify the disclosure, the auditor should express a qualified or adverse opinion.20
Note: Transactions with related parties might not be conducted on terms equivalent to those prevailing in arm's-length transactions (e.g., a company may
receive services from a related party without cost). Except for routine transactions, it may not be possible for management to determine whether a particular
transaction would have taken place, or what the terms and manner of settlement would have been, if the parties had not been related. Accordingly, it may
be difficult for the auditor to obtain sufficient appropriate audit evidence to
substantiate management's assertion that a transaction was consummated on
terms equivalent to those that prevail in arm's-length transactions. A preface
to a statement such as "management believes that" or "it is the company's belief
that" does not change the auditor's responsibilities.

Communications with the Audit Committee
19. The auditor should communicate to the audit committee the auditor's
evaluation of the company's identification of, accounting for, and disclosure of its
relationships and transactions with related parties.21 The auditor also should
communicate other significant matters arising from the audit regarding the
company's relationships and transactions with related parties including, but
not limited to:
19

See paragraphs 30-31 of Auditing Standard No. 14.
See paragraph .06.l. of AU sec. 333, which requires the auditor to obtain written representations from management if the financial statements include such an assertion. Representations from
management alone are not sufficient appropriate audit evidence. See also paragraphs .35–.36 of AU
sec. 508, Reports on Audited Financial Statements.
21
See Auditing Standard No. 16 regarding the timing of the communications to the audit committee.
20
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The identification of related parties or relationships or transactions with related parties that were previously undisclosed to the
auditor;
The identification of significant related party transactions that
have not been authorized or approved in accordance with the company's established policies or procedures;
The identification of significant related party transactions for
which exceptions to the company's established policies or procedures were granted;
The inclusion of a statement in the financial statements that a
transaction with a related party was conducted on terms equivalent to those prevailing in an arm's-length transaction and the
evidence obtained by the auditor to support or contradict such an
assertion; and
The identification of significant related party transactions that
appear to the auditor to lack a business purpose.
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Appendix A
Examples of Information and Sources of Information That
May Be Gathered During the Audit That Could Indicate
That Related Parties or Relationships or Transactions with
Related Parties Previously Undisclosed to the Auditor
Might Exist
A1. This Appendix contains examples of information and sources of information
that may be gathered during the audit that could indicate that related parties
or relationships or transactions with related parties previously undisclosed to
the auditor might exist. Specifically, paragraph A2. of this Appendix contains
examples of information that could indicate that related parties or relationships
or transactions with related parties previously undisclosed to the auditor might
exist. Similarly, paragraph A3. contains examples of sources that could contain
such information. The examples contained in this Appendix are not intended
to represent a comprehensive listing.
A2. The following are examples of information that may be gathered during the
audit that could indicate that related parties or relationships or transactions
with related parties previously undisclosed to the auditor might exist:

•

Buying or selling goods or services at prices that differ significantly from prevailing market prices;

•

Sales transactions with unusual terms, including unusual rights
of return or extended payment terms generally not offered;

•
•

"Bill and hold" type transactions;

•

Occupying premises or receiving other assets or rendering or receiving management services when no consideration is exchanged;

•

Engaging in a nonmonetary transaction that lacks commercial
substance;

•

Sales without economic substance (e.g., funding the other party to
the transaction to facilitate collection of the sales price, or entering
into a transaction shortly prior to period end and unwinding that
transaction shortly after period end);

•

Loans to parties that, at the time of the loan transaction, do not
have the ability to repay and possess insufficient or no collateral;

•

Loans made without prior consideration of the ability of the party
to repay;

•

A subsequent repurchase of goods that indicates that at the time
of sale an implicit obligation to repurchase may have existed that
would have precluded revenue recognition or sales treatment;

•

Advancing company funds that are used directly or indirectly to
pay what would otherwise be an uncollectible loan or receivable;

•

Sales at below market rates to an intermediary whose involvement
serves no apparent business purpose and who, in turn, sells to the
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ultimate customer at a higher price, with the intermediary (and
ultimately its principals) retaining the difference;

•

Guarantees and guarantor relationships outside the normal
course of business; or

•

Transactions between two or more entities in which each party
provides and receives the same or similar amounts of consideration (e.g., round-trip transactions).

A3. The following are examples of sources of information that may be gathered
during the audit that could indicate that related parties or relationships or
transactions with related parties previously undisclosed to the auditor might
exist:

•

Periodic and current reports, proxy statements, and other relevant
company filings with the SEC and other regulatory agencies;

•
•

Disclosures contained on the company's website;

•
•

Tax filings and related correspondence;

•
•
•

Relevant internal auditors' reports;

•
•

Life insurance policies purchased by the company;

•

Contracts or other agreements (including, for example, partnership agreements and side agreements or other arrangements) with
management;

•

Contracts and other agreements representing significant unusual
transactions;

•

Significant contracts renegotiated by the company during the period under audit;

•

Records from a management, audit committee, or board of directors' whistleblower program;

•
•

Expense reimbursement documentation for executive officers; or

Confirmation responses and responses to inquiries of the company's lawyers;
Invoices and correspondence received from the company's professional advisors, for example, attorneys and consulting firms;
Conflicts-of-interest statements from management and others;
Shareholder registers that identify the company's principal shareholders;
Records of the company's investments, pension plans, and other
trusts established for the benefit of employees, including the
names of the officers and trustees of such investments, pension
plans, and other trusts;

The company's organizational charts.
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Appendix 2
Amendments to Certain PCAOB Auditing Standards
Regarding Significant Unusual Transactions
A. Identifying Significant Unusual Transactions
(Section III.A. of Appendix 4)
Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, as amended, is
amended as follows:
In paragraph 14:

•

•

The first bullet point is replaced with:
Controls over significant transactions that are outside the
normal course of business for the company or that otherwise appear to be unusual due to their timing, size, or
nature ("significant unusual transactions"), particularly
those that result in late or unusual journal entries;10A/
and
Footnote 10A is added at the end of the first bullet:
10A/
See paragraphs .66-.67A of AU sec. 316, Consideration
of Fraud in a Financial Statement Audit.

Auditing Standard No. 9, Audit Planning
Auditing Standard No. 9, Audit Planning, as amended, is amended as follows:
In paragraph 12, subparagraph a. is replaced with:
The nature and amount of assets, liabilities, and transactions executed at the location or business unit, including, e.g., significant transactions that are outside
the normal course of business for the company or that otherwise appear to be
unusual due to their timing, size, or nature ("significant unusual transactions")
executed at the location or business unit.14/

Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, is amended as follows:
a.

In paragraph 13:

•

•
REL 2014-002

The fifth bullet point is replaced with:
The methods the company uses to account for significant
transactions that are outside the normal course of business for the company or that otherwise appear to be unusual due to their timing, size, or nature ("significant unusual transactions");7A/ and
Footnote 7A is added at the end of the fifth bullet:
7A/
See AU secs. 316.66-.67A.
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In paragraph 56.a.:

•
•
•

In item (6), delete the word "and" at the end of the item.
In item (7), change the period (.) at the end of the phrase to
a semicolon (;) and add the word "and" after the semicolon.
Add Item (8):

•

(8) Whether the company has entered into any significant unusual transactions and, if so, the nature, terms,
and business purpose (or the lack thereof) of those transactions and whether such transactions involved related
parties.31A/
Add footnote 31A at the end of item (8):
31A/

c.

See AU secs. 316.66-.67A.
In paragraph 56.b.:

•
•
•

In item (3), delete the word "and" at the end of the item.
In item (4), change the period (.) at the end of the phrase to
a semicolon (;) and add the word "and" after the semicolon.
Add item (5):
(5) Whether the company has entered into any significant
unusual transactions.

d.

In paragraph 56.c.:

•
•
•

In item (3), delete the word "and" at the end of the item.
In item (4), change the period (.) at the end of the phrase to
a semicolon (;) and add the word "and" after the semicolon.
Add item (5):
(5) Whether the company has entered into any significant
unusual transactions.

e.

In paragraph 57, the third bullet point is replaced with:
Employees involved in initiating, recording, or processing complex
or unusual transactions, e.g., a sales transaction with multiple elements, a significant unusual transaction, or a significant related
party transaction; and

f.

Paragraph 71.g., is replaced with:
Whether the risk involves significant unusual transactions.

g.

Paragraph 73A is added after paragraph 73:
73A. The auditor should obtain an understanding of the controls that
management has established to identify, authorize and approve, and
account for and disclose significant unusual transactions in the financial statements, if the auditor has not already done so when obtaining
an understanding of internal control, as described in paragraphs 1840 and 72-73 of this standard.

Auditing Standard No. 13, The Auditor’s Responses to the Risks
of Material Misstatement
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement, as amended, is amended as follows:
a. The second sentence of footnote 3 to paragraph 5.d. is replaced
with:
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See also paragraphs .66-.67A of AU sec. 316, Consideration of Fraud
in a Financial Statement Audit, and paragraphs .04 and .06 of AU
sec. 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles.

b.

Paragraph 15.c. is replaced with:
Evaluating whether the business purpose for significant transactions
that are outside the normal course of business for the company or that
otherwise appear to be unusual due to their timing, size, or nature
("significant unusual transactions") indicates that the transactions
may have been entered into to engage in fraudulent financial reporting or conceal misappropriation of assets (AU secs. 316.66-.67A).

AU sec. 316, “Consideration of Fraud in a Financial Statement Audit”
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a. The first item in paragraph .85A.2, section a., under "Opportunities" is replaced with the following two items:

•
•
b.

The fourth item in paragraph .85A.2, section a., under "Opportunities" is replaced with:

•
c.

Related party transactions that are also significant unusual transactions (e.g., a significant related party transaction outside the normal course of business)
Significant transactions with related parties whose financial statements are not audited or are audited by another
firm

Significant or highly complex transactions or significant
unusual transactions, especially those close to period end,
that pose difficult "substance-over-form" questions

The following item is added as the last item to paragraph .85A.2,
section a., under "Opportunities":

•

Contractual arrangements lacking a business purpose

AU sec. 722, Interim Financial Information
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), as amended, is amended as follows:
a. In paragraph .55, Appendix B, paragraph B1., the tenth bullet is
replaced with the following two bullets:

•
•

The occurrence of infrequent transactions
The occurrence of significant unusual transactions

B. Evaluating Significant Unusual Transactions (Section III.B. of
Appendix 4)
Auditing Standard No. 13, The Auditor’s Responses to the Risks of Material
Misstatement
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement, as amended, is amended as follows:

REL 2014-002

Related Parties, Amendments to Certain PCAOB Auditing Standards
a.

3875

Paragraph 11A is added after paragraph 11:
11A. Responding to Risks Associated with Significant Unusual
Transactions. Paragraph 71.g. of Auditing Standard No. 12
indicates that one of the factors to be evaluated in determining significant risks is whether the risk involves significant unusual transactions. Also, AU secs. 316.66-.67A
establish requirements for performing procedures to respond to fraud risks regarding significant unusual transactions. Because significant unusual transactions can affect
the risks of material misstatement due to error or fraud,
the auditor should take into account the types of potential
misstatements that could result from significant unusual
transactions in designing and performing further audit
procedures, including procedures performed pursuant to
AU secs. 316.66-.67A.

Auditing Standard No. 16, Communications with Audit Committees
Auditing Standard No. 16, Communications with Audit Committees, is amended
as follows:
a. In paragraph 13.d., the phrase "rationale for" is replaced with the
phrase "purpose (or the lack thereof) of."

AU sec. 316, Consideration of Fraud in a Financial Statement Audit
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a. Paragraph .66 is replaced with:
.66 Evaluating whether the business purpose for
significant unusual transactions indicates that the
transactions may have been entered into to engage
in fraud. Significant transactions that are outside the normal course of business for the company or that otherwise
appear to be unusual due to their timing, size, or nature
("significant unusual transactions") may be used to engage
in fraudulent financial reporting or conceal misappropriation of assets.
Note: The auditor's identification of significant unusual transactions should take into account information obtained from: (a) the risk assessment
procedures required by Auditing Standard No. 12,
Identifying and Assessing Risks of Material Misstatement (e.g., inquiring of management and others, obtaining an understanding of the methods used
to account for significant unusual transactions, and
obtaining an understanding of internal control over
financial reporting) and (b) other procedures performed during the audit (e.g., reading minutes of the
board of directors meetings and performing journal
entry testing).
Note: The auditor should take into account information that indicates that related parties or
relationships or transactions with related parties
previously undisclosed to the auditor might exist
when identifying significant unusual transactions.
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b.

See paragraphs 14-16 of Auditing Standard No. 18,
Related Parties. Appendix A of Auditing Standard
No. 18, Related Parties, includes examples of such
information and examples of sources of such information.
Paragraph .66A is added after paragraph .66:
.66A The auditor should design and perform procedures to obtain an understanding of the business purpose (or the lack
thereof) of each significant unusual transaction that the
auditor has identified. The procedures should include:
a. Reading the underlying documentation and evaluating whether the terms and other information
about the transaction are consistent with explanations from inquiries and other audit evidence
about the business purpose (or the lack thereof)
of the transaction;
b. Determining whether the transaction has been
authorized and approved in accordance with the
company's established policies and procedures;
c. Evaluating the financial capability of the other
parties with respect to significant uncollected balances, loan commitments, supply arrangements,
guarantees, and other obligations, if any;fn 24A and
d. Performing other procedures as necessary depending on the identified and assessed risks of
material misstatement.
Note: Paragraph 11A of Auditing Standard No. 13 requires the auditor to take into account the types of potential misstatements that
could result from significant unusual transactions in designing and
performing further audit procedures.

c.

Footnote 24A is added after subparagraph c. of paragraph .66A
fn 24A

Examples of information that might be relevant to the auditor's evaluation of the other party's financial capability include,
among other things, the audited financial statements of the other
party, reports issued by regulatory agencies, financial publications,
and income tax returns of the other party, to the extent available.

d.

Paragraph .67 is replaced with:
67. The auditor should evaluate whether the business purpose (or the lack thereof) indicates that the significant unusual transaction may have been entered into to engage in
fraudulent financial reporting or conceal misappropriation
of assets. In making that evaluation, the auditor should
evaluate whether:
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•

The form of the transaction is overly complex
(e.g., the transaction involves multiple entities
within a consolidated group or unrelated third
parties);

•

The transaction involves unconsolidated related
parties, including variable interest entities;
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•

The transaction involves related parties or relationships or transactions with related parties
previously undisclosed to the auditor; fn 25A

•

The transaction involves other parties that do not
appear to have the financial capability to support
the transaction without assistance from the company, or any related party of the company;

•

The transaction lacks commercial or economic
substance, or is part of a larger series of connected, linked, or otherwise interdependent arrangements that lack commercial or economic
substance individually or in the aggregate (e.g.,
the transaction is entered into shortly prior to
period end and is unwound shortly after period
end);

•

The transaction occurs with a party that falls outside the definition of a related party (as defined by
the accounting principles applicable to that company), with either party able to negotiate terms
that may not be available for other, more clearly
independent, parties on an arm's-length basis;

•

The transaction enables the company to achieve
certain financial targets;

•

Management is placing more emphasis on the
need for a particular accounting treatment than
on the underlying economic substance of the
transaction (e.g., accounting-motivated structured transaction); and

•

Management has discussed the nature of and accounting for the transaction with the audit committee or another committee of the board of directors or the entire board.
Note: Paragraphs 20-23 of Auditing Standard
No. 14, Evaluating Audit Results, provide
requirements regarding the auditor's evaluation of whether identified misstatements
might be indicative of fraud.

e.

Footnote 25 is deleted and footnote 25A is added at the end of the
third bullet in paragraph .67:
fn 25A Related parties or relationships or transactions with related
parties previously undisclosed to the auditor includes, to the extent
not disclosed to the auditor by management: (1) related parties; (2)
relationships or transactions with known related parties; and (3) relationships or transactions with previously unknown related parties.
Auditing Standard No. 18, Related Parties, requires the auditor to
perform certain procedures in circumstances in which the auditor
determines that related parties or relationships or transactions with
related parties previously undisclosed to the auditor exist.

f.

Paragraph .67A is added after paragraph 67:
.67A The auditor must evaluate whether significant unusual
transactions that the auditor has identified have been

REL 2014-002

3878

Select PCAOB Releases

g.

properly accounted for and disclosed in the financial statements. This includes evaluating whether the financial
statements contain the information regarding significant
unusual transactions essential for a fair presentation of
the financial statements in conformity with the applicable
financial reporting framework. fn 25B
Note: The auditor considers management's disclosure regarding significant unusual transactions in
other parts of the company's Securities and Exchange Commission filing containing the audited financial statements in accordance with AU sec. 550,
Other Information in Documents Containing Audited
Financial Statements.
Footnote 25B is added at the end of paragraph.67A:
fn 25B
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Appendix 3
Other Amendments to PCAOB Auditing Standards
Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement (Section IV.A. of Appendix 4)
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, is amended as follows:
a.

The following sentence is added to the end of footnote 3 of paragraph 4:
Also, Auditing Standard No. 18, Related Parties, requires the auditor
to perform procedures to obtain an understanding of the company's
relationships and transactions with its related parties that might
reasonably be expected to affect the risks of material misstatement
of the financial statements.

b.
c.

d.

In paragraph 10, the note following the final bullet is deleted.
Paragraph 10A is added after paragraph 10:
10A. To assist in obtaining information for identifying and assessing risks of material misstatement of the financial
statements associated with a company's financial relationships and transactions with its executive officers (e.g.,
executive compensation, including perquisites, and any
other arrangements), the auditor should perform procedures to obtain an understanding of the company's financial relationships and transactions with its executive officers. The procedures should be designed to identify risks
of material misstatement and should include, but not be
limited to (1) reading the employment and compensation
contracts between the company and its executive officers
and (2) reading the proxy statements and other relevant
company filings with the Securities and Exchange Commission and other regulatory agencies that relate to the
company's financial relationships and transactions with
its executive officers.
In paragraph 11:

•

•
•

The third bullet is replaced with:
Obtaining an understanding of compensation arrangements with senior management other than executive officers referred to in paragraph 10A, including incentive
compensation arrangements, changes or adjustments to
those arrangements, and special bonuses;
In the fourth bullet, delete the period (.) and add a semicolon (;) at the end of the bullet.
Add a fifth bullet:
Inquiring of the chair of the compensation committee, or
the compensation committee's equivalent, and any compensation consultants engaged by either the compensation committee or the company regarding the structuring
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of the company's compensation for executive officers; and

•

Add a sixth bullet:
Obtaining an understanding of established policies and
procedures regarding the authorization and approval of
executive officer expense reimbursements.

e.

In Appendix A, paragraph A3A is added after paragraph A3:
A3A. Executive officer—For issuers, the president; any vice
president of a company in charge of a principal business
unit, division, or function (such as sales, administration or
finance); any other officer who performs a policy-making
function; or any other person who performs similar policymaking functions for a company. Executive officers of subsidiaries may be deemed executive officers of a company
if they perform such policy- making functions for the company. (See Rule 3b-7 under the Exchange Act.) For brokers
and dealers, the term "executive officer" includes a broker's or dealer's chief executive officer, chief financial officer, chief operations officer, chief legal officer, chief compliance officer, director, and individuals with similar status
or functions. (See Schedule A of Form BD.)

Auditing Standard No. 16, Communications with Audit
Committees
Auditing Standard No. 16, Communications with Audit Committees, is amended
as follows:
a.

The phrase "AU sec. 334, Related Parties" in footnote 25 is replaced with the phrase "Auditing Standard No. 18, Related Parties."

b.

The following bullet is inserted after the third bullet in Appendix
B:

•

Auditing Standard No. 18, Related Parties, paragraphs 7
and 19.

AU sec. 315, “Communications Between Predecessor and
Successor Auditors” (Section IV.B. of Appendix 4)
SAS No. 84, "Communications Between Predecessor and Successor Auditors"
(AU sec. 315, "Communications Between Predecessor and Successor Auditors"),
as amended, is amended as follows:
a.

The following bullet is added to the end of paragraph .09:

•
b.

The predecessor auditor's understanding of the nature of
the company's relationships and transactions with related
parties and significant unusual transactions.fn 5A

Add the following footnote to the end of paragraph .09:

fn 5A

Paragraph .66 of AU sec. 316, Consideration of Fraud in a Financial
Statement Audit, describes significant unusual transactions.

c.
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The predecessor auditor should ordinarily permit the successor auditor to review working papers, including documentation of planning, internal control, audit results, and other matters of continuing
accounting and auditing significance, such as the working papers
containing an analysis of balance sheet accounts, those relating to
contingencies, related parties, and significant unusual transactions.

AU sec. 316, “Consideration of Fraud in a Financial Statement
Audit” (Section IV.C. of Appendix 4)
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a. The heading before paragraph .79 is replaced with:
Communication about Possible Fraud to Management, the Audit
Committee, the Securities and Exchange Commission, and Others
fn 37

b.

c.

Paragraph .81A is added after paragraph .81:
.81A The auditor has a responsibility, under certain conditions,
to disclose possible fraud to the Securities and Exchange
Commission to comply with certain legal and regulatory
requirements. These requirements include reports in connection with the termination of the engagement, such as
when the entity reports an auditor change and the fraud
or related risk factors constitute a reportable event or are
the source of a disagreement, as these terms are defined
in Item 304 of Regulation S-K and Item 16F of Form 20F. These requirements also include reports that may be
required pursuant to Section 10A(b) of the Securities Exchange Act of 1934 relating to an illegal act that the auditor
concludes has a material effect on the financial statements.
For paragraph .82:

•
•

d.

Footnotes 39 and 41 are deleted.
The paragraph is replaced with:

82. The auditor also may have a duty to disclose the
existence of possible fraud to parties outside the
entity in the following circumstances:
a. To a successor auditor when the successor makes inquiries in accordance with
AU sec. 315, Communications Between
Predecessor and Successor Auditors.fn 40
b. In response to a subpoena.
c. To a funding agency or other specified
agency in accordance with requirements
for the audits of companies that receive
governmental financial assistance.
The following item is added to paragraph .85A.2, section b., under
"Opportunities":

•

The exertion of dominant influence by or over a related
party
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AU sec. 330, “The Confirmation Process”
SAS No. 67, "The Confirmation Process" (AU sec. 330, "The Confirmation Process"), as amended, is amended as follows:
a.

Footnote 2 to paragraph .27 is replaced with:
Auditing Standard No. 18, Related Parties, establishes requirements
regarding the auditor's evaluation of relationships and transactions
between the company and its related parties.

AU sec. 333, “Management Representations”
(Section IV.D. of Appendix 4)
SAS No. 85, "Management Representations" (AU sec. 333, "Management Representations"), as amended, is amended as follows:
a.

The third sentence of paragraph .03 is replaced with:
For example, after the auditor performs the procedures described in
Auditing Standard No. 18, Related Parties, the auditor should obtain a written representation that management has no knowledge of
any relationships or transactions with related parties that have not
been properly accounted for and adequately disclosed. The auditor
should obtain this written representation even if the results of those
procedures indicate that relationships and transactions with related
parties have been properly accounted for and adequately disclosed.

b.

In paragraph .06:

•

Subparagraph c. is replaced with:
Availability of all financial records and related data, including the names of all related parties and all relationships and transactions with related parties.

•

Subparagraph f. is replaced with:
Absence of (1) unrecorded transactions and (2) side agreements or other arrangements (either written or oral)
undisclosed to the auditor.

•

Subparagraph l. is replaced with:
Information concerning related party transactions and
amounts receivable from or payable to related parties, including support for any assertion that a transaction with a
related party was conducted on terms equivalent to those
prevailing in an arm's-length transaction.fn9

c.

Footnote 9 to paragraph .06 is replaced with:
See paragraph 18 of Auditing Standard No. 18, Related Parties.

d.

The second sentence in paragraph 4 of Appendix A is replaced
with:
Examples are fraud, in section 316, Consideration of Fraud in a Financial Statement Audit, and related parties, in Auditing Standard
No. 18, Related Parties.

e.
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•

Item 2.a. is replaced with:

•

Financial records and related data, including the names of
all related parties and all relationships and transactions
with related parties.
Item 11.d. is added:
Side agreements or other arrangements (either written or
oral) that have not been disclosed to you.

AU sec. 334, “Related Parties”
SAS No. 45, Omnibus Statement on Auditing Standards—1983 (AU sec. 334,
"Related Parties"), as amended, is superseded.

AU sec. 9334, “Related Parties: Auditing Interpretations of
Section 334”
AU sec. 9334, "Related Parties: Auditing Interpretations of Section 334," as
amended, is superseded.

AU sec. 336, “Using the Work of a Specialist”
SAS No. 73, "Using the Work of a Specialist" (AU sec. 336, "Using the Work of
a Specialist"), as amended, is amended as follows:
a. Footnote 6 of paragraph .10 is replaced with:
The term relationship includes, but is not limited to, those situations
meeting the definition of "related parties" contained in the financial
reporting framework applicable to the company under audit.

AU sec. 560, “Subsequent Events” (Section IV.E. of Appendix 4)
SAS No. 1, "Codification of Auditing Standards and Procedures," section 560,
"Subsequent Events" (AU sec. 560, "Subsequent Events"), as amended, is
amended as follows:
a. In paragraph .12b.:

•

Item (v) is added:

•

Whether there have been any changes in the company's
related parties.
Item (vi) is added:

•

Whether there have been any significant new related
party transactions.
Item (vii) is added:
Whether the company has entered into any significant unusual transactions.

AU sec. 722, “Interim Financial Information”
(Section IV.F. of Appendix 4)
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), as amended, is amended as follows:
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a.

In paragraph .24:

•

Subparagraph g. is replaced with:

•

Availability of all financial records and related data, including the names of all related parties and all relationships and transactions with related parties.
Subparagraph j. is replaced with:

•

Absence of (1) unrecorded transactions and (2) side agreements or other arrangements (either written or oral)
undisclosed to the auditor.
Subparagraph m. is replaced with:
Information concerning related party transactions and
amounts receivable from or payable to related parties, including support for any assertion that a transaction with a
related party was conducted on terms equivalent to those
prevailing in an arm's-length transaction.

b.

The second sentence of paragraph C5 of paragraph .56 is replaced
with:
Examples are fraud, in section 316, Consideration of Fraud in a Financial Statement Audit, and related parties, in Auditing Standard
No. 18, Related Parties.

c.

Within paragraph C6 of paragraph .56, within the first illustrative representation letter (1.) for a review of interim financial
information (statements):

•

Item 2.a. is replaced with:
All financial records and related data, including the
names of all related parties and all relationships and
transactions with related parties.

d.

Within paragraph C6 of paragraph .56, within the second illustrative representation letter (2.) for a review of interim financial
information (statements):

•

Item 2.a. is replaced with:

•

All financial records and related data, including the
names of all related parties and all relationships and
transactions with related parties.
Item 12.d. is added:
Side agreements or other arrangements (either written or
oral) that have not been disclosed to you.
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Appendix 4
Additional Discussion of the Standard and Amendments

I. Introduction
The Public Company Accounting Oversight Board ("PCAOB" or "Board") is
adopting: (i) Auditing Standard No. 18, Related Parties (the "standard"); (ii)
amendments to certain PCAOB auditing standards regarding significant unusual transactions (the "amendments regarding significant unusual transactions"); and (iii) other amendments to PCAOB auditing standards (the "other
amendments").1 The standard supersedes the Board's existing auditing standard AU sec. 334, Related Parties (the "existing standard").
This Appendix discusses the standard in Appendix 1, the amendments regarding significant unusual transactions in Appendix 2, and the other amendments
in Appendix 3.2 This Appendix also provides background information regarding the standard and amendments and includes a discussion of significant comments received on the reproposed standard and amendments, including revisions the Board has made.3 This Appendix also includes additional discussion
and examples that could be useful to auditors in implementing the standard
and amendments.
The standard and amendments result from several years of careful consideration, including outreach to the Board's Standing Advisory Group ("SAG").
The Board first proposed the standard and amendments on February 28,
2012.4 On May 7, 2013, the Board issued a reproposed auditing standard
(the "reproposed standard"), reproposed amendments regarding significant unusual transactions (the "reproposed amendments regarding significant unusual
transactions") and the other reproposed amendments (the "other reproposed
amendments").5 In its reproposal, the Board requested comment on all aspects
of the reproposal, including the potential economic impacts of its reproposal.
In particular, the Board sought empirical data regarding both the benefits and

1
A company's related party transactions, significant unusual transactions, and financial relationships and transactions with its executive officers, are collectively referred to in this Appendix 4
as "the critical areas" or "these critical areas."
2
The amendments regarding significant unusual transactions and the other amendments are
collectively referred to as the "amendments." The standard and amendments are collectively referred
to as the "standard and amendments."
3
Appendix 5 also provides a discussion of comments received relevant to economic considerations
and the Board's consideration of such comments.
4
See Proposed Auditing Standard-Related Parties, Proposed Amendments to Certain PCAOB
Auditing Standards Regarding Significant Unusual Transactions, and Other Proposed Amendments
to PCAOB Auditing Standards (the "proposing release"), PCAOB Release No. 2012–001 (February
28, 2012), http://pcaobus.org/Rules/Rulemaking/Pages/Docket038.aspx. The proposed amendments regarding significant unusual transactions and the other proposed amendments are collectively referred
to as the "proposed amendments." The proposed standard and proposed amendments are collectively
referred to as the "proposed standard and amendments" or the "proposal."
5
See Proposed Auditing Standard-Related Parties, Proposed Amendments to Certain PCAOB
Auditing Standards Regarding Significant Unusual Transactions, and Other Proposed Amendments to
PCAOB Auditing Standards (the "reproposing release"), PCAOB Release No. 2013–004 (May 7, 2013),
http://pcaobus.org/Rules/Rulemaking/Pages/Docket038.aspx. The reproposed amendments regarding
significant unusual transactions and the other reproposed amendments are collectively referred to as
the "reproposed amendments." The reproposed standard and reproposed amendments are collectively
referred to as the "reproposed standard and amendments" or the "reproposal."
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costs and other effects that could relate to the reproposed standard and amendments. The comment period for the reproposal ended on July 8, 2013.
The Board received 24 comment letters on its reproposal. The Board also discussed the reproposed standard and amendments with its SAG on May 15,
2013 (the "SAG discussion").6 The Board considered all comments received. In
general, commenters were supportive of the Board's standard-setting efforts to
improve the existing standards in these critical areas. Many commenters noted
that the reproposed standard and amendments could improve audit quality.
After considering the comments received, the Board is adopting the standard
and amendments substantially as reproposed, except for certain clarifications
and changes that are being made largely in response to comments.
A recurring theme from comments received on both the proposal and reproposal
dealt with including additional discussion and examples in the standard and
amendments. Several commenters requested that the Board include additional
discussion and examples contained in the proposing and reproposing releases
in the text of the standard and amendments. Some commenters suggested that
not including additional discussion and examples could affect the consistency
of implementation and the initial and recurring implementation costs.
The Board considered these comments and determined, as it has done in other
projects, to include performance requirements in the standard and amendments
and to provide additional discussion and examples primarily in an appendix to
its adopting release. As noted in the reproposal, this approach promotes a clear
separation between the required procedures and the Board's additional discussion regarding the application of the standard and amendments. To assist auditors in implementing the standard and amendments, this Appendix includes
additional discussion and examples previously included in the proposing and
reproposing releases, modified to address the standard and amendments being
adopted by the Board.
This Appendix includes the following sections: (II.) Auditing Standard No. 18,
Related Parties; (III.) Amendments to Certain PCAOB Auditing Standards Regarding Significant Unusual Transactions; (IV.) Other Amendments to PCAOB
Auditing Standards; (V.) Audits of Brokers and Dealers; and (VI.) Effective
Date.

II. Auditing Standard No. 18, Related Parties
(Appendix 1)
As noted above, commenters generally supported the Board's standard-setting
efforts to strengthen the existing auditing standard, with many commenters
noting that the reproposed standard could have a positive impact on audit
quality. Many commenters also suggested changes for further improving the
reproposed standard, including some clarifications and editorial suggestions.
The Board is adopting the standard, substantially as reproposed, but is making
certain revisions to clarify and refine various aspects of the standard. The most
significant changes include:

•

Clarifying the Scope of the Auditor's Inquiries Regarding Related
Party Transactions (Paragraph 5): Paragraph 5 of the standard
includes a revision to clarify the scope of the auditor's inquiries of

6
The transcript of the SAG's discussion of the reproposed standard and amendments
is available at http://pcaobus.org/Rules/Rulemaking/Docket038/2013-05-15_SAG%20TranscriptRelated_Parties.pdf.
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management to include transactions with its related parties that
were modified during the period under audit.

•

Including Examples of Others Within the Company of Whom the
Auditor Might Inquire (Paragraph 6): A footnote has been added to
paragraph 6 of the standard to provide examples of others within
the company that the auditor might inquire of regarding the company's relationships and transactions with related parties.

•

Providing Direction Regarding Timing of Communications (Paragraph 8): Paragraph 8 of the standard includes a revision that
notes that the communication to engagement team members pursuant to paragraph 8 can be more effective when it occurs at an
early stage of the audit.

•

Providing Direction Regarding Intercompany Accounts (Paragraph 13): A note has been added to paragraph 13 of the standard
to clarify that the procedures performed by the auditor should
address the risks of material misstatement associated with the
company's intercompany accounts.

•

Clarifying the Auditor's Responsibility for Evaluating the Company's Identification of its Related Parties (Paragraph 14): Paragraph 14 includes revisions to highlight that the auditor's evaluation of a company's identification of its related parties includes
performing procedures to test the accuracy and completeness of
the related parties and relationships and transactions with related parties identified by the company, and that such evaluation
takes into account the information gathered during the audit.

•

Clarifying the Auditor's Responsibility Regarding Appendix A
(Paragraph 14): Language has been added to paragraph 14 and
Appendix A (referred to in paragraph 14) to clarify that Appendix
A contains examples of information and sources of information
that may be gathered during the audit.

•

Expanding the Examples Contained in Appendix A (Appendix A):
The examples of sources of information contained in Appendix
A of the standard have been expanded to include the company's
"disclosures contained on the company's website" (in addition to
the company's disclosures in SEC filings, which is already included
as an example in Appendix A).

•

Clarifying the Procedures Performed If the Auditor Identifies a Related Party or Relationship or Transaction with a Related Party
Previously Undisclosed to the Auditor (Paragraph 16): Paragraph
16 includes a number of clarifications, the most significant of which
include revisions clarifying that paragraph 16 requires the auditor
to perform initial procedures intended to help the auditor understand and evaluate the nature of the undisclosed related party or
relationship or transaction with a related party identified by the
auditor. Taking into account the information gathered from performing those procedures, the auditor then performs additional
procedures to evaluate any broader implications for the audit.

The following sections discuss the standard being adopted by the Board, the
existing standard, significant comments received, and the Board's responses,
including a description of the changes from the reproposed standard. The following sections also include additional discussion and examples that could be
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useful to auditors in implementing the standard. The sections are organized by
the following topical areas:
A.
B.
C.
D.
E.
F.
G.
H.

Introduction (Paragraph 1)
Objective (Paragraph 2)
Performing Risk Assessment Procedures to Obtain an
Understanding of the Company's Relationships and
Transactions with Its Related Parties (Paragraphs 3-9)
Identifying and Assessing Risks of Material Misstatement
(Paragraph 10)
Responding to the Risks of Material Misstatement
(Paragraphs 11-13)
Evaluating Whether the Company Has Properly Identified
Its Related Parties and Relationships and Transactions
with Related Parties (Paragraphs 14-16)
Evaluating Financial Statement Accounting and
Disclosures (Paragraphs 17-18)
Communications with the Audit Committee
(Paragraph 19)

Page
A4-6
A4-7
A4-8
A4-17
A4-21
A4-29
A4-41
A4-44

A. Introduction (Paragraph 1 of the Standard in Appendix 1)
Discussion of Paragraph 1 of Auditing Standard No. 18
Paragraph 1 of the standard states that the standard establishes requirements
regarding the auditor's evaluation of a company's identification of, accounting
for, and disclosure of relationships and transactions between the company and
its related parties.
A footnote to paragraph 1 of the standard provides that the auditor should look
to the requirements of the U.S. Securities and Exchange Commission ("SEC" or
the "Commission") for the company under audit with respect to the accounting
principles applicable to that company, including the definition of the term "related parties" and the financial statement disclosure requirements with respect
to related parties (which is referred to as a "framework neutral" approach).7
In contrast to the specific required procedures contained in the standard, AU
sec. 334 provides guidance on procedures that the auditor should consider to
identify related party relationships and transactions, and to satisfy himself
concerning the required financial statement accounting and disclosures.8 The
standard also improves upon the existing standard by using a framework neutral approach. The existing standard, on the other hand, refers the auditor to
the definition of a related party contained in GAAP.
After considering all comments received, the Board is adopting paragraph 1 of
the standard as reproposed.

7
For SEC filings that include financial statements prepared in accordance with or reconciled to
U.S. Generally Accepted Accounting Principles ("GAAP"), see, e.g., Financial Accounting Standards
Board's ("FASB") Accounting Standards Codification Topic 850, Related Party Disclosures. For SEC
filings that include financial statements prepared in accordance with International Financial Reporting Standards, as issued by the International Accounting Standards Board ("IFRS"), see, e.g.,
International Accounting Standard No. 24, Related Party Disclosures.
8
See AU secs. 334.01–.02.
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B. Objective (Paragraph 2 of the Standard in Appendix 1)
Discussion of Paragraph 2 of Auditing Standard No. 18
Paragraph 2 of the standard states that the objective of the auditor is to obtain sufficient appropriate audit evidence to determine whether related parties
and relationships and transactions with related parties have been properly
identified, accounted for, and disclosed in the financial statements. A footnote
refers the auditor to other relevant standards, including paragraphs 30-31 of
Auditing Standard No. 14, Evaluating Audit Results, and paragraph .04 of AU
sec. 411, The Meaning of Present Fairly in Conformity with Generally Accepted
Accounting Principles.
The intent of the objective is to focus the auditor on the end result—obtaining
sufficient appropriate audit evidence to determine whether related parties and
relationships and transactions with related parties have been properly identified, accounted for, and disclosed in the financial statements.
In contrast, the existing standard does not specifically describe an objective for
the auditor's work regarding a company's relationships and transactions with
its related parties.

Discussion of Comments Received on Paragraph 2 of the
Reproposed Standard
The Board considered all comments received, including the following significant
comments:
Including the Consideration of "Fraud" as an Explicit Objective: A few commenters recommended that the objective of the standard refer to the risk of
fraud as an explicit objective of the standard. The Board considered similar
comments received on the proposal in developing its reproposal. As noted in
the reproposal, related party transactions warrant special attention by the auditor, in part, because of their historic association with material misstatements
that are associated with fraudulent financial reporting. The standard requires
the auditor to perform specific procedures intended to provide for heightened
scrutiny of the company's identification of, accounting for, and disclosure of
its related parties and relationships and transactions with related parties.
Since some related party transactions may be routine and occur in the ordinary course of business, the Board determined to take a risk-based approach
that aligns with and builds upon its risk assessment standards.9 The risk assessment standards emphasize that the auditor's responsibilities for assessing
and responding to fraud are an integral part of the audit process rather than
a separate, parallel process. In the Board's view, this represents an effective
and efficient audit approach. This is in contrast to the approach taken in the
existing standard, which states that in the absence of evidence to the contrary,
related party transactions should not be assumed to be outside the ordinary
course of business.10
Incorporating Materiality into the Objective: A few commenters recommended
including a reference to materiality in the objective of the standard. The Board
considered these comments but noted that auditing standards require the auditor to design and perform audits to identify material misstatements. Also,

9
See Auditing Standards Related to the Auditor's Assessment of and Response to Risk and Related
Amendments to Other PCAOB Standards, PCAOB Release 2010–004 (August 5, 2010).
10
AU sec. 334.06.
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direction regarding the auditor's considerations of materiality already is contained in Auditing Standard No. 11, Consideration of Materiality in Planning
and Performing an Audit.
The Board is adopting paragraph 2 of the standard as reproposed, except for
an additional reference to paragraph 30 of Auditing Standard No. 14 that has
been added to footnote 2.

C. Performing Risk Assessment Procedures to Obtain an
Understanding of the Company’s Relationships and Transactions
with Its Related Parties (Paragraphs 3 through 9 of the
Standard in Appendix 1)
Discussion of Paragraphs 3 through 9 of Auditing Standard No. 18
Paragraph 3 of the standard builds upon the foundational risk assessment requirements contained in Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement. Chiefly, paragraph 3 of the standard requires
the auditor to perform specific procedures to obtain an understanding of the
company's relationships and transactions with its related parties that might
reasonably be expected to affect the risks of material misstatement of the financial statements, in conjunction with performing risk assessment procedures in
accordance with Auditing Standard No. 12.11
Understanding the nature and business purpose (or the lack thereof) of a company's relationships and transactions with its related parties is important for
the auditor's evaluation of the company's accounting for and disclosure of related party transactions because a company's relationships and transactions
with its related parties could pose increased risks of material misstatement.
For example, to improve the appearance of its financial condition, a company
and a related party could attempt to "dress up" the appearance of the company's
balance sheet at period end by agreeing to have the company temporarily pay
down its related party debt prior to the balance sheet date while having an
undisclosed side agreement to subsequently borrow the same or a comparable
amount shortly after period end.
Paragraph 3 further provides that the procedures to be performed to obtain
an understanding of the company's relationships and transactions include: (i)
procedures to obtain an understanding of the company's process; (ii) performing
inquiries; and (iii) communicating with the audit engagement team and other
auditors.
The existing standard suggests some similar procedures for the auditor's consideration. For example, the existing standard states in AU sec. 334.05 that, in
determining the scope of work to be performed with respect to possible transactions with related parties, the auditor should obtain an understanding of
management responsibilities and the relationship of each component of the entity to the total entity. AU sec. 334.05 further states that the auditor should
consider controls over management activities and the business purpose served
by the various components of the entity. AU sec. 334.09 states that, after identifying related party transactions, the auditor should apply the procedures that
the auditor considers necessary to obtain satisfaction concerning the purpose,

11
In addition, as described in Section IV.A of this Appendix, the other amendments contained in
Appendix 3 make a conforming amendment to Auditing Standard No. 12.
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nature, and extent of these transactions and their effect on the financial statements. Additionally, paragraph 71 of Auditing Standard No. 12 states that one
factor to be considered in determining whether a risk represents a significant
risk is whether the risk involves significant transactions with related parties.

Obtaining an Understanding of the Company’s Process (Paragraph 4 of the
Standard in Appendix 1)
Paragraph 4 of the standard also aligns with and builds upon the requirements
in Auditing Standard No. 12. Auditing Standard No. 12 requires the auditor
to obtain a sufficient understanding of each component of internal control over
financial reporting to: (i) identify the types of potential misstatement; (ii) assess the factors that affect the risks of material misstatement; and (iii) design
further audit procedures.12 Paragraph 4 of the standard requires that, in conjunction with obtaining an understanding of internal control over financial reporting, the auditor obtain an understanding of the controls that management
has established to: (i) identify related parties and relationships and transactions with related parties; (ii) authorize and approve transactions with related
parties; and (iii) account for and disclose relationships and transactions with
related parties in the financial statements.
Obtaining an understanding of the company's controls, including its policies
and procedures, is important to an auditor's consideration of the risks that
a company's relationships and transactions with related parties may pose for
material misstatement of the company's financial statements. The standard
recognizes that material features of companies' policies and procedures for the
review, approval, or ratification of related party transactions will vary depending on both the size and complexity of the company and the types of transactions
covered by such policies and procedures. The standard should not be read to
imply that such policies and procedures should be in writing or adhere to any
particular framework.
AU sec. 334, issued before the adoption of the risk assessment standards, is
similar, but not as specific. Among other things, AU sec. 334.05 states that, in
determining the scope of work to be performed with respect to possible transactions with related parties, the auditor should obtain an understanding of
management responsibilities. AU sec. 334.05 further states that the auditor
should consider controls over management activities.

Performing Inquiries (Paragraphs 5 through 7 of the Standard
in Appendix 1)
Briefly, paragraphs 5 through 7 of the standard require the auditor to make
specific inquiries of: (i) company management; (ii) others within the company
likely to have additional knowledge regarding the company's related parties or
relationships or transactions with the company's related parties; and (iii) the
company's audit committee.
Appropriately focused inquiries can inform the auditor's understanding of the
nature of the relationships between the company and its related parties, and
the terms and business purposes (or the lack thereof) of transactions involving
related parties. In addition, inquiries can assist the auditor in determining the
extent of audit procedures that should be performed to determine whether the
company has identified its related parties and relationships and transactions
with its related parties.

12

See paragraph 18 of Auditing Standard No. 12.
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The inclusion of the phrase "(or the lack thereof)" throughout the standard and
amendments is intended to promote a questioning and skeptical approach by
the auditor when obtaining an understanding of the business purpose of related
party transactions. Sharpening the auditor's focus on evaluating the business
purpose of related party transactions is particularly appropriate in view of
the risk of material misstatement involving related party transactions.13 The
importance of identifying transactions that appear to lack a business purpose
also is reinforced in other parts of the standard. For example, the standard
requires the auditor to communicate to the audit committee the identification
of significant related party transactions that appear to the auditor to lack a
business purpose.
Paragraph 5 contains a list of inquiries of management that consist of basic information that the auditor should obtain as part of obtaining an understanding
of the company's financial relationships and transactions with its related parties, such as the names of the company's related parties and the nature of the
company's relationships and transactions with those related parties. A footnote
to paragraph 5 refers the auditor to AU sec. 333, Management Representations,
and notes that obtaining such representations from management complements
the performance of procedures in paragraph 5 and is not a substitution for those
inquiries.
Paragraph 6 provides that the auditor also inquire of others within the company regarding their knowledge of the same matters that are the subject of the
auditor's inquiries of management pursuant to paragraph 5 of the standard.
A footnote to paragraph 6 states that examples of "others" within the company who may have such knowledge include: personnel in a position to initiate,
process, or record transactions with related parties and those who supervise
or monitor such personnel; internal auditors; in-house legal counsel; the chief
compliance/ethics officer or person in equivalent position; and the human resource director or person in equivalent position. These examples of "others"
included in the standard are not intended to imply that these individuals could
not also be members of "management" for a particular company.
The inquiries required in paragraph 6 provide an opportunity for the auditor
to corroborate the information obtained from management. Paragraph 6 does
not, however, require the auditor to inquire of others within the company regarding matters that the auditor does not believe are reasonably within their
knowledge.
Paragraph 7 of the standard provides that the auditor also should make inquiries of the company's audit committee, or its chair, regarding the audit committee's understanding of the company's relationships and transactions with
related parties, focusing on those that are significant to the company.14 Additionally, the standard provides that the auditor should inquire as to whether any
member of the audit committee has concerns regarding the company's relationships or transactions with related parties. The inquiries of the audit committee,
or its chair, pursuant to paragraph 7 of the standard work in concert with the
auditor's communications with the audit committee pursuant to paragraph 19
13
See, e.g., paragraph 15 of FASB Statement No. 57, Related Parties, which states "[w]ithout
disclosure to the contrary, there is a general presumption that transactions reflected in financial
statements have been consummated on an arm's– length basis between independent parties. However, that presumption is not justified when related party transactions exist because the requisite
conditions of competitive, free–market dealings may not exist. Because it is possible for related party
transactions to be arranged to obtain certain results desired by the related parties, the resulting
accounting measures may not represent what they usually would be expected to represent."
14
Paragraph 8 of Auditing Standard No. 16, Communications with Audit Committees, also requires the auditor to make certain inquiries of the audit committee.
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of the standard to provide an opportunity for the auditor to corroborate management's responses. The audit committee communication requirements in the
standard are intended to provide the auditor with a forum to discuss sensitive
areas that potentially may involve the financial interests of members of the
company's management.
The inquiries in paragraphs 5 through 7 of the standard could be performed
at the same time as the inquiries about the risks of material misstatement,
including fraud risks, that are performed as part of the auditor's risk assessment, as required by paragraphs 54 through 58 of Auditing Standard No. 12.
These inquiries also would provide an opportunity for the auditor to discuss,
as appropriate, the company's financial relationships and transactions with its
executive officers with the audit committee, or its chair, as part of the auditor's procedures to obtain an understanding of the company's relationships and
transactions with its related parties.
In contrast to the new requirements contained in the standard, the existing
standard describes a variety of specific audit procedures for the auditor's consideration in determining the existence of related parties.15 These specific procedures include requesting from appropriate management personnel the names
of all related parties and inquiring whether there were any transactions with
these parties during the period. The existing standard has no audit committee
communication requirement. The procedures in paragraph 5 through 7 of the
standard provide more specific procedures for the auditor regarding the use of
inquiries of management and others.

Communicating with the Audit Engagement Team and Other Auditors
(Paragraphs 8 and 9 of the Standard in Appendix 1)
Paragraphs 8 and 9 of the standard require the auditor to communicate to
engagement team members and, if applicable, other auditors, relevant information about related parties, including the names of the related parties and
the nature of the company's relationships and transactions with those related
parties. A footnote to paragraph 8 states that this communication, which can
be more effective when it occurs at an early stage of the audit, complements
the discussion among engagement team members regarding risks of material
misstatement in accordance with paragraph 49 of Auditing Standard No. 12.
That footnote also refers the auditor to paragraph 5 of Auditing Standard No.
10, Supervision of the Audit Engagement. If the auditor is using the work of another auditor, paragraph 9 of the standard further requires the auditor to make
certain inquiries of the other auditor regarding the other auditor's knowledge
of any related parties or relationships or transactions with related parties that
were not included in the auditor's communications.16
Communicating information to engagement team members regarding a company's related parties and relationships and transactions with related parties
might increase the likelihood that the engagement team will identify related
parties or relationships or transactions with related parties previously undisclosed to the auditor by management. Effective communication to engagement
team members might also highlight evidence that corroborates or contradicts
information provided by management about relationships and transactions
with related parties. Additionally, effective communication to engagement team
15

See AU sec. 334.07.
The standard does not include a specific requirement for the auditor to make similar inquires
of engagement team members because existing standards already require engagement team members
to bring relevant matters to the attention of the audit engagement partner. See, e.g., paragraph 5 of
Auditing Standard No. 10.
16

REL 2014-002

3894

Select PCAOB Releases

members could enhance the auditor's understanding of the company's relationships and transactions with its related parties.
Examples of matters regarding related parties that the engagement team might
discuss include: (i) information that could indicate the existence of related parties or relationships or transactions with related parties previously undisclosed
to the auditor; (ii) sources of information that could indicate the existence of
related parties or relationships or transactions with related parties previously
undisclosed to the auditor; (iii) how entities controlled by management (e.g.,
variable interest entities) might be used to facilitate earnings management;
and (iv) how transactions between the company and a known business partner
of a member of management could be arranged to facilitate fraudulent financial
reporting or asset misappropriation.17
In addition, under PCAOB standards, a principal auditor may use the work and
reports of other auditors who have audited the financial statements of one or
more subsidiaries, divisions, branches, components, or investments included in
the company's financial statements.18 Exchanging relevant information about
related
parties with the other auditor can assist the principal auditor in understanding
the overall nature of the company's relationships and transactions with related
parties and in identifying related parties or relationships or transactions with
related parties previously undisclosed to the auditor.
AU sec. 334.08 contains audit procedures intended to provide guidance for identifying material transactions that may be indicative of the existence of previously unidentified related party relationships. One such procedure is to provide
audit personnel performing segments of the audit, or auditing and reporting
separately on the accounts of related components of the reporting entity, with
the names of known related parties so that they may become aware of transactions with such parties during their audits. Further, AU sec. 334.07.g., suggests
a number of audit procedures for determining the existence of related party
relationships, including making inquiries of other auditors of related entities
concerning their knowledge of existing relationships and the extent of management involvement in material transactions. Finally, paragraph .13 of AU
sec. 9334, Related Parties: Auditing Interpretations of Section 334, states that
the principal auditor and the other auditor should obtain from each other the
names of known related parties and that, ordinarily, the exchange should be
made at an early stage of the audit. In contrast to the suggested procedures
provided in the existing standard, the standard provides specific procedures for
the auditor regarding this topic.

Discussion of Comments Received on Paragraphs 3 through 9 of the
Reproposed Standard
The Board considered all comments received, including the following significant
comments:
Inquiring Regarding "Modifications" to Related Party Transactions: One commenter stated that modifications to transactions with related parties during
the period may give rise to a risk of material misstatement. This commenter
suggested clarifying the scope of paragraph 5.d. of the reproposed standard by
adding the word "modified" after the phrase "the transactions entered into."
This change would clarify that the auditor's inquiries regarding the company's
related party transactions entered into during the audit period would include
17
18

See also Section III.B. of this Appendix.
See paragraph .01 of AU sec. 543, Part of Audit Performed by Other Independent Auditors.
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inquiries regarding any such transactions that were modified during that period. The Board considered this comment and agreed that this would be a useful
change. The Board has made a change to paragraph 5.d. to reflect the commenter's suggestion.
Providing Additional Direction Regarding the Auditor's Inquiries: Two commenters recommended including additional direction regarding the auditor's
inquiries. One commenter suggested providing further direction on the nature
and extent of the auditor's inquiries. Another commenter suggested that the
Board provide examples of others within the company of whom the auditor
might inquire to clarify the intent of the requirement in paragraph 6. The
Board considered these comments and has added a new footnote to paragraph
6. That new footnote states that examples of "others" within the company who
may have such knowledge include: personnel in a position to initiate, process,
or record transactions with related parties and those who supervise or monitor such personnel; internal auditors; in-house legal counsel; the chief compliance/ethics officer or person in equivalent position; and the human resources
director or person in equivalent position.19 The Board declined to add more specific requirements because determining the nature and extent of the auditor's
inquiries is an area that would benefit from the auditor's consideration of the
facts and circumstances of the audit.
Timing of the Auditor's Communications: At the SAG discussion, a suggestion
was made to include direction regarding the timing of the auditor's communication to the engagement team. The Board considered this comment, noting
that, similar to the approach under the existing standard, this communication
would generally occur at an early stage of the audit as it would be performed
in conjunction with the risk assessment procedures.20 Further, the proposing
release had noted that communicating information about related parties at an
early stage of the audit would benefit such discussions and should continue
throughout the audit. The Board has revised the footnote to paragraph 8 of
the standard to indicate that this communication can be more effective when
it occurs at an early stage of the audit.
The Board is adopting paragraphs 3 through 9 of the standard substantially as
reproposed, except for, as described above: (i) revising item d. of paragraph 5 to
clarify that auditors' inquiries include inquiries regarding any transactions that
were modified during the period; (ii) adding a footnote to paragraph 6 that includes examples of others within the company to whom the auditor may address
inquiries; and (iii) revising the footnote to paragraph 8 to indicate that the communication can be more effective when it occurs at an early stage of the audit.

D. Identifying and Assessing Risks of Material Misstatement
(Paragraph 10 of the Standard in Appendix 1)
Discussion of Paragraph 10 of Auditing Standard No. 18
Paragraph 10 of the standard aligns with the risk assessment requirements
contained in Auditing Standard No. 12, which require the auditor to identify
19
These examples of "others" had been included in the proposed standard but were removed from
the reproposal because the Board did not wish to suggest that the auditor should make inquiries of
each of these individuals in all instances. Additionally, one commenter on the proposal observed that
some of the "others" might also be members of management in some companies. However, in view of
comments indicating that additional examples in the standard would be helpful, the Board believes
that these examples could be useful to auditors, and including them in a footnote to the standard
should avoid the notion that these examples in and of themselves impose requirements.
20
See AU sec. 9334.13.
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and assess the risks of material misstatement at the financial statement level
and the assertion level. Paragraph 10 of the standard states that this includes
identifying and assessing the risks of material misstatement associated with
related parties and relationships and transactions with related parties, including whether the company has properly identified, accounted for, and disclosed
its related parties and relationships and transactions with related parties. A
footnote to paragraph 10 refers the auditor to paragraph 59 of Auditing Standard No. 12.
The clause "including whether the company has properly identified, accounted
for, and disclosed its related parties and relationships and transactions with
related parties" in paragraph 10 is intended to highlight, among other things,
that the auditor's assessment of risk includes a focus on risks related to the company's less than complete identification of its related parties or relationships
or transactions with related parties. Such a focus helps support the auditor's
evaluation of whether the company has properly identified its related parties
and relationships and transactions with related parties.
Due to their nature, transactions with related parties might involve difficult
measurement and recognition issues that can lead to errors in financial statements, for example, when terms are not properly considered in accounting determinations. Related parties might also buy or sell goods or services at prices
that differ significantly from prevailing market prices or offer unusual rights
of return or extended payment terms.
Additionally, as previously discussed, under the risk assessment standards,
the auditor is required to determine whether any of the identified and assessed
risks of material misstatement are fraud risks or other significant risks.21 The
standard does not mandate that all related party transactions be presumed
to be or deemed to be significant risks or designated as a fraud risk. Under
the risk assessment approach, the auditor's assessment is based on the facts
and circumstances of the audit, including the facts and circumstances of a company's relationships and transactions with related parties. However, depending
on the facts and circumstances, assessed risks of material misstatement associated with related parties and relationships and transactions with related
parties might also represent fraud risks or other significant risks. AU sec. 316,
Consideration of Fraud in a Financial Statement Audit, provides examples of
fraud risk factors, including some concerning related parties.22
The complexity of a transaction is a factor considered by auditors when assessing risks of material misstatement associated with related party transactions.
Further, when the substance of a related party transaction differs materially
from its form, or when a company's related parties operate through an extensive and complex range of relationships and structures, heightened scrutiny
is warranted. For example, depending upon the facts and circumstances, the
creation of a variable interest entity in which the company's economic interest
(its obligation to absorb losses or its right to receive benefits) is disproportionately greater than the company's stated power might represent a fraud risk or
other significant risk, especially in the presence of other fraud risk factors.23
Examples of fraud risk factors regarding related parties that individually, or
in combination with other fraud risk factors, might indicate the existence of
21

See paragraphs 59.f., 70, and 71 of Auditing Standard No. 12.
See AU sec. 316.85.A.2, Section a., under "Opportunities."
23
Paragraph 10 of Auditing Standard No. 12 states that obtaining an understanding of the nature of the company includes understanding the company's significant investments, including equity
method investments, joint ventures and variable interest entities.
22
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a fraud risk, include significant related party transactions not in the ordinary
course of business or with related entities not audited or audited by another
firm.24
The existence of dominant influence is another factor considered by auditors
when assessing the risks of material misstatement. Related parties, due to
their ability to control or significantly influence, may be in a position to prevent a company from pursuing its own separate interests. Identifying the risks
of material misstatement associated with dominant influence can assist the
auditor's assessment of the risks of material misstatement. AU sec. 316.85 already describes the principle of dominant influence in the example of a fraud
risk factor by stating that the ineffective monitoring of management as a result of domination of management by a single person or small group, without
compensating controls, provides an opportunity for management to engage in
fraudulent financial reporting.
Examples of factors that may signal dominant influence exerted by a related
party include:

•

Significant transactions are referred to the related party for
approval;

•

There is little or no debate among management and the board of
directors regarding business proposals initiated by the related
party; or

•

The related party played a leading role in starting the company
and continues to play a leading role in managing the company,
even if the related party is no longer formally part of
management or the board of directors.

The existence of dominant influence by itself, or in the presence of other fraud
risk factors (e.g., use of an intermediary whose involvement serves no apparent
business purpose), might indicate the existence of a fraud risk.
The other amendments to PCAOB auditing standards contained in Appendix 3
complement the requirements of paragraph 10 by amending AU sec. 316.85.A.2
to include the exertion of dominant influence by or over a related party as an
example of a fraud risk factor. The other amendment to AU sec. 316.85.A.2
expands that concept to encompass all related parties outside of management
of the company. The amendments do not define dominant influence, as doing
so might result in some auditors being overly focused on the definition itself,
instead of focusing on the red flags associated with dominant influence that
might create risks of material misstatement at the financial statement level.
AU sec. 334 does not provide specific guidance for the auditor regarding the
identification and assessment of risks of material misstatement associated with
related party transactions. In fact, AU sec. 334.06 provides that, in the absence
of evidence to the contrary, transactions with related parties should not be
assumed to be outside the ordinary course of business.25

24
As described in Section III.A. of this Appendix, the amendments regarding significant unusual
transactions separate this example into two examples—(i) related party transactions that are also
significant unusual transactions and (ii) significant transactions with related parties whose financial
statements are not audited or are audited by another firm.
25
Thus, AU sec. 334.06 could be misunderstood to create a "presumption of validity" for the
business purpose of related party transactions in situations where experience suggests a need for
heightened scrutiny.
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Discussion of Comments Received on Paragraph 10 of the
Reproposed Standard
The Board considered all comments received, including the following significant
comments:
Referencing Information Obtained from Past Audits: One commenter recommended requiring the auditor to determine that there were no changed circumstances for material related party transactions previously authorized and
approved. Another commenter suggested including a reference to the requirements pertaining to information obtained from past audits contained in the
risk assessment standards both to improve the effectiveness of the audit process and to remind auditors of their responsibility regarding the information
previously obtained regarding ongoing matters.
The Board considered these comments, noting that paragraph 10 requires that,
in identifying and assessing the risks associated with related parties and relationships and transactions with related parties, the auditor should take into account the information obtained from performing the procedures in paragraphs
4 through 9 and the risk assessment procedures required by Auditing Standard No. 12, which address information obtained from past audits.26 Thus, the
auditor is already required to take such information obtained from past audits
into account in identifying and assessing risks of material misstatement. Further, the revisions made to item d. of paragraph 5, which require the auditor
to inquire of management regarding transactions with related parties modified
during the period under audit, should assist the auditor in identifying transactions for which the auditor would not be able to rely on information obtained
from past audits.
The Board is adopting paragraph 10 of the standard as reproposed.

E. Responding to the Risks of Material Misstatement
(Paragraphs 11 through 13 of the Standard in Appendix 1)
Discussion of Paragraphs 11 through 13 of Auditing Standard No. 18
Paragraph 11 of the standard aligns with the requirement in Auditing Standard
No. 13, The Auditor's Responses to the Risks of Material Misstatement, for the
auditor to design and implement audit responses that address the identified
and assessed risks of material misstatement. Paragraph 11 states that this
includes designing and performing audit procedures that address the risks of
material misstatement associated with related parties and relationships and
transactions with related parties. Footnotes to paragraph 11 refer the auditor to
relevant paragraphs of the risk assessment standards. A note to paragraph 11
refers the auditor to the new requirements in paragraphs .66-.67A of AU sec. 316
for related party transactions that are also significant unusual transactions.
AU sec. 334 also provides guidance to the auditor regarding audit procedures
to evaluate identified related party transactions. For example, AU sec. 334.09
provides that, after identifying related party transactions, the auditor should
apply the procedures the auditor considers necessary to obtain satisfaction concerning the purpose, nature, and extent of these transactions and their effect

26
Paragraphs 41 through 45 of Auditing Standard No. 12 note that the auditor's risk assessment procedures require the auditor to consider information from the client acceptance and retention
evaluation, audit planning activities, past audits, and other engagements.
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on the financial statements. The procedures should be directed toward obtaining and evaluating sufficient appropriate evidential matter and should extend
beyond inquiry of management. AU sec. 334.09 includes procedures that should
be considered and footnote 6 of AU sec. 334.09 provides that, until the auditor
understands the business sense of material transactions, he cannot complete
his audit.27 AU sec. 334.10 includes other procedures that the auditor should
consider when the auditor believes it necessary to fully understand a particular
transaction, and notes that those procedures might not otherwise be deemed
necessary to comply with generally accepted auditing standards.

Transactions with Related Parties Required to be Disclosed in the Financial
Statements or Determined to be a Significant Risk (Paragraph 12 of the
Standard in Appendix 1)
Briefly, paragraph 12 of the standard requires the auditor to perform certain
basic procedures (supplemented by more in-depth procedures commensurate
with the auditor's evaluation of the company's facts and circumstances) regarding related party transactions that are either required to be disclosed in
the financial statements or determined to be a significant risk.28
Focusing the auditor's attention on related party transactions that are required
to be disclosed in the financial statements or determined to be a significant risk
is intended to make the auditor's evaluation of whether the company's related
party transactions are properly accounted for and disclosed most effective.
One important focus of the procedures required by paragraph 12 is the auditor's evaluation of the business purpose (or the lack thereof) of the related party
transactions that are required to be disclosed or determined to be a significant
risk. The procedures in paragraph 12 are designed to work with the procedures
in paragraphs 3 through 9 to provide the auditor with additional information to
understand and assess the business purpose (or the lack thereof) of the targeted
related party transactions that are subject to paragraph 12. Understanding the
business purpose of related party transactions is an important consideration in
assessing and responding to risks of material misstatement and requires the
auditor to understand other factors underlying the transaction. For example,
although a company may assert that it has utilized a related party transaction
to achieve a particular goal, the company may, in fact, have used the transaction for some other purpose.29 Obtaining an understanding of the terms and
business purpose of a related party transaction includes understanding why
the company entered into the transaction with a related party versus an unrelated party. A business purpose that appears inconsistent with the nature of
the company's business might represent a fraud risk factor.
Performing Basic Procedures: Paragraphs 12.a.-d. contains the basic procedures to be applied to related party transactions that are either required to be
27
AU sec. 411.06 requires the auditor to consider whether the substance of a transaction differs
materially from its form when evaluating whether the financial statements have been presented fairly
in accordance with the applicable financial reporting framework. Understanding the "business sense"
of material transactions is encompassed by this consideration. See also the discussions in Sections
II.G. and III.B. of this Appendix.
28
The SEC expects that auditors will provide "heightened scrutiny" of a company's related party
transactions. See SEC Accounting and Auditing Enforcement Release ("AAER") No. 3427, In the Matter
of the Application of Wendy McNeeley, CPA, at 10–12 (December 13, 2012), which states in part that
the SEC and courts have repeatedly held that related party transactions require heightened scrutiny
by auditors and notes the importance of the auditor understanding the business purpose of material
related party transactions.
29
For example, a broker or dealer might use related party transactions to make the size of their
operations appear smaller to avoid regulatory requirements.
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disclosed in the financial statements or determined to be a significant risk.
Paragraph 12.a. requires the auditor to read the underlying documentation relating to the company's related party transaction(s) and evaluate whether the
terms and other information about the transaction are consistent with explanations from inquiries and other audit evidence about the business purpose (or
the lack thereof) of the transaction. This requirement, together with the other
requirements in paragraphs 12.b.-d., require the auditor to evaluate appropriate information regarding the transaction, including, for example, the executed
contract, and to consider whether the contract and other underlying documentation is appropriately authorized and approved, and is consistent with explanations from inquiries of management and others. The auditor also considers
how that information compares to other available audit evidence. For example, when evaluating the responses to inquiries of management and others,
the auditor takes into account information obtained from other sources. Such
sources could include, for example, SEC filings that include a description of
the registrant's policies and procedures for the review, approval, or ratification
of "related person" transactions or that identify any "related person" transaction where such policies and procedures did not require review, approval or
ratification or where such policies and procedures were not followed.30
In particular, paragraph 12.d. of the standard requires the auditor to evaluate the financial capability of the related party with respect to significant uncollected balances, loan commitments, supply arrangements, guarantees, and
other obligations. This requirement applies only to items that are individually
or collectively significant. Obtaining evidence to evaluate the financial capability of a related party can inform the auditor's evaluation of the business purpose
(or the lack thereof), including whether the substance of that transaction differs
materially from its form.31
Performing Other Procedures: Paragraph 12.e. requires the auditor to supplement the basic required procedures contained in paragraphs 12.a.-d. with more
in-depth procedures commensurate with the auditor's evaluation of the company's facts and circumstances. This approach provides the auditor with the
opportunity to scale the audit based on the auditor's judgment regarding other
procedures that are necessary to address the identified and assessed risks of
material misstatement. This requires the auditor to make a determination
about what procedures are needed to evaluate the accounting and disclosure of
the related party transactions. For example, related party transactions might
pose valuation and measurement issues that are not present in arm's-length
transactions. Consequently, the auditor's tests regarding valuation of a receivable from an entity under common control might be more extensive than for
a trade receivable of the same amount from an unrelated party because the
common controlling parties may be motivated to obscure the substance of the
transaction.
The procedures contained in paragraph 12.e. are designed to work with other
procedures that the auditor performs during the audit to address the relevant
30
See Instruction 1 to Item 404(a) of SEC Regulation S-K for the definition of "related person."
Disclosure requirements regarding "related persons" in Regulation S– K may differ from "related
party" disclosures. See also, Securities Act Release No. 33– 8732A, Executive Compensation and Related Person Disclosure (August 29, 2006), http://www.sec.gov/rules/final/2006/33-8732afr.pdf.
31
See, e.g., McCurdy v. SEC, 396 F.3d 1258, 1261 (D.C. Cir. 2005), noting that "among transactions
calling for close inspection are related–party transactions, including transactions between a company
and its officers or directors. Such dealings are viewed with extreme skepticism in all areas of finance....
The reason for this is apparent: Although in an ordinary arms–length transaction, one may assume
that parties will act in their own economic self–interest, this assumption breaks down when the parties
are related. A company that would perform a thorough credit–risk assessment before extending a loan
might not do so if the loan were to one of its officers or directors."
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assertions associated with each related party transaction that requires disclosure.32 For example, if a company makes a material purchase of property,
plant and equipment from an unconsolidated related party, the auditor could
inspect the asset to obtain audit evidence that supports management's assertion regarding the existence of the asset. Further, the auditor might examine
underlying documents supporting the transfer of title and ownership to obtain
audit evidence that supports management's assertion regarding its rights and
obligations.
The economic substance of a related party transaction may differ materially
from its form. As described in Section II.G. of this Appendix, AU sec. 411.06
requires that the auditor consider whether the substance of a transaction differs materially from its form when evaluating whether the financial statements
have been presented fairly in accordance with the applicable financial reporting framework. Thus, the procedures performed pursuant to paragraph 12.e.
are intended to address the auditor's concerns about whether the substance
of a related party transaction differs materially from its form. For example,
evaluating the collectability of receivables due from companies owned or controlled by officers of the company under audit might include questions beyond
evaluating the financial capability of the related party to pay.
Examples of other procedures that might be appropriate for the auditor to perform pursuant to paragraph 12.e., depending on the nature of the transaction
and the risks of material misstatement of the financial statements, include:

•

Inquiring directly of the related party regarding the business
purpose of the transaction;

•

Inspecting information in the possession of the related party or
other parties to the transaction, if available;

•

Reading public information regarding the related party and the
transaction, if any;

•

Reading the financial statements or other relevant financial
information obtained from the related party, if available, to
understand how the related party accounted for the transaction;

•

Confirming the terms of the transaction with other parties with
knowledge of the transaction (e.g., banks, guarantors, agents, or
attorneys), if any;

•

Determining whether there are any side agreements or other
arrangements (either written or oral) with the related party,
including confirming that none exist, if appropriate;

•

Evaluating the transferability and value of collateral provided by
the related party, if any; and

•

Performing procedures at the related party, if possible.

In certain circumstances, an auditor may decide to perform audit procedures
at the related party in order to obtain sufficient appropriate audit evidence to
32
See paragraph 8 of Auditing Standard No. 13, which requires the auditor to design and perform
audit procedures in a manner that addresses the assessed risks of material misstatement for each
relevant assertion of each significant account and disclosure. This includes designing and performing
audit procedures in a manner that addresses the assessed risks of material misstatement associated
with related parties and relationships and transactions with related parties. See also, paragraph
17 of Auditing Standard No. 13, which states that tests of controls must be performed in the audit
of financial statements for each relevant assertion for which substantive procedures alone cannot
provide sufficient appropriate audit evidence and when necessary to support the auditor's reliance on
the accuracy and completeness of financial information used in performing other audit procedures.
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support the auditor's opinion. The auditor, however, may not be able to perform
procedures at the related party's premises because the related party may not
allow the auditor to perform such procedures. However, in all cases the auditing
standards require the auditor to obtain sufficient appropriate audit evidence to
support his or her audit opinion.33
Aggregating Transactions for Disclosure: Accounting principles applicable to
the company may allow the aggregation of related party transactions that require disclosure (e.g., by type of related party transaction). A note to paragraph
12 of the standard addresses the auditor's responsibility for aggregated related party disclosures. That note states that, if the company has aggregated
related party transactions for disclosure purposes in accordance with the applicable financial reporting framework, the auditor may perform the procedures
in paragraph 12 of the standard for only a selection of transactions from each
aggregation of related party transactions (versus all transactions in the aggregation), commensurate with the risks of material misstatement. The Board
notes that a "selection of transactions" could be the selection of one transaction
from the aggregation in the appropriate circumstances.
Existing standards require the auditor to design and perform audit procedures
in a manner that addresses the assessed risks of material misstatement for each
relevant assertion of each significant account and disclosure.34 AU sec. 334.08.09 contains procedures that the auditor should consider performing when responding to risks arising from related party relationships and transactions and
directs the auditor to apply the procedures the auditor considers necessary to
obtain satisfaction concerning the purpose, nature, and extent of identified related party transactions and their effect on the financial statements, noting
that those procedures should extend beyond inquiry of management.

Intercompany Accounts (Paragraph 13 of the Standard in Appendix 1)
Paragraph 13 of the standard requires the auditor to perform procedures on
intercompany account balances as of concurrent dates, even if fiscal years of
the respective companies differ. This requirement is based on the procedure in
the existing standard, AU sec. 334.09.e., which requires the auditor to consider
arranging for the audits of intercompany account balances to be performed as
of concurrent dates, even if the fiscal years differ, and for the examination of
specified, important, and representative related party transactions by the auditors for each of the parties, with appropriate exchange of relevant information.
Other existing standards also reference the importance of the auditor's review
of consolidating accounts.35
A new note to paragraph 13 states that the procedures performed should address the risks of material misstatement associated with the company's intercompany accounts.

33
Paragraph 2 of the standard states that the objective of the auditor is to obtain sufficient appropriate audit evidence to determine whether related parties and relationships and transactions
with related parties have been properly identified, accounted for, and disclosed in the financial statements. As provided by paragraph 14 of the standard, the auditor's evaluation should be supported
by auditing procedures and evidence obtained from procedures performed during the audit, including
procedures designed to test the accuracy and completeness of the related parties and relationships
and transactions with related parties disclosed by the company to the auditor.
34
See paragraph 8 of Auditing Standard No. 13.
35
See, e.g., paragraph .10 of AU sec. 543, Part of Audit Performed by Other Independent Auditors,
and paragraphs .28-.34 of AU sec. 332, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities.
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Discussion of the Comments Received on Paragraphs 11 through 13
of Auditing Standard No. 18
The Board considered all comments received, including the following significant
comments:
Evaluating the Financial Capability of the Related Party: One commenter recommended that the standard should require the auditor to consider evaluating
the financial capability of a related party and that the standard should include
appropriate alternative procedures if information regarding the related party's
financial capability is not readily available. Another commenter stated that the
evaluation of the financial capability of the related party should not result in
significant additional time by management or the auditor. The Board considered these comments noting that auditors are currently performing procedures
to evaluate the financial capability of counterparties in a variety of audit areas
today, regardless of whether the counterparty is a related party. For example,
auditors might examine the company's support regarding the financial capability of another party as part of evaluating the company's decision to recognize
revenue on a particular transaction.
Performing Procedures on Intercompany Balances: Some commenters recommended providing additional direction, including specific procedures that the
auditor should perform pursuant to paragraph 13. One commenter recommended requiring the auditor to determine the business purpose for intercompany transactions, and whether the transactions have "economic substance."
The Board considered these comments, noting that the preparation of consolidated financial statements could involve complex matters regarding intercompany transactions. For example, a company could consolidate a subsidiary that
has a different year-end. The risks of material misstatement with intercompany transactions could include not only the risks associated with intercompany account balances, but also the resulting effect on the consolidated financial statements, after elimination of such balances. The procedures performed
pursuant to paragraph 13 should address the risks of material misstatement.
Those procedures could include examining account reconciliations and material
transactions, regardless of their timing. The procedures performed pursuant to
paragraphs 3 through 9 apply to intercompany transactions and include inquiring of management regarding the business purpose of the transaction and the
business purpose for entering into the transaction. Some intercompany transactions might give rise to significant risks of material misstatement that are
subject to the procedures in paragraph 12.
The Board considered including additional direction regarding intercompany
transactions, but noted that such direction could be viewed as making the requirement unnecessarily prescriptive, which could result in unnecessary costs.
However, to remind auditors of the need to address the potential risks of material misstatement, the Board added a note to paragraph 13, which states that
the procedures performed should address the risks of material misstatement
associated with the company's intercompany accounts. Further, based on comments received, the header preceding paragraph 13 has been revised to refer
to "Intercompany Accounts."
The Board is adopting paragraphs 11 through 13 of the standard, substantially
as reproposed, except for changing the header to paragraph 13 and adding a
new note to paragraph 13, discussed above.
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F. Evaluating Whether the Company Has Properly Identified Its
Related Parties and Relationships and Transactions with Related
Parties (Paragraphs 14 through 16 and Appendix A of the
Standard in Appendix 1)
Discussion of Paragraphs 14 through 16 and Appendix A of Auditing
Standard No. 18
Briefly, paragraphs 14 through 16 of the standard address the auditor's evaluation of whether the company has properly identified its related parties and
relationships and transactions with related parties. Appendix A includes examples of information and sources of information that may be gathered during the
audit that could indicate that related parties or relationships or transactions
with related parties previously undisclosed to the auditor might exist.
Paragraph 14 of the standard requires the auditor to evaluate whether the company has properly identified its related parties and relationships and transactions with related parties. Paragraph 14 states that evaluating whether a company has properly identified its related parties and relationships and transactions with related parties involves more than assessing the process used by the
company. Paragraph 14 also states that this evaluation requires the auditor to
perform procedures to test the accuracy and completeness of the related parties and relationships and transactions with related parties identified by the
company, taking into account the information gathered during the audit. Paragraph 14 further requires that, as part of that evaluation, the auditor should
read minutes of the meetings of stockholders, directors, and committees of directors, or summaries of actions of recent meetings for which minutes have not
yet been prepared.
Paragraph 14 of the standard focuses the auditor on a key aspect of the objective
by requiring the auditor to evaluate whether the company has properly identified its related parties and relationships and transactions with related parties.
Paragraph 14 recognizes that the company is responsible for the preparation
of its financial statements, including, in the first instance, the identification of
the company's related parties and relationships and transactions with related
parties, and that the auditor begins the audit with information obtained from
the company. While paragraph 14 of the standard anticipates that the auditor
would start his or her work regarding related parties with the names of related
parties and relationships and transactions with related parties identified by
the company, the auditor may not merely rely on management's representations36 as to the accuracy and completeness of the information provided to the
auditor. While management has the primary responsibility for preparing the
company's financial statements, the auditor should be sensitive throughout the
audit to the possibility that management may not have informed the auditor of
all related parties or relationships or transactions with related parties.
Paragraph 14 also recognizes that the auditor's procedures to evaluate whether
the company has properly identified its related parties should extend beyond
the inquiries pursuant to paragraphs 5 through 7 of the standard. Evaluating

36
To further assist the auditor's efforts in identifying related parties, the other amendments
include a complementary provision that expands existing management representations contained in
AU sec. 333 to state that the company has provided the names of all related parties and all relationships
and transactions with its related parties to the auditor. However, the auditor may not solely rely on
management's representations.
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whether a company has properly identified its related parties and relationships and transactions with related parties requires the auditor to perform
procedures to test the accuracy and completeness of the related parties and
relationships and transactions with related parties identified by the company.
A note to paragraph 14 of the standard refers the auditor to Appendix A, which
describes examples of information and sources of information that may be gathered during the audit that could indicate that related parties or relationships or
transactions with related parties previously undisclosed to the auditor might
exist. Many of the examples contained in Appendix A of the standard are contained in AU secs. 334.07-.08. The standard does not require an auditor to
perform procedures with respect to each source of information referenced in
Appendix A. The information and sources relevant to a particular audit would
depend on the facts and circumstances of the audit and, thus, not all of the
information or sources of information in Appendix A would need to be considered in every audit. However, other auditing standards, or the performance of
auditing procedures in other areas, may impose requirements on the auditor to
perform auditing procedures with respect to certain of those sources (for example, reading confirmation responses and responses to inquiries of the company's
lawyers).37
Appendix A also states that the examples contained in that Appendix are not
intended to represent a comprehensive listing.
Paragraph 14 precludes the auditor's reliance on the company's identification
of its related parties without the auditor taking additional steps, including
following up on possible contradictory information gathered during the audit.
Thus, while the standard does not require the auditor to search public information indiscriminately to identify a company's related parties, the standard
does anticipate that the auditor will take additional steps, including following
up on inconsistencies or red flags that arise during the audit. For example, the
auditor might review public documents for information regarding a company's
related parties and transactions with related parties, particularly when such
information is readily available.38 Additionally, a review of relevant available
public information might be appropriate in situations in which information
comes to the auditor's attention that suggests that related parties previously
undisclosed to the auditor might exist.
In general, the steps performed by the auditor to evaluate whether the company has properly identified its related parties and relationships and transactions with related parties include: (i) performing risk assessment procedures
to obtain an understanding of the company's relationships and transactions
with its related parties that might reasonably be expected to affect the risks
of material misstatement of the financial statements; (ii) identifying and assessing risks associated with a company's relationships and transactions with
its related parties, including whether the company has properly identified its
related parties and relationships and transactions with related parties; (iii)
designing and performing audit procedures that address and respond to the
risks of material misstatement associated with the company's related parties
and transactions, including procedures to test the accuracy and completeness
of the related parties and relationships and transactions with related parties
identified by the company; and (iv) performing specific procedures that address

37
See, e.g., AU sec. 330, The Confirmation Process, and AU sec. 337, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments.
38
Paragraph 11 of Auditing Standard No. 12 requires that as part of obtaining an understanding
of the company the auditor should consider reading public information about the company relevant
to the evaluation of the likelihood of material financial statement misstatements.
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related party relationships or transactions identified by the auditor that were
previously undisclosed by company management. Performing these procedures
should position the auditor to obtain sufficient evidence to provide reasonable
assurance to support the auditor's opinion.
The approach in paragraph 14 also considers that the auditor's efforts to identify and evaluate a company's significant unusual transactions and obtain an
understanding of a company's financial relationships and transactions with
its executive officers might assist the auditor in identifying information that
might indicate that related parties or relationships or transactions with related
parties previously undisclosed to the auditor might exist.
Also, as discussed in Section IV.E. of this Appendix, the amendments to AU sec.
560, Subsequent Events, require that during the "subsequent period" the auditor inquire regarding whether there have been any changes in the company's
related parties and whether the company has entered into any significant new
related party transactions. This could inform the auditor's evaluation of the
company's identification of its related parties and relationships and transactions with related parties.
Pursuant to paragraph 15 of the standard, if the auditor identifies information
that indicates that related parties or relationships or transactions with related
parties previously undisclosed to the auditor might exist, the auditor then performs the procedures necessary to determine whether previously undisclosed
relationships or transactions with related parties, in fact, exist. The standard
requires that these procedures extend beyond inquiry of management.
Pursuant to paragraph 16 of the standard, if the auditor determines that a related party or relationship or transaction with a related party previously undisclosed to the auditor exists, the auditor should perform certain procedures targeted at enhancing the auditor's understanding of the previously undisclosed
related party or relationship or transaction. The procedures contained in paragraph 16 are intended to focus the auditor on (i) obtaining additional information and evaluating the related party or relationship or transaction with a
related party that the auditor has identified, and (ii) assessing the impact of
the new information on all aspects of the audit.
Specifically, the procedures contained in paragraph 16 require that if the auditor determines that an undisclosed related party or relationship or transaction
exists, the auditor should:
a. Inquire of management regarding the existence of the related
party or relationship or transaction with a related party previously undisclosed to the auditor and the possible existence of other
transactions with the related party previously undisclosed to the
auditor;
b. Evaluate why the related party or relationship or transaction with
a related party was previously undisclosed to the auditor;
c. Promptly communicate to appropriate members of the engagement team and other auditors participating in the audit engagement relevant information about the related party or relationship
or transaction with the related party;
d. Assess the need to perform additional procedures to identify other
relationships or transactions with the related party previously
undisclosed to the auditor;
e. Perform the procedures required by paragraph 12 of the standard
for each related party transaction previously undisclosed to the
auditor that is required to be disclosed in the financial statements
or determined to be a significant risk;
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Perform the following procedures, taking into account the information gathered from performing the procedures in a. through e.
above:
i. Evaluate the implications on the auditor's assessment of
internal control over financial reporting, if applicable;
ii. Reassess the risk of material misstatement and perform
additional procedures as necessary if such reassessment
results in a higher risk; and
iii. Evaluate the implications for the audit if management's
nondisclosure to the auditor of a related party or relationship or transaction with a related party indicates that
fraud or an illegal act may have occurred. If the auditor
becomes aware of information indicating that fraud or another illegal act has occurred or might have occurred, the
auditor must determine his or her responsibilities under
AU secs. 316.79-.82, AU sec. 317, Illegal Acts by Clients,
and Section 10A of the Securities Exchange Act of 1934,
15 U.S.C. §78j-1.

A footnote to paragraph 16 refers the auditor to AU sec. 333.04, which states
that, if a representation made by management is contradicted by other audit
evidence, the auditor should investigate the circumstances and consider the
reliability of the representation made. Based on the circumstances, the auditor
should consider whether his or her reliance on management's representations
relating to other aspects of the financial statements is appropriate and justified.
Another footnote refers the auditor to paragraph 74 of Auditing Standard No.
12, which states that when the auditor obtains audit evidence during the course
of the audit that contradicts the audit evidence on which the auditor originally
based his or her risk assessment, the auditor should revise the risk assessment and modify planned audit procedures or perform additional procedures
in response to the revised risk assessment.
As described above, the procedures required by paragraphs 16.a.–e. are performed to obtain the information necessary to evaluate the related party or
relationship or transaction with a related party previously undisclosed to the
auditor that the auditor has determined exists. Significantly, because of the
potential for fraud, paragraph 16.b. of the standard requires the auditor to
evaluate why the related party or relationship or transaction with a related
party was previously undisclosed to the auditor. If the related party transaction is either required to be disclosed or is determined to be a significant risk, the
auditor is required to perform the procedures in paragraph 12 of the standard.
Paragraph 16.f. requires the auditor to take into account the information gathered from the procedures in paragraph 16.a.–e. regarding the relationship or
transaction identified by the auditor to assess the impact on the audit. For example, paragraph 16.f.iii. requires the auditor to reassess the implications for
the audit if the company's nondisclosure indicates that fraud or an illegal act
may have occurred.
Determining that a related party transaction that was previously undisclosed
to the auditor exists could have significant implications for the audit. This information contradicts representations made by management to the auditor and
may contradict the auditor's preliminary assessment of whether the company
has properly identified its related parties and relationships and transactions
with related parties. Identifying such contradictory information requires the
auditor to reassess the risk of material misstatement and perform additional
procedures as necessary if such reassessment results in a higher risk.
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The auditor takes the information gathered from performing the procedures
set forth in paragraph 16 into account when evaluating whether the company
has properly identified its related parties and relationships and transactions
with related parties pursuant to paragraph 14 of the standard.
In contrast to the approach set forth in paragraphs 14 through 16, the existing
standard contains a variety of procedures that are less specific and focused. For
example, AU sec. 334.05 alerts the auditor to the fact that business structure
and operating style are occasionally deliberately designed to obscure related
party transactions. AU sec. 334.05 states that, in determining the scope of
work to be performed with respect to possible transactions with related parties, the auditor should obtain an understanding of management responsibilities and the relationship of each component to the total entity and should
consider controls over management activities, and the business purpose served
by the various components of the entity. AU sec. 334.07 states that determining
the existence of transactions with related parties beyond those that are clearly
evident requires the application of specific audit procedures and provides examples of such procedures. AU sec. 334.07 further states that the auditor should
place emphasis on testing material transactions with parties the auditor knows
are related to the reporting entity. AU sec. 334.08 includes procedures that are
intended to provide guidance for identifying material transactions with parties known to be related and for identifying material transactions that may be
indicative of the existence of previously undetermined relationships.

Discussion of the Comments Received on Paragraphs 14 through 16 and
Appendix A of the Reproposed Standard
The Board considered all comments received, including the following significant
comments:
Clarifying the Auditor's Responsibility Regarding Appendix A: Many commenters recommended clarifying the auditor's responsibilities for the examples of information and sources of information contained in Appendix A. Some
of the commenters recommended including clarifying language regarding the
scope of the auditor's responsibilities with respect to Appendix A; others suggested qualifying language stating that the auditor is not required to perform
procedures with respect to each type or source of information referenced in
Appendix A.
The Board considered these comments, noting that Appendix A is intended to
provide examples of information and sources of information and does not provide a comprehensive or mandatory listing. Further, other auditing standards
may impose requirements on the auditor to perform procedures regarding the
examples contained in Appendix A. Accordingly, the suggested qualifying language would not be appropriate. The Board, however, made certain revisions
intended to clarify the applicability of Appendix A by revising the note in paragraph 14 and similar language in Appendix A to state that Appendix A contains
examples of information and sources of information that the auditor may gather
during the audit.
Clarifying the Auditor's Responsibility for Evaluating the Company's Identification of Its Related Parties: Many commenters recommended a number of
clarifications to paragraph 14 of the reproposed standard. Several commenters
recommended incorporating footnote 14 into paragraph 14 of the reproposed
standard to clarify that the auditor's evaluation of the company's identification
of its related parties and relationships and transactions with related parties requires the auditor to perform procedures to test the accuracy and completeness
of the related parties and relationships and transactions with related parties
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identified by the company. Other commenters recommended clarification regarding the extent of the auditor's evaluation in paragraph 14 and whether it
is based on the information gathered during the audit.
In response to these comments, the Board made a number of clarifications.
Specifically, the Board incorporated footnote 14 of the reproposed standard into
paragraph 14 to clarify that the auditor's evaluation requires the auditor to
perform procedures to test the accuracy and completeness of the company's
identification. Additionally, the revisions give more prominence to the requirement and clarify that, in performing the evaluation required by paragraph 14,
the auditor takes into account the information gathered during the audit. This
revision, in conjunction with the clarifications to the note regarding the examples and sources of information contained in Appendix A (discussed below), is
intended to further describe the auditor's responsibilities for evaluating the
company's identification of its related parties and relationships and transactions with its related parties.
Examples Included in Appendix A: A few commenters suggested revisions to
the examples of information or sources of information contained in Appendix A
to the standard. The Board considered these comments, noting that Appendix
A contains examples of information and sources of information that the auditor
may gather during the audit and does not represent a comprehensive listing.
The Board revised Appendix A to include "disclosures contained on the company's website" (in addition to the company's disclosures in SEC filings, which
is already included as an example in Appendix A) as another example of a source
of information that may be gathered during the audit that could indicate that
related parties or relationships or transactions with related parties previously
undisclosed to the auditor might exist.
Verifying the Ownership Structure Between the Company and Its Related Parties: One commenter stated that verifying the ownership structure between
the company and its related parties may be one of the most difficult aspects
of an audit. That commenter recommended that the Board outline procedures
for verifying the ownership structure between the company and the related
parties disclosed to the auditor by management, including the levels of direct
and indirect control, and changes in those levels during the period under audit.
The Board considered this comment, noting that determining the procedures
for verifying these matters (for example, determining whether the company or
its management is able to exercise significant influence over another entity)
requires an evaluation of the facts and circumstances. Additionally, in making such a determination, the auditor's response should address the risks of
material misstatement.39 Including additional direction in a context that is so
heavily facts and circumstances driven could make the standard unnecessarily
complex and prescriptive, making it potentially more difficult to apply.40
Setting Appropriate Expectations Regarding the Auditor's Responsibilities:
Some commenters stated that the extent of the auditor's procedures necessary

39
The auditor may also be required to perform procedures on these matters by other auditing
standards, such as AU sec. 332.
40
See, e.g., Canadian Public Accountability Board, Auditing in Foreign Jurisdictions CPAB Special Report (2012) http://www.cpab-ccrc.ca/en/topics/PublicSpecialReports/Pages/default.aspx, which
noted that the existence of related parties and transactions are more likely to represent an audit risk
for operations in foreign jurisdictions when the legal or regulatory environment requires reliance on
complex business structures or when dominant shareholders are involved in the operations of the
business. That report also noted that because the identification of related parties may also be more
difficult in foreign jurisdictions, it is important that auditors have a heightened sensitivity to possible
related-party transactions by performing procedures to determine the ownership and management
structure of significant customers and suppliers.
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for evaluating management's identification of its related parties and relationships did not take into account the responsibility of management. One commenter recommended including additional context, similar to that contained
in International Standard on Auditing No. 550, Related Parties, to recognize
that the nature of related party transactions could compromise the auditor's
ability to detect material misstatements associated with related parties, even
though the audit is properly planned and performed. Another commenter stated
that the objective appears to require performance of procedures equivalent to
a forensic engagement to uncover all related parties and transactions.
The Board considered these comments and did not agree that additional
changes were necessary to address the appropriate expectations for the auditor's responsibilities with respect to identifying related parties and relationships and transactions with related parties.41 Additionally, the Board had already taken note of commenters' requests to clarify its proposal to focus the
auditor's attention first on information provided by management and is also
adopting revisions to AU sec. 333 to provide for additional written representations by management pertaining to its related parties. Moreover, the Board
declined to pursue an alternative that would have designated related party
transactions as fraud risks, which would have resulted in more forensic-type
procedures. Instead, the Board's approach overall to the auditor's responsibility
to identify a company's related parties has been targeted and risk-based, requiring heightened scrutiny in areas that have historically represented high risk of
material misstatement. The Board believes this approach appropriately recognizes the auditor's existing responsibilities for the identification of related parties and relationships and transactions with related parties in a cost-sensitive
way.
Applicability of Paragraph 16 to Related Party Transactions Identified by the
Auditor That Are "Clearly Trivial": Several commenters recommended that the
procedures required by paragraph 16 should not be required if the related party
transaction identified by the auditor is "clearly trivial," as that term is described
in Auditing Standard No. 14.42 Those commenters generally noted that such
an approach would avoid unnecessary work.
The Board considered these comments, noting that the auditor might not be
able to determine if the previously undisclosed transaction identified by the
auditor is "clearly trivial" without the information that would be obtained from
the procedures in paragraph 16.a.-d. of the reproposed standard." For example,
inquiring of management regarding why the transaction was not disclosed to
the auditor and evaluating that explanation would be important to determining
whether the transaction is "clearly trivial." Further, taking into account information regarding a related party transaction identified by the auditor that is
"clearly trivial" generally would not significantly impact the auditor's evaluation of the matters in paragraphs 16.f-h. of the reproposed standard.43

41
For example, the auditor's responsibility to perform procedures to identify related party transactions that are material to the financial statements is reflected in Section 10A(a) of the Securities
Exchange Act of 1934 (the "Exchange Act").
42
Paragraph 10 of Auditing Standard No. 14 states that "clearly trivial" is not another expression
for "not material." Paragraph 10 also states that matters that are clearly trivial will be of a smaller
order of magnitude than the materiality level established in accordance with Auditing Standard No.
11, and will be inconsequential, whether taken individually or in aggregate and whether judged by
any criteria of size, nature, or circumstances. Paragraph 10 further states that when there is any
uncertainty about whether one or more items is clearly trivial, the matter is not considered trivial.
43
Paragraphs 16.f-h. of the reproposed standard are now contained in paragraphs 16.f.i-iii. of the
standard.
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The use of the phrase "clearly trivial" could also result in other consequences.
For example, providing such an exception could inappropriately focus the auditor's evaluation on quantitative considerations to the detriment of qualitative
considerations and might allow management an opportunity to influence the
auditor's evaluation. In addition, providing such an exception could create confusion regarding paragraph 16.h. of the reproposed standard (paragraph 16.f.iii
of the standard), which refers to Section 10A of the Exchange Act. Section 10A
of the Exchange Act applies to information indicating that fraud or another illegal act has or might have occurred, whether or not perceived to have a material
effect on the financial statements of the company.
However, after considering these comments, the Board did make revisions to
paragraph 16 to clarify that the procedures performed pursuant to paragraph
16 focus the auditor on obtaining additional information both by (i) performing
the initial procedures in paragraph 16.a.-e. so that the auditor can evaluate
the nature and potential impact of the previously undisclosed related party or
relationship or transaction that the auditor has identified, and (ii) performing
additional procedures to evaluate the implications for the audit, including the
auditor's risk assessment, taking into account the information gathered from
performing the procedures in paragraph 16.a.-e. These revisions should clarify
the auditor's approach.
The Board also made technical changes to paragraph 16.h. of the reproposed
standard to more closely align with the corresponding requirement contained in
paragraph 23 of Auditing Standard No. 14. Paragraph 23 of Auditing Standard
No. 14 states that if the auditor becomes aware of information indicating that
fraud or another illegal act has occurred or might have occurred, he or she also
must determine his or her responsibilities under AU secs. 316.79-.82, AU sec.
317, Illegal Acts by Clients, and Section 10A of the Exchange Act, 15 U.S.C.
§78j-1.
As revised, if the auditor determines that a related party or relationship or
transaction with a related party previously undisclosed to the auditor exists,
the auditor is required to perform certain initial procedures. Those procedures
required by paragraphs 16.a.-e. focus the auditor on obtaining additional information and evaluating the related party or relationship or transaction with
a related party that the auditor has identified. A footnote to paragraph 16.b.
refers the auditor to AU sec. 333.04, which states that if a representation made
by management is contradicted by other audit evidence, the auditor should
investigate the circumstances and consider the reliability of the representation made. After performing the procedures in paragraph 16.a.-e., the auditor
performs the procedures in paragraphs 16.f.i-iii. of the standard taking into account the information previously gathered by the auditor, to assess the broader
impact of the auditor's findings on the audit.
"Other" Related Parties Previously Undisclosed to the Auditor: One commenter
recommended that paragraph 16 be clarified to include that the auditor also
inquire of management about the possible existence of transactions with other
undisclosed related parties. The Board considered this comment, noting that
while this inquiry was not explicitly stated, assessing whether there are other
undisclosed related parties is a component of the auditor's response once a
related party or a relationship or transaction with a related party previously undisclosed to the auditor by management has been identified by the
auditor.
Inquiring of management regarding the identification of the possible existence
of transactions with other undisclosed related parties and relationships and
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transactions with related parties, including whether there are any other undisclosed related parties, would generally be encompassed in the auditor's procedures performed in discharging the auditor's responsibilities once the auditor
has determined that a related party or relationship or transaction with a related party previously undisclosed to the auditor exists. Based on the auditor's
reassessment of risk, the auditor performs additional procedures that would include such inquiries, but also would extend beyond inquiring of management.
Significantly, paragraph 16.f.ii. of the standard44 requires the auditor to reassess the risks of material misstatement and perform additional procedures
as necessary, if such reassessment results in a higher risk. This would include
procedures designed to address the risk of transactions with other undisclosed
related parties.
To clarify the auditor's responsibilities regarding other undisclosed related parties, the Board added a new footnote to paragraph 16 that refers the auditor to
paragraph 74 of Auditing Standard No. 12, which states that when the auditor
obtains audit evidence during the course of the audit that contradicts the audit
evidence on which the auditor originally based his or her risk assessment, the
auditor should revise the risk assessment and modify planned audit procedures
or perform additional procedures in response to the revised risk assessments.
The Board is adopting paragraphs 14 through 16 and Appendix A as reproposed,
with the following changes:

44

a.

revising paragraph 14 to highlight that the auditor performs procedures to test the accuracy and completeness of management's
identification, taking into account information gathered during
the audit;

b.

clarifying in the note to paragraph 14 that Appendix A contains
examples of information and sources of information that the auditor may gather during the audit;

c.

revising Appendix A to include a new example, "disclosures contained on the company's website";

d.

revising paragraph 16 to clarify that the auditor performs the procedures in 16.f.i.-iii., taking into account the information gathered
from performing the procedures in paragraph 16.a.-e.;

e.

adding a new footnote to paragraph 16.f.ii., referring to paragraph
74 of Auditing Standard No. 12, which states that when the auditor obtains audit evidence during the course of the audit that
contradicts the audit evidence on which the auditor originally
based his or her risk assessment, the auditor should revise the
risk assessment and modify planned audit procedures or perform
additional procedures in response to the revised risk assessments;
and

f.

revising paragraph 16.f.iii. to more closely align with paragraph
23 of Auditing Standard No. 14, which states if the auditor becomes aware of information indicating that fraud or another illegal act has occurred or might have occurred, he or she also must
determine his or her responsibilities under AU secs. 316.79-.82,
AU sec. 317, Illegal Acts by Clients, and Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. §78j-1.

Paragraph 16.g. of the reproposed standard is now contained in paragraph 16.f.ii. of the stan-

dard.
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G. Evaluating Financial Statement Accounting and Disclosures
(Paragraphs 17 and 18 of the Standard in Appendix 1)
Discussion of Paragraphs 17 and 18 of Auditing Standard No. 18
Paragraph 17 of the standard aligns with requirements in Auditing Standard
No. 14 to require the auditor to evaluate whether related party transactions
have been properly accounted for and disclosed in the financial statements.
Paragraph 17 states that this includes evaluating whether the financial statements contain the information regarding relationships and transactions with
related parties essential for a fair presentation in conformity with the applicable financial reporting framework. A footnote to paragraph 17 refers the auditor
to paragraphs 30 and 31 of Auditing Standard No. 14.
The auditor's evaluation of a company's accounting and disclosure of relationships and transactions with related parties is important to the protection of
investor interests because the substance of related party transactions might
differ materially from their form. Furthermore, related party transactions not
only may involve difficult measurement and recognition issues, but may also
be used to engage in financial statement fraud and conceal misappropriation
of assets.
Paragraph 17 is intended to align the auditor's evaluation with the objective
of the standard and to focus the auditor on both the accounting and disclosure
of the company's relationships and transactions with related parties. Footnote
1 to paragraph 1 of the standard states that the auditor should look to the
requirements of the SEC for the company under audit with respect to the accounting principles applicable to that company. Unlike the existing standard,
paragraph 17 of the standard does not include a separate requirement to evaluate whether the substance of a related party transaction differs materially from
its form because that evaluation is part of the auditor's evaluation of whether
the financial statements have been presented fairly in conformity with the applicable financial reporting framework pursuant to AU sec. 411.06.
Consistent with the existing standard, evaluating substance over form does not
require the auditor to challenge the appropriateness of the accounting standards. However, financial statements may not be presented fairly if they do
not include information about the matters that affect their use, understanding, and interpretation.45 For example, to improve the appearance of its financial condition, a company and a related party could attempt to "dress up"
the appearance of the company's balance sheet at period-end. Some period-end
"window-dressing" transactions might involve side agreements undisclosed to
the auditor, while others might represent transactions that the auditor is aware
of, in which management placed more emphasis on the need for a particular
accounting treatment than on the underlying economic substance of the transaction.
AU sec. 334 requires the auditor to consider whether sufficient appropriate evidence has been obtained to understand each related party relationship, as well
as the effect of each material related party transaction on the financial statements. The existing standard states that the auditor should view related party
transactions within the framework of existing pronouncements, placing primary emphasis on the adequacy of disclosure. Further, AU sec. 334.02 states
that the auditor should be aware that the substance of a particular transaction could be significantly different from its form and that financial statements
45

See AU sec. 411.04.
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should recognize the substance of particular transactions rather than merely
their legal form. Additionally, Auditing Standard No. 14 describes the auditor's
responsibility for evaluating the presentation of financial statements, including disclosures, more generally. Auditing Standard No. 14 requires the auditor to evaluate whether the financial statements are presented fairly, in all
material respects, in conformity with the applicable financial reporting framework.46 Furthermore, AU sec. 411.06 requires the auditor to consider whether
the substance of transactions or events differs materially from their form when
evaluating whether the financial statements have been presented fairly in accordance with the applicable financial reporting framework.

Assertions That Transactions with Related Parties Were Conducted on Terms
Equivalent to Those Prevailing in Arm’s-Length Transactions (Paragraph 18
of the Standard in Appendix 1)
Paragraph 18 of the standard states that if the financial statements include
a statement by management that transactions with related parties were conducted on terms equivalent to those prevailing in an arm's-length transaction,
the auditor should determine whether the evidence obtained supports or contradicts management's assertion.
Financial reporting frameworks permit management to assert that a related
party transaction that is required to be disclosed in the financial statements
was conducted on terms equivalent to those prevailing on an arm's-length basis
only when support for such an assertion exists. Management's refusal to modify such a disclosure when support for that statement does not exist represents
a departure from GAAP and IFRS. Such a misstatement would require the
auditor to express either a qualified or adverse opinion on the financial statements. A decision by management to remove, at the auditor's request, such
an assertion from the financial statements due to management's inability to
provide the auditor with sufficient appropriate audit evidence might affect the
auditor's assessment of internal control over financial reporting.
The requirements in paragraph 18 of the standard are complemented by the
other amendments to AU sec. 333 discussed in Section IV.D. of this Appendix,
which require the auditor to obtain written representations from management
when management has asserted that a transaction with a related party was
conducted on terms equivalent to those prevailing in an arm's-length transaction.
AU sec. 334 includes requirements regarding the auditor's evaluation of assertions that related party transactions occurred on terms equivalent to those occurring on an arm's-length basis. AU sec. 334.12 notes the difficulty in substantiating such representations and states that, except for routine transactions,
it will generally not be possible to determine whether a particular transaction
would have taken place if the parties had not been related, or assuming it would
have taken place, what the terms and manner of settlement would have been.
AU sec. 334 also states that if such a representation is included in the financial
statements and the auditor believes that the representation is unsubstantiated by management, the auditor should express a qualified or adverse opinion
because of a departure from GAAP, depending on materiality.
After considering all comments received, the Board is adopting paragraphs 17
and 18 of the standard as reproposed, except for the addition of a reference to
paragraph 30 of Auditing Standard No. 14 in footnote 19 to paragraph 17.

46

See paragraph 30 of Auditing Standard No. 14.
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H. Communications with the Audit Committee (Paragraph 19 of
the Standard in Appendix 1)
Discussion of Paragraph 19 of Auditing Standard No. 18
Paragraph 19 of the standard requires the auditor to communicate to the audit
committee the auditor's evaluation of the company's identification of, accounting for, and disclosure of its relationships and transactions with its related
parties, as well as other significant matters arising from the audit regarding
the company's relationships and transactions with related parties.
Both the auditor and the audit committee benefit from a meaningful exchange
of information regarding significant risks of material misstatement in the financial statements and other matters that may affect the integrity of the company's
financial reports, including matters arising from a company's relationships and
transactions with related parties.
Paragraph 19 of the standard is intended to work in tandem with paragraph 7
of the standard. The inquiries of the audit committee, or its chair, pursuant to
paragraph 7, can be more effective when they occur at an earlier point in the
audit, when the auditor is obtaining an understanding of the company's relationships and transactions with its related parties. This can avoid situations
where the auditor's communications regarding a company's relationships and
transactions with its related parties might first occur at the end of the audit.
This is consistent with Auditing Standard No. 16, which anticipates timely and
robust communications between the auditor and the audit committee throughout the audit. These communications also provide an opportunity for the auditor to corroborate the information obtained from management regarding the
company's relationships and transactions with its related parties.
The communication required by paragraph 19 of the standard provides an opportunity for the auditor to communicate information obtained during the audit
relevant to those earlier inquiries pursuant to paragraph 7. For example, the
auditor might discuss relationships or transactions with related parties that
are significant to the company that were not previously discussed with the
audit committee, or its chair. The auditor also would communicate significant
matters to the audit committee if the auditor encountered these matters during
the review of interim financial information.47
In all cases, the auditor's communications with the audit committee pursuant
to paragraph 19 of the standard would cover all the items listed in paragraphs
19.a.-e., to the extent applicable. Such communications involve matters such
as the identification of related parties and relationships and transactions with
related parties that were previously undisclosed to the auditor, which, as described in the paragraph below, may be of particular interest and concern to
the audit committee. Thus, the auditor's communications pursuant to paragraph 19 are not intended to be done only when an exception is identified by
the auditor. Doing so would not provide for the proactive communication that
should occur with the audit committee regarding what the auditor found as a
result of the auditor's evaluation of the company's identification of, accounting
for, and disclosure of, its relationships and transactions with its related parties. Further, these communications cannot be made by management as the
communication requirements involve communication of the auditor's evaluation of certain matters and management is not in a position to communicate
the auditor's evaluation and views.
47

See paragraph .34 of AU sec. 722, Interim Financial Information.
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As noted in paragraph 19, the auditor's communications to the audit committee may not be limited to only those examples of significant matters included in
paragraph 19 of the standard. For example, in evaluating the company's identification of, accounting for, and disclosure of its relationships and transactions
with related parties, the auditor might identify other significant matters that
might be of interest to the audit committee, such as concerns over the company's
process for identifying related parties and relationships and transactions with
related parties.
AU sec. 334 does not include specific requirements regarding the auditor's communication with the audit committee. Other existing auditing standards, however, require that the auditor communicate significant matters to the audit
committee, including those encountered during a review of interim financial
information.48

Discussion of the Comments Received on Paragraph 19
of the Reproposed Standard
The Board considered all comments received, including the following significant
comments:
Communicating Significant Matters: Many commenters recommended revising paragraph 19.a. of the reproposed standard to allow for additional auditor
judgment. Some of these commenters suggested that paragraph 19.a. of the reproposed standard be revised to only require the communication of "significant"
related parties or relationship or transactions with related parties that were
previously undisclosed to the auditor.
The Board considered these comments and believes that communicating all related party relationships and transactions previously undisclosed to the auditor
to the audit committee is beneficial. For example, such communications could
inform the audit committee of such matters that management had previously
concealed from the audit committee as well as from the auditor. While the auditor determines the impact of the identification of a related party relationship
or transaction on the audit, these communications can inform the audit committee of matters that might be important to their oversight of management
and the financial reporting process. Further, this communication also serves
as an opportunity to corroborate management's explanation regarding why the
related party transaction was undisclosed to the auditor.
Form of the Communications: At the SAG discussion, the point was raised as
to whether the auditor's communications with the audit committee should be
communicated in writing or orally. The Board considered this comment, noting
that paragraph 19 of the standard is aligned with the requirements in Auditing
Standard No. 16, which includes specific requirements on the nature and timing
of auditor communications with the audit committee. Paragraph 25 of Auditing
Standard No. 16 states that generally the communications can be made orally
or in writing.49
The Board is adopting paragraph 19 of the standard as reproposed.

48

See Auditing Standard No. 16 and AU sec. 722.34.
Paragraph 25 of Auditing Standard No. 16 also states that the auditor must document the
communications in the work papers, whether such communications took place orally or in writing.
49
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III. Amendments to Certain PCAOB Auditing
Standards Regarding Significant Unusual
Transactions (Appendix 2)
Significant unusual transactions can present increased risks of material misstatement of the financial statements due to fraud or error. The amendments
regarding significant unusual transactions being adopted by the Board improve
the existing standards regarding the auditor's identification and evaluation of
a company's significant unusual transactions.
Many commenters generally supported the Board's efforts to strengthen the existing standards regarding significant unusual transactions. A few commenters
noted that the improvements could have a positive impact on audit quality.
However, some commenters suggested certain revisions to clarify and refine
the reproposed amendments regarding significant unusual transactions.
After considering the comments received, the Board is adopting the amendments regarding significant unusual transactions substantially as reproposed,
with certain minor revisions that include:

•

Clarifying the Phrase "Infrequent or Significant Unusual Transactions" in the Amendments to AU sec. 722 (Identifying Significant
Unusual Transactions): The amendments to Appendix B of AU sec.
722 include revisions to clarify that the "occurrence of infrequent
transactions" and the "occurrence of significant unusual transactions" are separate examples; and

•

Clarifying the Auditor's Evaluation of Identified Significant Unusual Transactions in the Amendments to Paragraph .67 of AU sec.
316 (Evaluating Significant Unusual Transactions): The amendments to AU sec. 316.67 include revisions to clarify that, in considering the business purpose (or the lack thereof) of the significant unusual transaction, the auditor should evaluate whether the
transaction involves other parties that do not appear to have the
financial capability to support the transaction without assistance
from the company, or any related party of the company.

The following sections describe the amendments regarding significant unusual
transactions being adopted by the Board and existing requirements, as well as
discuss the significant comments received and Board responses, where applicable. The sections are organized by the following topical areas:
A.
B.

Page
A4-48
A4-54

Identifying Significant Unusual Transactions
Evaluating Significant Unusual Transactions

A. Identifying Significant Unusual Transactions (Section A. of
the Amendments in Appendix 2)
Discussion of the Amendments Regarding Identifying Significant
Unusual Transactions
The amendments regarding identifying significant unusual transactions: (i)
align the description of significant unusual transactions in the Board's auditing
standards; (ii) enhance the requirements for identifying a company's significant
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unusual transactions; and (iii) revise and add to the examples of fraud risk
factors described in AU sec. 316.

Aligning the Descriptions of Significant Unusual Transactions
Amendments to AU sec. 316.66: The amendments regarding significant unusual
transactions revise AU sec. 316.66 to describe significant unusual transactions
as significant transactions that are outside the normal course of business for
the company or that otherwise appear to be unusual due to their timing, size, or
nature. This description is consistent with the existing description in paragraph
71.g. of Auditing Standard No. 12. The amendments to AU sec. 316.66 also
state that significant unusual transactions may be used to engage in fraudulent
financial reporting or conceal misappropriation of assets.
Conforming Amendments: The amendments regarding significant unusual
transactions also make conforming changes to introduce a uniform description
of "significant unusual transaction" throughout the Board's standards. Specifically, the amendments align the terminology in: (i) paragraph 14 of Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements; (ii) paragraph 12 of Auditing
Standard No. 9, Audit Planning; (iii) paragraph 13 of Auditing Standard No.
12; (iv) paragraph 15.c. of Auditing Standard No. 13; (v), paragraph .85.A.2 of
AU sec. 316; and (vi) AU sec. 722.55.B1.
In general, the description of a significant unusual transaction included in the
amendments permits the auditor flexibility in applying the description to different companies of different sizes and in different industries. The description
of a significant unusual transaction is designed so that the auditor determines
whether a transaction is a significant unusual transaction based on the specific
facts and circumstances of the company under audit.
A significant unusual transaction does not necessarily need to occur infrequently. Whether a transaction constitutes a significant unusual transaction
should be based upon the specific facts and circumstances. The timing or frequency of transactions is only one element to be considered in determining
whether a transaction is a significant unusual transaction.

Enhancing Requirements for Identifying Significant Unusual Transactions
Existing requirements relating to the auditor's consideration of fraud in a financial statement audit recognize that during an audit the auditor may become
aware of significant transactions that are outside the normal course of business
for the company or that otherwise appear to be unusual given the auditor's
understanding of the company and its environment.50 The risk assessment
standards also anticipate that the auditor might come across significant transactions that are outside the normal course of business for the company or that
otherwise appear to be unusual due to their timing, size, or nature. For example,
paragraph 71.g. of Auditing Standard No. 12 states that one factor that should
be evaluated for the auditor's determination of which risks are significant risks
is whether the risk involves significant transactions outside the normal course
of business or that otherwise appear to be unusual due to their timing, size, or
nature.
The amendments include changes to existing standards that require the performance of procedures as part of the auditor's risk assessment process to identify
significant unusual transactions. As discussed below, these procedures include:
(i) inquiring of management and others; (ii) understanding controls relating to
50

See AU secs. 316.66–.67.
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significant unusual transactions; and (iii) taking into account other information
obtained during the audit.
Inquiring of Management and Others (Paragraphs 56-57 of Auditing
Standard No. 12): The amendments regarding significant unusual transactions
build on existing requirements in Auditing Standard No. 12 that require the
auditor to make inquiries of management and others within the company about
the risks of material misstatement.51 Specifically, the amendments regarding
significant unusual transactions revise paragraph 56.a. of Auditing Standard
No. 12 to require the auditor to inquire of company management regarding
whether the company has entered into any significant unusual transactions
and, if so, the nature, terms, and business purpose (or the lack thereof) of
those transactions and whether such transactions involved related parties. The
amendments regarding significant unusual transactions also revise paragraphs
56.b. and 56.c. of Auditing Standard No. 12 to require the auditor to inquire of
the audit committee and internal audit personnel (if applicable), respectively,
regarding whether the company has entered into any significant unusual transactions.
The amendments regarding significant unusual transactions also amend paragraph 57 of Auditing Standard No. 12, which currently requires that the auditor inquire of others within the company about their views regarding fraud
risks and includes the example of employees involved in initiating, recording,
or processing complex or unusual transactions. The amendments add significant unusual transactions as an example of a complex or unusual transaction
to paragraph 57 of Auditing Standard No. 12.
Inquiring of management and others within the company regarding the existence of significant unusual transactions as part of the auditor's risk assessment
procedures is an important step—but not the only step—in the auditor's identification of significant unusual transactions. The auditor might determine that
there are significant unusual transactions despite management's assertion that
there are no significant unusual transactions (e.g., through other procedures
performed during the audit, such as reading minutes of the board of directors
meetings and performing journal entry testing).
Understanding Controls Relating to Significant Unusual Transactions
(Paragraph 73A of Auditing Standard No. 12): Auditing Standard No. 12
requires that the auditor obtain a sufficient understanding of each component of internal control over financial reporting to: (i) identify the types of
potential misstatements; (ii) assess the factors that affect the risks of material
misstatement; and (iii) design further audit procedures.52
The amendments regarding significant unusual transactions build on the risk
assessment standards by adding paragraph 73A to Auditing Standard No. 12.
That paragraph requires the auditor to obtain an understanding of the controls
management has established to identify, authorize and approve, and account
for and disclose, significant unusual transactions in the financial statements, if
the auditor has not already done so when obtaining an understanding of internal control, as described in paragraphs 18 through 40, 72, and 73 of Auditing
Standard No. 12.
Taking into Account Other Information Obtained During the Audit (AU sec.
316.66): The amendments regarding significant unusual transactions add a
note to AU sec. 316.6653 stating that the auditor's identification of significant
51
52
53

See paragraphs 56 and 57 of Auditing Standard No. 12.
See paragraph 18 of Auditing Standard No. 12.
Section B. of Appendix 2 contains the amendments to AU sec. 316.66.

REL 2014-002

3920

Select PCAOB Releases

unusual transactions should take into account information obtained from: (i)
the risk assessment procedures required by Auditing Standard No. 12 (e.g., inquiring of management and others, obtaining an understanding of the methods
used to account for significant unusual transactions, and obtaining an understanding of internal control over financial reporting), and (ii) other procedures
performed during the audit (e.g., reading minutes of the board of directors
meetings and performing journal entry testing).
Examples of those procedures include:

•

Reading minutes of meetings of the board of directors and its committees;54

•

Reading periodic and current reports, and other relevant company
filings with the SEC and other regulatory agencies;55

•

Inspecting confirmation responses and responses to inquiries of
the company's lawyers;56

•

Obtaining an understanding of the company's selection and application of accounting principles, including related disclosures (e.g.,
reading accounting policy manuals and technical memoranda prepared by or for management);57

•
•

Performing analytical procedures during the audit;58 and
Performing journal entry testing, including inquiring of individuals involved in the financial reporting process about inappropriate
or unusual activity relating to the processing of journal entries and
other adjustments as required by existing standards.59

Also, the auditor might identify significant unusual transactions when examining information gathered during the audit. For example, an auditor might
identify a significant unusual transaction by scanning a population of invoices
for unusual items when determining a sample of items to be tested. By doing
so, the auditor might identify an unusual item in terms of dollar amount, the
date on which the item was shipped (e.g., on a Sunday when the shipping department is closed), or an unusually high concentration of transactions during
a given time period.
As described in section II.F. of this Appendix, Appendix A to the standard includes examples of information that may be gathered during the audit that
could indicate that related parties or relationships or transactions with related
parties previously undisclosed to the auditor might exist. These examples could
also be helpful in identifying significant unusual transactions.
The amendments add a second note to AU sec. 316.66 that states that the
auditor should take into account information that indicates that related parties
or relationships or transactions with related parties previously undisclosed to
the auditor might exist when identifying significant unusual transactions.
Also, as discussed in Section IV.E. of this Appendix, the amendments to AU sec.
560 require that during the "subsequent period" the auditor inquire regarding
54

See AU sec. 560.12.c. and AU sec. 722.18.a.
See paragraph 11 of Auditing Standard No. 12, which requires the auditor to consider reading
public information about the company relevant to the evaluation of the likelihood of material financial
statement misstatements as part of obtaining an understanding of the company.
56
See paragraph .06 of AU sec. 337.
57
See paragraph 7.c. of Auditing Standard No. 12.
58
See paragraphs 46 through 48 of Auditing Standard No. 12.
59
See AU secs. 316.58 through 62.
55
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whether the company has entered into any significant unusual transactions.
This could inform the auditor's identification of a company's significant unusual
transactions.
Improving the auditor's identification of significant unusual transactions also
can inform the auditor's evaluation of whether the company has properly identified its related parties and relationships and transactions with related parties,
as a significant unusual transaction might also be a related party transaction
previously undisclosed to the auditor.

Revising and Adding to the Examples of Fraud Risk Factors
The amendments regarding significant unusual transactions also revise certain
examples of fraud risk factors contained in AU sec. 316. For example, AU sec.
316.85A.2 notes that significant related party transactions not in the ordinary
course of business or with related entities not audited or audited by another
firm can provide opportunities to engage in fraudulent financial reporting. The
amendments regarding significant unusual transactions separate that existing
example into two distinct examples, namely: (i) related party transactions that
are also significant unusual transactions (e.g., a significant related party transaction outside the normal course of business); and (ii) significant transactions
with related parties whose financial statements are not audited or are audited
by another firm. The amendments also add contractual arrangements lacking
a business purpose as an example of a fraud risk factor.

Discussion of the Comments Received on the Reproposed Amendments
Regarding Identifying Significant Unusual Transactions
The Board considered all comments received, including the following significant
comments:
Identifying Significant Unusual Transactions Is the Auditor's Responsibility:
One commenter noted that the reproposed procedures for identifying significant unusual transactions (performing inquiries, understanding controls, and
taking other information into account) are performed as part of the auditor's
risk assessment process rather than to enable the auditor to perform an initial
identification of significant unusual transactions—which, in that commenter's
view, is the role of management. That commenter suggested clarifying that
management is responsible for identifying the company's significant unusual
transactions, consistent with the changes regarding a company's related parties. Another commenter stated that, as the size and complexity of a company
increases, the likelihood of an auditor being able to identify significant unusual
transactions diminishes proportionately.
The Board considered these comments, noting that the determination of
whether a transaction is a significant unusual transaction is the responsibility of the auditor. The auditor takes management's responses to inquiries and
other procedures into account when identifying significant unusual transactions. However, the information provided by management is not the sole consideration. The auditor's procedures for identifying significant unusual transactions are performed as part of the auditor's risk assessment, and the auditor's
procedures should be sufficient to identify risks of material misstatement of the
financial statements, based on the size and complexity of the company.
Clarifying the Phrase "Infrequent or Significant Unusual Transactions" in the
Amendments to AU sec. 722: AU sec. 722.55 contains examples of situations
about which the auditor would ordinarily inquire of management when conducting a review of interim financial information. A few commenters suggested revisions to clarify the reproposed amendment to the tenth bullet of AU sec. 722.55,

REL 2014-002

3922

Select PCAOB Releases

which as reproposed stated "the occurrence of infrequent or significant unusual
transactions." In response to comments, the Board revised the tenth bullet into
two separate items: one bullet relating to the occurrence of infrequent transactions and the other relating to the occurrence of significant unusual transactions.
The Board is adopting the amendments regarding the identification of significant unusual transactions substantially as reproposed, except for the revision
to AU sec. 722 discussed above.

B. Evaluating Significant Unusual Transactions (Section B.
of the Reproposed Amendments in Appendix 2)
Discussion of the Amendments Regarding Evaluating Significant
Unusual Transactions
The amendments regarding the evaluation of significant unusual transactions
address the following areas: (i) evaluating the business purpose (or the lack
thereof) of significant unusual transactions; (ii) evaluating the accounting and
disclosure of significant unusual transactions; and (iii) other matters regarding
significant unusual transactions.

Evaluating the Business Purpose (or the Lack Thereof) of Significant
Unusual Transactions
The amendments regarding significant unusual transactions strengthen the
auditor's evaluation of whether the business purpose (or the lack thereof) for
significant unusual transactions indicates that those transactions were entered
into to engage in fraud.
Existing AU sec. 316.66 requires that once an auditor becomes aware of significant unusual transactions, the auditor should gain an understanding of the
business rationale for such transactions and whether that rationale (or the lack
thereof) suggests that the transaction may have been entered into to engage in
fraudulent financial reporting or to conceal the misappropriation of assets. Existing AU sec. 316.67 identifies several matters that the auditor should consider
in understanding the business rationale for those transactions.
The amendments build on the existing requirements in AU secs. 316.66-.67 and
include additional procedures to more specifically focus the auditor's attention
on critically evaluating whether the business purpose (or the lack thereof) for
significant unusual transactions indicates that such transactions may have
been entered into to engage in fraudulent financial reporting or to conceal the
misappropriation of assets.
Those improvements are accomplished through: (i) revisions to AU sec. 316.66;
(ii) adding AU sec. 316.66A; and (iii) revisions to AU sec. 316.67. Each of those
amendments is discussed in further detail below.
Revisions to AU sec. 316.66: Because a company might use a significant unusual transaction to engage in fraudulent financial reporting or to obscure the
company's financial position or operating results, existing standards require
the auditor to perform procedures to evaluate significant unusual transactions
identified by the auditor and discuss the auditor's evaluation of such transactions with the audit committee.60 The amendments to AU sec. 316.66 are
60

See AU secs. 316.66–.67 and paragraph 13.d. of Auditing Standard No. 16.
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intended to improve the auditor's evaluation of significant unusual transactions, including the auditor's evaluation of the business purpose (or the lack
thereof), and whether the transactions have been appropriately accounted for
and adequately disclosed in the company's financial statements, by requiring
the auditor to perform specific procedures to evaluate significant unusual transactions. Improving the auditor's evaluation of significant unusual transactions
should also result in a more meaningful exchange of information between the
auditor and the audit committee.
Adding AU sec. 316.66A: The amendments regarding evaluating significant unusual transactions add a new paragraph to AU sec. 316, paragraph AU sec.
316.66A, which requires that the auditor design and perform procedures to
obtain an understanding of the business purpose (or the lack thereof) of each
significant unusual transaction that the auditor has identified. The procedures
include:
a.

Reading the underlying documentation and evaluating whether
the terms and other information about the transaction are consistent with explanations from inquiries and other audit evidence
about the business purpose (or the lack thereof) of the transaction;

b.

Determining whether the transaction has been authorized and
approved in accordance with the company's established policies
and procedures;

c.

Evaluating the financial capability of the other parties with respect to significant uncollected balances, loan commitments, supply arrangements, guarantees, and other obligations, if any; and

d.

Performing other procedures as necessary depending on the identified and assessed risks of material misstatement.

A footnote to item c. of the amendments to AU sec. 316.66A also states that
examples of information that might be relevant to the auditor's evaluation of
the other party's financial capability include, among other things, the audited
financial statements of the other party, reports issued by regulatory agencies,
financial publications, and income tax returns of the other party, to the extent
available.
Item d. of the amendments to AU sec. 316.66A provides an opportunity for the
auditor to scale the audit by supplementing the basic required procedures with
more in- depth procedures commensurate with the auditor's evaluation of the
company's facts and circumstances. Those procedures should: (i) address the
assessed risks of material misstatement; (ii) provide an understanding of the
business purpose (or the lack thereof) that is sufficient to evaluate whether
the transaction was entered into to commit fraudulent financial reporting or
misappropriate assets; and (iii) provide the auditor with sufficient audit evidence to evaluate whether the financial statement accounting and disclosure
requirements have been met.
Examples of other procedures that might be appropriate, depending on the
nature of the significant unusual transaction and the risks of material misstatement of the financial statements, include:

•

Inquiring directly of the other party regarding the business purpose of the transaction;

•

Reading public information regarding the transaction and the parties to the transaction, if available;

•

Reading the financial statements or other relevant financial information obtained from other parties involved in the transaction, if
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available, to understand how the other party accounted for the
transaction;

•

Evaluating the transferability and value of collateral provided by
the other party, if any;

•

Confirming the terms of the transaction with other parties with
knowledge of the transaction (e.g., banks, guarantors, agents, or
attorneys), if any; and

•

Confirming whether there are any side agreements or other arrangements (either written or oral) with the other party.

The amendments regarding significant unusual transactions were designed to
establish basic procedures for the auditor to identify and evaluate significant
unusual transactions and allow the auditor to assess risks and respond to risks
based on the facts and circumstances, including the size and complexity of
the company and the assessed significance of the identified risks of material
misstatement in the financial statements.
Significant unusual transactions, like all transactions, are subject to the requirements contained in AU sec. 411.06, which requires that the auditor consider whether the substance of a transaction differs materially from its form
when evaluating whether the financial statements have been presented fairly in
accordance with the applicable financial reporting framework. That evaluation
encompasses anunderstanding of the "business sense" of material transactions,
which was referred to in footnote 6 of AU sec. 334.61
Existing standards require that the auditor design and perform audit procedures in a manner that addresses the assessed risks of material misstatement
for each relevant assertion of each significant account and disclosure.62 This includes designing and performing audit procedures in a manner that addresses
the assessed risks of material misstatement associated with significant unusual
transactions. The procedures contained in AU sec. 316.66A work in conjunction
with the procedures that the auditor performs during the audit to address the
relevant assertions associated with each significant unusual transaction.
Revisions to AU sec. 316.67: The amendments regarding significant unusual
transactions also require the auditor to evaluate certain matters when evaluating whether the business purpose (or the lack thereof) of a significant unusual
transaction suggests that the transaction may have been entered into to engage
in fraudulent financial reporting or to conceal the misappropriation of assets.
The amendments incorporate the list of matters currently in AU sec. 316.67
and add the following matters:

61
62

•

The transaction lacks commercial or economic substance, or is part
of a larger series of connected, linked, or otherwise interdependent
arrangements that lack commercial or economic substance individually or in the aggregate (e.g., the transaction is entered into
shortly prior to period end and is unwound shortly after period
end);

•

The transaction occurs with a party that falls outside the definition of a related party (as defined by the accounting principles
applicable to that company), with either party able to negotiate

See the discussion in Section II.E. of this Appendix.
See also paragraph 8 of Auditing Standard No. 13.
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terms that may not be available for other, more clearly independent, parties on an arm's-length basis;63 and

•

The transaction enables the company to achieve certain financial
targets.

These additional matters are intended to improve the auditor's evaluation of
the business purpose (or the lack thereof) for significant unusual transactions,
including whether they may have been entered into to engage in fraudulent
financial reporting or to conceal the misappropriation of assets. For example,
considering whether a transaction enables the company to achieve certain financial targets is an important consideration when evaluating whether that
transaction has been entered into to engage in fraudulent financial reporting
or to conceal the misappropriation of assets. These additional matters also represent areas that may be relevant to the auditor's evaluation of whether the
financial statements contain the information regarding the significant unusual
transaction essential for a fair presentation in conformity with the applicable
financial reporting framework.
Including these additional matters in the auditor's evaluation of a significant
unusual transaction can also assist the auditor in the identification of related
parties or relationships or transactions with related parties previously undisclosed to the auditor because it focuses the auditor on the substance of the
relationship or transaction. For example, relationships such as those with entities managed by former officers, interlocking directors/ownership, significant
customers and suppliers, competitors, strategic alliances or partnerships, or collaborative arrangements could represent matters that involve related parties
or relationships or transactions with related parties previously undisclosed to
the auditor. Further, a related party could be involved in a significant unusual
transaction either directly or indirectly, through the use of an intermediary
whose involvement in the transaction appears to serve no apparent business
purpose.
A footnote to AU sec. 316.67 references the requirement, contained in paragraph 16 of the standard, that the auditor perform certain procedures in circumstances in which the auditor determines that related parties or relationships or transactions with related parties previously undisclosed to the auditor
exist.

Evaluating the Accounting and Disclosure of Significant
Unusual Transactions
The amendments add a new paragraph to AU sec. 316, paragraph .67A, to
require the auditor to evaluate whether significant unusual transactions that
the auditor has identified have been properly accounted for and disclosed in the
financial statements. AU sec. 316.67A further states that this includes evaluating whether the financial statements contain the information regarding significant unusual transactions essential for a fair presentation in conformity with
the applicable financial reporting framework. A footnote directs the auditor to
paragraphs 30 and 31 of Auditing Standard No. 14, which address the auditor's evaluation of the presentation of the financial statements, including the
disclosures.

63
See Section II.C. of Securities Act Release No. 33-8056, Commission Statement about Management's Discussion and Analysis of Financial Condition and Results of Operations (January 22, 2002),
http://www.sec.gov/rules/other/33-8056.htm.
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A note to AU sec. 316.67A states that, in evaluating whether the financial statements contain the information regarding significant unusual transactions essential for a fair presentation in accordance with the financial reporting framework, the auditor considers management's disclosure regarding significant unusual transactions in other parts of the company's SEC filing containing the
audited financial statements in accordance with AU sec. 550, Other Information
in Documents Containing Audited Financial Statements.

Other Matters Regarding Significant Unusual Transactions
The amendments regarding significant unusual transactions also make a number of other related amendments, including adding a new paragraph, paragraph
11A, to Auditing Standard No. 13 and making a conforming amendment to Auditing Standard No. 16.
The new paragraph 11A to Auditing Standard No. 13 reminds auditors that
significant unusual transactions can affect the risks of material misstatement
due to error or fraud, and that the auditor should take into account the types of
potential misstatements that could result from significant unusual transactions
in designing and performing further audit procedures, including procedures
performed pursuant to the reproposed amendments to AU secs. 316.66-.67A
regarding significant unusual transactions.
The amendments regarding significant unusual transactions also amend the
auditor communication requirements in Auditing Standard No. 16. The amendments revise paragraph 13.d. of Auditing Standard No. 16 to refer to the "business purpose (or the lack thereof)" instead of the "business rationale" of a significant unusual transaction. In the Board's view improving the auditor's identification and evaluation of significant unusual transactions should enhance the
quality of the auditor's discussions with the audit committee.

Discussion of the Comments Received on the Reproposed Amendments
Regarding Evaluating Significant Unusual Transactions
The Board considered all comments received, including the following significant
comments:
Clarifying the Auditor's Evaluation of Identified Significant Unusual Transactions: One commenter suggested several clarifying revisions to the factors in AU
sec. 316.67 that are relevant to the auditor's evaluation of whether the business
purpose (or the lack thereof) of a significant unusual transaction indicates that
the transaction may have been entered into to engage in fraud. For example,
that commenter suggested revising the fourth bullet to state "the transaction
involves other parties that do not appear to have the financial capability to
support the transaction without assistance from the company, or any related
party." The Board considered these suggestions and agrees that emphasizing
that a related party might be involved in a significant unusual transaction in
place of the company is an important clarification, and has revised AU sec.
316.67, accordingly.
Understanding Economic Substance Versus Commercial Substance: One commenter stated that reproposed AU sec. 316.67 did not distinguish "commercial
substance" (a term used in connection with accounting for nonmonetary transactions) from "economic substance" (a doctrine governing all transactions). That
commenter suggested revising this factor in AU 316.67 so that "commercial
substance" is understood to only refer to nonmonetary transactions. The Board
considered this comment, noting that the auditor's evaluation does not impose
accounting requirements on the auditor as the standard and amendments follow a "framework neutral" approach.
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Understanding "Financial Targets": A few commenters suggested improving
the auditor's evaluation of whether a significant unusual transaction enables
the company to achieve certain financial targets pursuant to AU sec. 316.67,
by including required procedures to obtain an understanding of the company's
financial targets. The Board considered these comments noting that the auditor's understanding of a company's financial targets is already informed by
information obtained during the auditor's risk assessment process.64 The procedures to obtain an understanding of the company's financial relationships
and transactions with its executive officers required by the other amendments
to Auditing Standard No. 12 further inform the auditor's understanding. The
information obtained from such procedures informs the auditor's evaluation of
whether a company's significant unusual transaction enables the company to
achieve certain financial targets.
The Board is adopting the amendments regarding the evaluation of significant
unusual transactions substantially as reproposed, except for the revisions discussed above to AU sec. 316.67 and the addition of a reference to paragraph 30
of Auditing Standard No. 14 in footnote 25B of AU sec. 316.67A.

IV. Other Amendments to PCAOB Auditing Standards
(Appendix 3)
The Board is also adopting other amendments to PCAOB auditing standards,
including: (i) amendments regarding a company's financial relationships and
transactions with its executive officers; (ii) other new requirements that complement the standard and amendments; and (iii) amendments that conform
other auditing standards to the standard and amendments being adopted by
the Board, including conforming amendments that revise the references to the
Board's superseded auditing standard, AU sec. 334.
After considering the comments received, the Board is adopting the other
amendments substantially as reproposed. The Board is, however, making a
number of minor clarifications in response to comments. These include:

•

Clarifying the Auditor's Inquiries of Management (AU sec. 560):
The amendments to paragraph 12 of AU sec. 560 include revisions
to clarify that the auditor should inquire regarding both whether
there have been any changes in the company's related parties and
whether there have been any significant new related party transactions; and

•

Revising the First Illustrative Letter in AU sec. 722 (AU sec. 722):
The amendments to AU sec. 722 include revisions to clarify that
the auditor should obtain a representation from management that
management has provided "all financial records and related data,
including the names of all related parties and all relationship and
transactions with related parties" whether the auditor is using the
first illustrative letter or the second illustrative letter contained
in AU sec. 722.

The following sections describe the other amendments being adopted by the
Board and existing requirements, as well as discuss the significant comments
received and Board responses, including revisions made, where applicable. The
sections are organized by the following areas:

64

See paragraphs 16 and 17 of Auditing Standard No. 12.
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Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement
AU sec. 315, Communications Between Predecessor
and Successor Auditors
AU sec. 316, Consideration of Fraud in a Financial
Statement Audit
AU sec. 333, Management Representations
AU sec. 560, Subsequent Events
AU sec. 722, Interim Financial Information

Page
A4-63
A4-71
A4-72
A4-73
A4-74
A4-75

A. Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement (Appendix 3)
Discussion of the Amendments to Auditing Standard Auditing
Standard No. 12
In some circumstances, a company's financial relationships and transactions
with its executive officers can create risks of material misstatement that relate
pervasively to the financial statements. The other amendments to Auditing
Standard No. 12 require the auditor to perform specific procedures to obtain an
understanding of a company's financial relationships and transactions with its
executive officers as part of the auditor's risk assessment.
As described in the following sections, the other amendments to Auditing Standard No. 12: (i) add a new paragraph, paragraph 10A, to Auditing Standard
No. 12; (ii) revise paragraph 11 of Auditing Standard No. 12; and (iii) make a
related conforming amendment to the risk assessment standards.
Paragraph 10A of Auditing Standard No. 12: The other amendments add paragraph 10A to Auditing Standard No. 12 to require the auditor to perform procedures to obtain an understanding of the company's financial relationships and
transactions with its executive officers. Paragraph 10A states that those procedures should be designed to identify risks of material misstatement and should
include, but not be limited to: (i) reading the employment and compensation
contracts between the company and its executive officers; and (ii) reading the
proxy statements and other relevant company filings with the SEC and other
regulatory agencies that relate to the company's financial relationships and
transactions with its executive officers. The other amendments are intended to
assist the auditor in identifying and assessing risks associated with a company's
financial relationships and transactions with its executive officers. The other
amendments anticipate that the additional procedures to be performed would
contribute to the auditor's consideration of fraud in a financial statement audit
pursuant to AU sec. 316, which recognizes certain incentives and pressures on
management to commit fraud as examples of fraud risk factors.65
Performing procedures to obtain an understanding of a company's financial
relationships and transactions with its executive officers assists the auditor in
65
See AU sec. 316.85, which provides examples of fraud risk factors that could result in incentives
and pressures to commit fraud, including available information that indicates that management's or
the board of directors' personal financial situation is threatened by the entity's financial performance
arising from: (i) significant financial interests in the entity; (ii) significant portions of their compensation (e.g., bonuses, stock options, and earn–out arrangements) being contingent upon achieving
aggressive targets for stock price, operating results, financial position, or cash flow; or (iii) personal
guarantees of debts of the entity.
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understanding whether those relationships and transactions affect the risks of
material misstatement.66 For example, the auditor could consider whether the
company's internal control over financial reporting is designed and operating
to address the risk that management might seek accounting results solely to
boost certain executive officers' compensation. This understanding could also
assist the auditor in determining areas where management bias might occur
(for example, certain accounting estimates, including fair value measurements).
Reading proxy statements and other relevant company filings with the SEC
that are available to the auditor can provide the auditor with relevant information regarding a company's financial relationships and transactions with
its executive officers that informs the auditor's understanding of the company.
In addition, the risk assessment standards require that the auditor consider
reading public information about the company, for example, SEC filings.67
The information obtained regarding a company's financial relationships and
transactions with its executive officers, in conjunction with other information
obtained during the risk assessment process (e.g., information about company
performance measures),68 could be used to identify account balances that are
likely to be affected and that could have a significant effect on the financial
statements. That information could be used by the auditor to identify and assess risks of material misstatement due to fraud and to design appropriate
audit responses. In addition, obtaining an understanding of a company's financial relationships and transactions with its executive officers could identify
information that indicates the existence of related party relationships or transactions previously undisclosed to the auditor.
The amendments to paragraph 10A are not intended to call into question the
policies and procedures of the company with respect to its compensation arrangements with executive officers, but rather to assist the auditor in identifying and assessing risks of material misstatement associated with those financial relationships and transactions. Such risks could include unrecognized
compensation, self-dealing or other conflicts of interest, or possible illegal acts.
If present, these conditions may call into question the integrity of management's representations or represent violations of the company's established
policies and procedures. In addition, these procedures could identify potential
instances of management override of internal controls that could inform the
auditor whether others in the company are willing to challenge management
or whether management might be dominating others in the company.
The purpose of the procedures in paragraph 10A is to further the auditor's risk
assessment rather than to require the auditor to determine the appropriateness of a company's compensation agreements with its executive officers. The
amendments would not require the auditor to assess the appropriateness of the
compensation of executive officers. The procedures performed are intended to
66
For example, a May 2010 academic study that examined SEC accounting and auditing enforcement releases from 1998 to 2007 noted that the most commonly cited motivations for fraud included
the need to: (i) meet external earnings expectations of analysts and others; (ii) meet internally set
financial targets or make the company look better; (iii) conceal the company's deteriorating financial
condition; (iv) increase the stock price; (v) bolster financial position for pending equity or debt financing; (vi) increase management compensation through achievement of bonus targets and through
enhanced stock appreciation; and (vii) cover up assets misappropriated for personal gain. That study
indicated that the chief executive officer and/or chief financial officer were named in 89 percent of the
cases involving fraudulent financial reporting brought by the SEC during that period. See M. Beasley,
J. Carcello, D. Hermanson, and T. Neal, Fraudulent Financial Reporting 1998–2007: An Analysis of
U.S. Public Companies, Committee of Sponsoring Organizations of the Treadway Commission (May
2010) at 3, http://www.coso.org/documents/COSOFRAUDSTUDY2010_001.pdf.
67
See paragraph 11 of Auditing Standard No. 12.
68
See paragraphs 16 and 17 of Auditing Standard No. 12.
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occur in the context of the auditor's process for assessing the risks of material
misstatement of the company's financial statements.
The other amendments do not change the existing requirement in paragraph
10 of Auditing Standard No. 12 to consider obtaining an understanding of compensation arrangements with senior management. The population for the procedures required by paragraph 10A of the other amendments is the list of "executive officers," as defined in SEC Rule 3b-7 or included on Schedule A of Form
BD,69 while the existing requirement in paragraph 11 of Auditing Standard
No. 12 continues to apply to what may be a larger population of a company's
management.
The term "senior management" is not a defined term in Auditing Standard No.
12. For certain companies or brokers or dealers, senior management might be
the same population as its executive officers. Further, the individuals the company considers to be its "senior management" may differ among issuers and
among broker-dealers. The existing standard anticipates that a company's or
broker's or dealer's facts and circumstances may affect the composition of its
"senior management." The auditor could: (i) gain an understanding of the compensation arrangements with a larger group of "senior management" under
Auditing Standard No. 12 in order to obtain an understanding of the company and then (ii) perform the procedures under the other reproposed amendments regarding the financial arrangements with a smaller group of "executive
officers."
The other amendments do not require the auditor to evaluate the company's
identification of its "executive officers," for SEC filing and other regulatory purposes. In the Board's view, the SEC rules cited in the amendments provide a
definition of the term "executive officers" that provides sufficient direction to
auditors.70
Amendments to Paragraph 11: The other amendments also include other
changes designed to strengthen the auditor's consideration of the risks of material misstatement associated with financial relationships and transactions
with its executive officers.
For example, the amendments to Auditing Standard No. 12 amend paragraph
11 of Auditing Standard No. 12 to require the auditor to consider making inquiries regarding the structuring of the company's compensation for executive
officers to the chair of the compensation committee, or the compensation committee's equivalent, and any compensation consultants engaged by either the
compensation committee or the company.
An auditor performing this inquiry could take into account other available
audit evidence, such as disclosures in SEC filings that: (i) describe the company's compensation policies and practices that present material risks to the
company71 and (ii) disclose fees paid to compensation consultants, in certain
circumstances.72 An auditor performing this inquiry could inquire of the audit
committee, or its chair, regarding its views on executive officer compensation at
the same time the auditor makes inquiries regarding how the audit committee

69
See Exchange Act Rule 3b–7, 17 C.F.R. §240.3b–7, and Schedule A of Form BD. See generally
Item 401(b) of Regulation S–K, 17 C.F.R. §229.401(b).
70
See Item 401(b) of Regulation S–K, 17 C.F.R. §229.401(b). For a discussion of "executive officer"
for foreign private issuers, see the discussion in this section titled "Identifying the Executive Officers
of Foreign Private Issuers."
71
See Securities Act Release No. 33–9089, Proxy Disclosure Enhancements (December 16, 2009),
http://www.sec.gov/rules/final/2009/33-9089.pdf.
72
See Item 407(e)(3)(iii) of Regulation S–K
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exercises oversight of the company's assessment of fraud risks and the establishment of controls to address fraud risks as required by paragraph 56.b.(4) of
Auditing Standard No. 12.
In addition, the amendments to paragraph 11 of Auditing Standard No. 12
also require the auditor to consider performing procedures to obtain an understanding of established policies and procedures regarding the authorization
and approval of executive officer expense reimbursements.
Based on the auditor's assessment of risk, the auditor might determine that
additional procedures are necessary. For example, the auditor might read available reports from the internal audit function that contain an evaluation of the
expense report process. In other cases, the auditor might determine that it is
necessary to inspect executive officer expense reimbursement documentation
for unusual items.
Conforming Amendment to the Risk Assessment Standards: As described in
Section II.C. of this Appendix, the other amendments include a conforming
amendment to Auditing Standard No. 12. The change aligns Auditing Standard No. 12 with the requirement in paragraph 3 of the standard, which states
that the procedures in paragraphs 4 through 9 of the standard are performed
in conjunction with the risk assessment procedures required by Auditing Standard No. 12. That amendment removes the note to the final bullet of paragraph
10 of Auditing Standard No. 12.

Discussion of the Comments Received on the Reproposed Amendments
to Auditing Standard No. 12
The Board considered all comments received, including the following significant
comments:
Revisions Included in Paragraph 10A of the Reproposed Amendments: Commenters who commented on the revisions included in paragraph 10A of the
reproposed amendments to Auditing Standard No. 12 generally were supportive of the revisions to the reproposed amendments. Some commenters stated
that it is sufficiently clear that the auditor: (i) should obtain an understanding of the company's financial relationships and transactions with its executive officers as part of the auditor's risk assessment; and (ii) is not required to
assess the appropriateness of executive officer compensation. One commenter
stated that the reproposed amendments addressed their concerns regarding the
proposed amendments. Another commenter recommended including additional
language stating that the amendments are not intended to call into question
the policies and procedures of the company. The Board considered these comments and believes that the revisions contained in the reproposed amendments
sufficiently acknowledge that the auditor is not required to assess the appropriateness or reasonableness of compensation arrangements with executive
officers.
Alternatives to Reading Each Compensation Arrangement: One commenter expressed their support for the auditor to obtain an understanding of compensation arrangements with the company's executive officers. That commenter
suggested including further clarification to these amendments, including, for
example, considering whether such an understanding could be achieved by the
auditor assessing the company's internal control over such arrangements as opposed to reading each compensation arrangement. The Board considered this
comment, but noted that the purpose of these procedures is to obtain information regarding individuals who perform specific functions at the company,
as part of the auditor's risk assessment. Relying on a company's process may
not provide the information necessary for the auditor to identify incentives
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and pressures that may result in risks of material misstatement. Further,
reading the documents underlying the financial relationships and transactions
with a company's executive officers could identify information that indicates
that related parties or relationships or transactions with related parties previously undisclosed to the auditor might exist and also informs the auditor's
evaluation of whether a significant unusual transaction enables the company
to achieve financial targets as part of the auditors evaluation pursuant to
AU sec. 316.67.
Identifying the "Executive Officers" of Foreign Private Issuers: One commenter
expressed concern that the auditor would need to determine which individuals
fall within the definition of "executive officers" if foreign private issuers do not
identify "executive officers" in their filings with the SEC. The Board considered
this comment and determined not to make revisions.
The auditor's risk assessment procedures with respect to a company's financial
relationships and transactions with its executive officers begins with the company's identification of its executive officers. These procedures do not require
the auditor to evaluate the company's identification of its executive officers for
SEC filing or other regulatory purposes. The company's identification of its executive officers is generally available from its SEC filings or other company
information.
For example, foreign private issuers might identify their executive officers in
their SEC filings:

•

Some foreign private issuers currently disclose their "executive
officers" in their filings with the SEC (e.g., some foreign private
issuers simply disclose "executive officers" in Form 20-F, and some
foreign private issuers voluntarily file their annual report on Form
10-K and disclose their executive officers).

•

Some home country filing requirements require a foreign company to determine executive officers using a similar definition to
Rule 3b-7. For example, in Canada, National Instrument 51-102,
Continuous Disclosure Obligations states that "executive officer
means, for a reporting issuer, an individual who is (a) a chair,
vice-chair or president; (b) a vice-president in charge of a principal business unit, division or function including sales, finance or
production; or (c) performing a policy-making function in respect
of the issuer." Canadian foreign private issuers are also required
to disclose such individuals in annual information filings with the
SEC.

Further, the individuals comprising a company's "[d]irectors and senior management" determined pursuant to item F. of the General Instructions to Form
20-F would include, among others, those individuals who, on the basis of title
or policy making function, qualify as "executive officers" under Rule 3b-7.
In addition, foreign private issuers might identify their executive officers for a
number of other reasons, for example:

•
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whether the majority of its "executive officers" or directors are U.S.
citizens or residents.73

•

A foreign private issuer listed on the New York Stock Exchange
("NYSE") would need to identify its executive officers for purposes
of complying with Section 303A.12(b), Certification Requirements
of the NYSE Listed Company Manual, which requires that each
listed company chief executive officer must promptly notify the
NYSE in writing after any executive officer of the listed company
becomes aware of any non- compliance with any applicable provisions of Section 303A of the NYSE Listed Company Manual.

Although the Board did not revise the amendments to Auditing Standard No.
12 for this comment, as described in Section IV.C. of this Appendix, the Board's
consideration of this comment did prompt a change to the amendments to AU
sec. 316.81A to include a reference to Item 16F of Form 20-F to remind auditors
of foreign private issuers of their responsibilities.
Performing Procedures Relating to Individuals Outside of the Company's Executive Officers: Some commenters suggested that the auditor's procedures should
not be limited to "executive officers," because compensation arrangements with
persons outside the definition of "executive officers" (e.g., the most highly compensated individuals, or individuals holding a material block of stock options
that are in a position to influence the company) also might create incentives
and pressures that could create risks of material misstatement.
The Board considered these comments, noting that the intent of the amendments was to sharpen the auditor's focus on a company's financial relationships
and transactions with individuals that could pose increased risks of material
misstatement because of the ability of those individuals to have direct involvement in the company's financial reporting. However, the amendments do not
change the existing requirement that the auditor consider obtaining an understanding of the compensation arrangements with what may be a larger group of
individuals, a company's senior management. The Board agrees that financial
relationships with individuals outside of a company's executive officers also may
warrant the auditor's attention. However, obtaining an understanding of the
compensation arrangements with individuals outside of management should
be based upon the company's facts and circumstances.
Expanding the Examples of Executive Officer Compensation: One commenter
suggested including in the amendments a discussion of the basic components
of many of today's executive compensation plans and requiring the auditor to
read and understand each of the documents underlying those common components. The Board considered this comment but did not make changes, noting
that the requirement to obtain an understanding of the company's financial
relationships and transactions with its executive officers is intended to provide
an overarching requirement for the auditor that can be applied to all companies
as part of the auditor's risk assessment procedures and apply to companies of
different size and complexity. Additionally, the Board notes that the auditor
might have an overall understanding of the issues pertinent to compensation
arrangements with the company's executive officers due to the existing responsibility under Auditing Standard No. 12 to consider obtaining an understanding
of the compensation arrangements with the company's senior management.

73
"Foreign private issuer" is defined in Rule 405 of Regulation C under the Securities Act of 1933
and Rule 3b-4(c) under the Exchange Act.
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The Board is adopting the amendments to Auditing Standard No. 12 as reproposed.

B. AU sec. 315, Communications Between Predecessor and
Successor Auditors (Appendix 3)
Discussion of the Amendments to AU sec. 315
The Board is adopting amendments to AU sec. 315, Communications Between
Predecessor and Successor Auditors. AU sec. 315 provides guidance on communications between predecessor and successor auditors when a change of
auditors is in process or has taken place, but does not specifically address a
company's relationships or transactions with its related parties or its significant unusual transactions. AU sec. 334 notes that determining the existence of
relationships with related parties requires the application of audit procedures
that may include inquiring of predecessor auditors concerning their knowledge
of existing relationships and the extent of management involvement in material
transactions.74
The amendments to AU sec. 315 require the auditor to make inquiries regarding the predecessor auditor's understanding of the company's relationships and
transactions with related parties and significant unusual transactions. The
amendments also include within the successor auditor's review of the predecessor auditor's working papers any documentation regarding relationships and
transactions with related parties and significant unusual transactions.
Inquiring of a predecessor auditor regarding the company's relationships and
transactions with related parties and significant unusual transactions can assist the successor auditor in determining whether to accept the engagement.
Such inquiries also can benefit the successor auditor in obtaining an understanding of the company's relationships and transactions with its related parties and in identifying significant unusual transactions.
After considering all comments received, the Board is adopting the amendments
to AU sec. 315 as reproposed.

C. AU sec. 316, Consideration of Fraud in a Financial Statement
Audit (Appendix 3)
Discussion of the Amendments to AU sec. 316
The amendments to AU sec. 316 expand the discussion in the standard regarding certain audit requirements contained in Section 10A of the Exchange Act.
The amendments emphasize the auditor's responsibility to investigate and disclose possible fraud to management, the audit committee and, upon the satisfaction of certain conditions, the SEC, consistent with the auditor's responsibility
under Section 10A of the Exchange Act.
Improving the auditor's identification and evaluation of significant unusual
transactions could lead to more instances of auditors becoming aware of indications that fraud or another illegal act has or may have occurred.

74

See AU sec. 334.07.g. and AU secs. 9334.12–.13.
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In addition, as described in Section II.D. of this Appendix the other amendments
to AU sec. 316 also add a new example of a fraud risk factor, the exertion of
dominant influence by or over a related party.
As described in Section IV.A. of this Appendix, the Board's consideration of the
comments received regarding the amendments to paragraph 10A of Auditing
Standard No. 12, regarding the audits of foreign private issuers, prompted a
change to the amendments to AU sec. 316.81A. Specifically, to assist auditors
of foreign private issuers with their responsibility when there is a change in a
registrant's certifying accountants, a reference to Item 16F of Form 20-F in the
amendments to AU sec. 316.81A has been included.
After considering all comments received, the Board is adopting the amendments
to AU sec. 316 as reproposed, except for adding a reference to Item 16F of Form
20-F to AU sec. 316.81A.

D. AU sec. 333, Management Representations (Appendix 3)
Discussion of the Amendments to AU sec. 333
The amendments to AU sec. 333 require that the auditor obtain certain written
representations each interim period regarding a company's relationships and
transactions with its related parties. AU sec. 333 currently requires auditors
to obtain written representations from management for the periods covered by
the auditor's report. That standard addresses representations covering financial statements; completeness of information; recognition, measurement, and
disclosure; and subsequent events. Additionally, AU sec. 333 currently requires
the auditor to obtain a representation regarding the recognition, measurement,
and disclosure of related party transactions.
The amendments to AU sec. 333.06 require that the auditor obtain written representations from management indicating that management has disclosed to
the auditor the names of all of the company's related parties and all relationships and transactions with related parties. The standard also amends AU sec.
333.06 to require the auditor to obtain a written representation from management that there are no side agreements or other arrangements (either written
or oral) undisclosed to the auditor.
Side agreements or other arrangements (either written or oral) undisclosed to
the auditor could represent a risk of material misstatement of the financial
statements for both related party and significant unusual transactions. For
example, the lack of an arm's-length relationship in related party transactions
can raise questions about whether all transaction terms have been disclosed
to the auditor. Similarly, significant unusual transactions occurring close to
the end of the period that pose difficult substance over form questions also
could involve side agreements or other arrangements undisclosed to the auditor.
The existence of implicit or informal understandings (either written or oral)
could have a significant impact on the financial accounting and disclosure of
relationships and transactions with related parties and significant unusual
transactions.
In addition, the amendments to AU sec. 333 require that the auditor obtain
written representations from management in situations in which the financial
statements include an assertion by management that transactions with related
parties were conducted on terms equivalent to those prevailing in an arm'slength transaction. This requirement complements the auditor's evaluation,
required by paragraph 18 of the standard, when management has asserted
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that a transaction with a related party was conducted on terms equivalent to
those prevailing in an arm's-length transaction.
After considering all comments received, the Board is adopting the amendments
to AU sec. 333 as reproposed.

E. AU sec. 560, Subsequent Events (Appendix 3)
Discussion of the Amendments to AU sec. 560
AU sec. 560 currently requires the auditor to perform auditing procedures with
respect to the period after the balance-sheet date for the purpose of ascertaining the occurrence of subsequent events that may require adjustment or disclosure essential to a fair presentation of the financial statements in conformity
with generally accepted accounting principles.75 AU sec. 560 currently does
not require the auditor to inquire regarding the company's relationships and
transactions with its related parties and its significant unusual transactions.
The amendments to AU sec. 560.12 require that during the "subsequent period" the auditor inquire regarding related party transactions and significant
unusual transactions. Events or transactions that occur subsequent to the balance sheet date, but prior to the issuance of the financial statements, may have
a material effect on the financial statements. Making specific inquiries during
the "subsequent period" regarding a company's relationships and transactions
with its related parties and its significant unusual transactions can benefit the
auditor's identification of matters that might require disclosure in the financial
statements.

Discussion of the Comments Received on the Reproposed Amendments
to AU sec. 560
The Board considered all comments received, including the following significant
comment:
Clarifying the Auditor's Inquiries of Management: One commenter recommended revising the inquiry in item v. of the reproposed amendments to AU sec.
560.12 to clarify that there are two separate inquiries. The Board considered
this comment and in the interest of clarity, revised the reproposed amendments
to place each inquiry into a separate bullet.
The Board is adopting the amendments to AU sec. 560 substantially as reproposed, with the clarifying change noted above.

F. AU sec. 722, Interim Financial Information (Appendix 3)
Discussion of Amendments to Auditing Standard No. 12
AU sec. 722 currently requires the auditor to inquire of management that has
responsibility for financial and accounting matters concerning unusual or complex matters that might have an effect on the interim financial information.
Generally, the amendments to AU sec. 722 require that the auditor obtain certain written representations each interim period regarding a company's relationships and transactions with its related parties. The other amendments
revise AU sec. 722 to be consistent with the amendments to AU sec. 333 that
75

See AU sec. 560.12.
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require the auditor to obtain written representations each interim period regarding the company's related parties and the absence of side agreements or
other arrangements.

Discussion of the Comments Received on the Reproposed Amendments
to AU sec. 722
The Board considered all comments received, including the following significant
comment:
Revising the First Illustrative Letter in AU sec. 722: One commenter recommended that a change that had been made in the reproposal to expand item
2.a. of the second illustrative letter of AU sec. 722 should also be made to the corresponding item in the first illustrative representation letter. That commenter
recommended that item 2.a. in the first illustrative letter be revised to state
that management has made available to the auditor "all financial records and
related data, including the names of all related parties and all relationships
and transactions with related parties." The Board considered this comment
and made the revisions suggested by the commenter so that the letters were
consistent.
The Board is adopting the amendments to AU sec. 722 substantially as reproposed, with the clarification discussed above.

V. Audits of Brokers and Dealers
As described in Section VII. of this release, Section 982 of the Dodd-Frank Wall
Street Reform and Consumer Protection Act76 provided the Board with oversight authority with respect to audits of brokers and dealers that are registered
with the SEC. On July 30, 2013, the SEC adopted amendments to SEC Rule
17a-5 under the Exchange Act to require, among other things, that audits of
brokers' and dealers' financial statements be performed in accordance with the
standards of the PCAOB for fiscal years ending on or after June 1, 2014.77
In its reproposal, the Board solicited comment regarding whether there were
specific issues relating to audits of brokers and dealers of which the Board
should be aware. Commenters did not provide examples of specific audit issues,
but did provide views on the applicability of the standard and amendments
to audits of brokers and dealers. For example, many commenters stated that
the reproposed standard and amendments should apply to audits of brokers
and dealers and provided various rationales. Some commenters noted that the
financial reporting risks that the reproposal is designed to target also exist at
these entities and in some cases more prevalently. Other commenters noted that
the scalability of the standard and amendments allow the auditor to focus on
the specifics of the company, making the standard and amendments appropriate
for audits of brokers and dealers.
Further, at the May 17, 2012 SAG meeting, the point was raised that a robust auditing standard on related parties was important for both regulators
of brokers and dealers and for users of their financial statements. Several scenarios were discussed by which related party transactions might be improperly
used by brokers and dealers, including scenarios where the brokers and dealers could use related party transactions to: (i) overpay for goods and services
76

Pub. L. No. 111–203, 124 Stat. 1376 (July 21, 2010).
See Rule 17a–5, 17 C.F.R. §240.17a–5 SEC, Broker–Dealer Reports, Exchange Act Release No.
34–70073, (July 30, 2013), 78 Federal Register 51910 (August 21, 2013), http://www.sec.gov/rules/
final/2013/34-70073.pdf.
77
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and disguise capital withdrawals; (ii) avoid the imposition of higher capital requirements and capital charges; (iii) structure a broker's or dealer's business
model to appear smaller; and (iv) transfer customer assets to parties that are
not approved custodians.
Additionally, the results of the Board's oversight activities regarding audits
of brokers and dealers have identified deficiencies regarding the auditor's efforts in the area of related parties, suggesting that this is an area warranting
heightened scrutiny.78
The standard and amendments, if approved by the SEC, will be applicable to all
audits performed pursuant to PCAOB standards, including audits of brokers
and dealers.

VI. Effective Date
As described in Section VIII. of this release, the Board determined that the
standard and amendments will be effective, subject to approval by the SEC, for
audits of financial statements for fiscal years beginning on or after December
15, 2014, including reviews of interim financial information within those fiscal
years.
In determining the effective date, the Board considered the comments received.
Many commenters noted that the effective date in the reproposing release was
reasonable, if the final standard and amendments were approved three to four
months prior to the effective date contemplated in the reproposing release.
Those commenters generally indicated that this would have allowed sufficient
time for firms to incorporate the new requirements into their methodologies,
guidance, audit programs, and staff training. Given the date of the adoption
of the standard and amendments, the Board determined that the standard
and amendments should be applicable, subject to SEC approval, to audits of
financial statements for fiscal years beginning on or after December 15, 2014.
One commenter recommended that the amendments to AU sec. 722 become effective in the first interim period following the first annual period that the standard and amendments are effective. The Board considered this comment but
noted that the amendments to AU sec. 722, which encompass inquiries of and
representations from management, are designed to complement the standard
and amendments. Performing those procedures for reviews of interim financial
information during the first year of implementation (the fiscal year beginning
on or after December 15, 2014) can inform the auditor's efforts in these critical
areas for the audit performed during the first year of implementation.

78
See The Report on the Progress of the Interim Inspection Program Related to Audits of Brokers
and Dealers (August 20, 2012) and the Second Report on the Progress of the Interim Inspection
Program Related to Audits of Brokers and Dealers (August 19, 2013).

REL 2014-002

Related Parties, Amendments to Certain PCAOB Auditing Standards

3939

Appendix 5
Economic Considerations, Including for Audits of
Emerging Growth Companies

I. Introduction and Statutory Background
The Public Company Accounting Oversight Board ("PCAOB" or "Board") is
adopting a new auditing standard and amendments to its auditing standards1
to strengthen auditor performance requirements in three areas that historically have represented increased risks of material misstatement in company
financial statements: (i) relationships and transactions with related parties;
(ii) significant transactions that are outside the normal course of business for
the company or that otherwise appear to be unusual due to their timing, size
or nature ("significant unusual transactions"); and (iii) a company's financial
relationships and transactions with its executive officers.2
This Appendix describes the Board's approach in adopting the standard and
amendments as well as the Board's consideration of the economic impacts of
the standard and amendments, including economic considerations pertinent to
audits of emerging growth companies ("EGCs").3 Additionally, this Appendix
summarizes the views of commenters with respect to the economic impacts of
the standard and amendments.
The Board is adopting the standard and amendments pursuant to its authority
under the Sarbanes-Oxley Act of 2002 (the "Act").4 The standard and amendments must be approved by the U.S. Securities and Exchange Commission
("SEC" or "Commission") before they are effective. Pursuant to Section 107(b)(3)
of the Act, the Commission shall approve a proposed standard if it finds that
the standard is "consistent with the requirements of [the] Act and the securities
laws, or is necessary or appropriate in the public interest or for the protection
of investors."
In the Board's view, the adoption of the standard and amendments is in the
public interest and contributes to investor protection by establishing specific
1
The Board is adopting the following: (i) an auditing standard, Auditing Standard No. 18, Related
Parties (the "standard"); (ii) amendments to certain PCAOB auditing standards regarding significant
unusual transactions (the "amendments regarding significant unusual transactions"); and (iii) other
amendments to PCAOB auditing standards (the "other amendments"). The amendments regarding
significant unusual transactions and the other amendments are collectively referred to as the "amendments."
2
A company's related party transactions, significant unusual transactions, and financial relationships and transactions with its executive officers, are described as, and collectively referred to, as
"the critical areas" or "these critical areas" in this Appendix.
3
Section 3(a)(80) of the Securities Exchange Act of 1934 (the "Exchange Act") defines the term
"emerging growth company." See footnote 89 of this Appendix for the definition of an EGC.
4
Pub. L. No. 107-204. Pursuant to Section 101 of the Act, the mission of the Board is to oversee the
audit of companies that are subject to the securities laws, and related matters, in order to protect the
interests of investors and further the public interest in the preparation of informative, accurate, and
independent audit reports. Section 103 of the Act authorizes the Board to adopt auditing standards for
use in public company audits "as required by this Act or the rules of the [U.S. Securities and Exchange]
Commission, or as may be necessary or appropriate in the public interest or for the protection of
investors." In addition, Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act (the "Dodd-Frank Act") expanded the authority of the PCAOB to oversee the audits of registered
brokers and dealers, as defined in the Exchange Act. See Pub. L. No. 111-203.
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auditor performance requirements designed to heighten the auditor's attention to areas associated with risks of fraudulent financial reporting and that
may also involve risks of error. New required audit procedures are intended to
improve the auditor's identification, understanding, and evaluation of transactions in the critical areas, which can pose difficult measurement, recognition,
and disclosure issues due to factors such as transaction structure, complexity,
and/or relationship to company financial targets. Additionally, the standard
and amendments establish audit committee communication requirements designed to promote and enhance communications and understanding between
the auditor and the audit committee.
The auditor's heightened scrutiny of transactions in the critical areas, and the
enhanced understanding of such transactions both by the auditor and the audit committee, should improve the quality of the audit and also may result in
improvements in companies' accounting and disclosures in these areas. Additionally, the new requirements are aligned with the Board's risk assessment
standards5 and reflect a cohesive audit approach that should improve the auditor's risk-based consideration of the critical areas, as well as provide opportunities for efficient implementation.
The Act was amended by Section 104 of the Jumpstart Our Business Startups
Act ("JOBS Act")6 to provide that any additional rules adopted by the Board
subsequent to April 5, 2012, do not apply to the audits of EGCs unless the
SEC "determines that the application of such additional requirements is necessary or appropriate in the public interest, after considering the protection of
investors and whether the action will promote efficiency, competition, and capital formation."7 As a result, if the standard and amendments are approved by
the SEC, they will be subject to a separate determination by the SEC regarding
their applicability to audits of EGCs.
The Board is recommending that the SEC determine that the standard and
amendments should apply to audits of EGCs. To assist the SEC in making this
determination, the Board is providing information in this Appendix specifically
related to audits of EGCs.
This Appendix includes information regarding: (i) The Need for the Standard
and Amendments; (ii) The Baseline (encompassing both existing requirements
and audit practices); (iii) The Board's Approach and Consideration of Alternatives; (iv) The Economic Impacts of the Standard and Amendments, including
Benefits and Costs; and (v) Economic Considerations Pertaining to Audits of
EGCs, including Efficiency, Competition, and Capital Formation.

II. Need for the Standard and Amendments
A. Introduction
Investors are often widely dispersed and significant in number and thus must
rely on management to operate and control the company. As a result, investors
5
In 2010, the Board adopted eight auditing standards to establish a framework for the auditor's
assessment of and response to the risks of material misstatement in an audit (the "risk assessment
standards"), which reflect the Board's view of the auditor's fundamental approach to the audit. The
risk assessment standards cover the entire audit process, from initial planning activities to evaluating
audit evidence to forming the opinion to be expressed in the auditor's report. See Auditing Standards
Related to the Auditor's Assessment of and Response to Risk and Related Amendments to PCAOB
Standards, PCAOB Release 2010–004 (August 5, 2010).
6
Pub. L. No. 112-106 (April 5, 2012).
7
See Section 103(a)(3)(C) of the Act, as added by Section 104 of the JOBS Act.
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possess less information about the company than the company's management,
a situation that can be described as information asymmetry8 between investors
and management. Management prepares the company's financial statements
that investors use to evaluate a company's financial performance and management's stewardship of the company. An audit provides investors with independent, reasonable assurance that the company's financial statements are fairly
presented, in accordance with the relevant accounting framework, and comply
with applicable requirements.
A key objective of PCAOB standards is to improve the likelihood that the auditor
will detect material misstatements in company financial statements, whether
due to error or fraud.9 The auditor, as a gatekeeper10 in the financial reporting
system, can mitigate risks of material misstatement in the financial statements
and, thus, risks to investors arising out of their reliance on misstated financial statements, by focusing appropriate auditing effort in areas that warrant
heightened scrutiny. Increased attention by the auditor should, in the Board's
view, increase the likelihood of the auditor identifying material misstatements.
In considering the need to improve existing auditing standards relating to the
critical areas, the Board took into account a variety of factors. Most significantly,
the Board considered the need for the standard and amendments against the
backdrop of several decades of financial reporting frauds involving related party
transactions, significant unusual transactions and financial relationships and
transactions with executive officers. Prominent corporate scandals involving
these critical areas include many that served as a catalyst for the enactment
of the Act.11 The critical areas addressed by the standard and amendments

8
Information asymmetry refers to situations involving two or more parties in a relationship in
which one party has more, or better, information than the other party. For more information on matters
related to the separation of ownership and control of companies and the implications on financial
markets, see, e.g., Adolph A. Berle and Gardiner C. Means, The Modern Corporation and Private
Property, 2 Harcourt, Brace and World, New York passim (1967); Michael C. Jensen and William H.
Meckling, Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership Structure, 3 Journal
of Financial Economics 305 passim (1976); and Paul M. Healy and Krishna G. Palepu, Information
Asymmetry, Corporate Disclosure, and the Capital Markets: A Review of the Empirical Disclosure
Literature, 31 Journal of Accounting and Economics 405 passim (2001).
9
Strengthening the requirements for auditing in the critical areas should similarly promote improved performance on audits of broker-dealer financial statements. The approach set forth in the
standard should direct auditors to devote more time to areas requiring heightened scrutiny. The auditor's enhanced focus on these areas should improve the reliability of information used in regulatory
oversight, which, in turn, should enhance investor protection.
10
According to the SEC:

The federal securities laws, to a significant extent, make independent auditors "gatekeepers"
to the public securities markets. These laws require, or permit us to require, financial information filed with us to be certified (or audited) by independent public accountants. Without an
opinion from an independent auditor, the company cannot satisfy the statutory and regulatory
requirements for audited financial statements and cannot sell its securities to the public. The
auditor is the only professional that a company must engage before making a public offering of
securities and the only professional charged with the duty to act and report independently from
management.
See SEC Securities Act Release No. 33-7870, Proposed Rule: Revision of the Commission's Auditor
Independence Requirements (June 30, 2000) at Section II.A. See also, SEC Securities Act Release No.
33-7919, Final Rule: Revision of the Commission's Auditor Independence Requirements (November 21,
2000) at Section III.A.
11
The following illustrative list provides examples of prominent corporate scandals that involve
the critical areas. The following list is not all-inclusive and, in some cases, examples involve more than
one critical area: (i) with respect to related party transactions: Hollinger, Inc., see SEC Complaint,
SEC, Plaintiff v. Conrad M. Black, F. David Radler and Hollinger, Inc. (November 15, 2004); MCA
Financial Corporation, see SEC Accounting and Auditing Enforcement Release ("AAER") No. 2076,
(continued)

REL 2014-002

3942

Select PCAOB Releases

have continued to be contributing factors in more recent enforcement cases.12
These corporate scandals undermine investor confidence and have resulted in
significant losses to investors, as well as the loss of many jobs.13 As discussed
below, the Board's oversight activities indicate that auditors' scrutiny of these
critical areas continues to be an area of concern.
Additionally, the Board considered: (i) input from the Board's Standing Advisory Group ("SAG"); (ii) studies that suggested the need to improve existing
auditing standards to address areas that could pose increased risks of material
misstatement; (iii) the actions of other standard setters, such as the International Auditing and Assurance Standards Board ("IAASB") and the Auditing
Standards Board ("ASB") of the American Institute of Certified Public Accountants ("AICPA"), who had revised their auditing standards in certain analogous
areas in 2008 and 2011, respectively; and (iv) information obtained through the
Board's oversight activities. The Board also considered input from commenters
on its proposal14 and reproposal.15 Commenters were broadly supportive of the

(footnote continued)
In The Matter of Grant Thornton LLP, Doeren Mayhew & Co. P.C., Peter M. Behrens, CPA, Marvin J.
Morris, CPA, and Benedict P. Rybicki, CPA, Respondent (August 5, 2004); and Adelphia Communications Corporation, see SEC AAER No. 1599, SEC v. Adelphia Communications Corporation, John J.
Rigas, Timothy J. Rigas, Michael J. Rigas, James, P. Rigas, James R. Brown, and Michael C. Mulcahey, 02 Civ. 5776 (KW) (S.D.N.Y.) (July 24, 2002); (ii) with respect to significant unusual transactions:
Enron Corporation, see SEC Spotlight on Enron, https://www.sec.gov/spotlight/enron.htm; Refco, Inc.,
see SEC Complaint, SEC, Plaintiff, v. Phillip R. Bennett, Defendant (February 19, 2008); and (iii)
with respect to financial relationships and transactions with executive officers: Tyco International,
Ltd., see SEC AAER No. 3010, SEC v. L. Dennis Kozlowski, Mark H. Swartz, and Mark A. Belnick,
02-CV-7312 (RWS) (S.D.N.Y. filed Sept. 12, 2002) (July 14, 2009); WorldCom, Inc., see Restoring Trust,
Report to The Hon. Jed S. Rakoff The United States District Court for the Southern District of New
York On Corporate Governance for the Future of MCI (August 2003) at 17-19. Additionally, Section
704 of the Act directed the SEC to study enforcement actions over the five years preceding its enactment "to identify areas of issuer financial reporting that are most susceptible to fraud, inappropriate
manipulation, or inappropriate earnings management" (the "SEC Section 704 Study"). As part of the
study, the SEC examined 227 enforcement matters and found that 23 cases included the failure to
disclose related party transactions. See Report Pursuant to Section 704 of the Sarbanes-Oxley Act of
2002 (January 24, 2003) at 6.
12
See, e.g., SEC AAER No. 3447, SEC v. Keyuan Petrochemicals, Inc. and Aichun Li (February
28, 2013), and SEC AAER No. 3385, SEC v. China Natural Gas, Inc. and Qinan Ji (May 14, 2012).
13
For example, Enron Corporation was the nation's largest natural gas and electric marketer,
with reported annual revenue of more than $150 billion. When it filed for bankruptcy on December 2,
2001, its stock price had dropped in less than a year from more than $80 per share to less than $1. See
SEC Settles Civil Fraud Charges Filed Against Richard A. Causey, Former Enron Chief Accounting
Officer; Causey Barred From From Acting as an Officer or Director of a Public Company SEC Litigation
Release No. 19996 (February 9, 2007).
14
See Proposed Auditing Standard—Related Parties, Proposed Amendments to Certain PCAOB
Auditing Standards Regarding Significant Unusual Transactions and Other Proposed Amendments to PCAOB Auditing Standards (the "proposing release" or the "proposal"), PCAOB Release
No. 2012–001 (February 28, 2012) http://pcaobus.org/Rules/Rulemaking/Docket038/Release_2012001_Related_Parties.pdf, which included: (i) an auditing standard, Related Parties ("proposed standard"); (ii) amendments to certain PCAOB auditing standards regarding significant unusual transactions ("proposed amendments regarding significant unusual transactions"); and (iii) other amendments to PCAOB auditing standards ("other proposed amendments"). Collectively, these are referred
to as the "proposed standard and amendments."
15
See Proposed Auditing Standard—Related Parties, Proposed Amendments to Certain PCAOB
Auditing Standards Regarding Significant Unusual Transactions and Other Proposed Amendments to PCAOB Auditing Standards (the "reproposing release" or the "reproposal"), PCAOB Release No. 2013–004 (May 7, 2013) http://pcaobus.org/Rules/Rulemaking/Docket038/Release%202013004_Related%20Parties.pdf, which included: (i) an auditing standard, Related Parties ("reproposed
standard"); (ii) amendments to certain PCAOB auditing standards regarding significant unusual
transactions ("reproposed amendments regarding significant unusual transactions"); and (iii) other
proposed amendments to PCAOB auditing standards ("other reproposed amendments"). Collectively,
these are referred to as the "reproposed standard and amendments."
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Board's standard-setting efforts and generally agreed that improvements to the
existing auditing standards were appropriate.16

B. The Need for Improved Requirements in the Critical Areas
The following discussion describes the need for improvements to existing auditing requirements in each critical area. As more fully described below, the
Board believes that its existing standards do not contain sufficient required
procedures and are not sufficiently risk-based in critical areas that warrant
heightened scrutiny. Increased auditor attention to the critical areas should,
in the Board's view, increase the likelihood of the auditor identifying material
misstatements.
Relationships and Transactions with Related Parties: The auditor's attention to
a company's transactions with its related parties is important because the substance of such transactions may differ materially from their form.17 A related
party relationship provides the parties with the ability to negotiate transactions on terms that may not be available to other parties on an arm's-length
basis. Such non-arm's length transactions potentially provide more of an opportunity for management to act in its own interests,18 rather than in the interests
of the company and its investors and, in some instances, such transactions have
been used to facilitate financial statement fraud and asset misappropriation.19
Related party transactions also may involve difficult measurement and recognition issues that can lead to errors in financial statements.
The importance to investors of the auditing of related party transactions was
emphasized by the U.S. Congress in 1995 through the enactment of Section 10A
of the Exchange Act, which requires that each audit of financial statements of
an issuer include "procedures designed to identify related party transactions
that are material to the financial statements or otherwise require disclosure
therein."20 Additionally, SEC actions have identified related party transactions
as warranting heightened scrutiny by auditors.21

16
Appendix 4 provides additional discussion of the standard and amendments, as well as discussion of significant comments received and the Board's consideration of such comments.
17
For example, to improve the appearance of its financial condition, a company and a related
party could attempt to "dress up" the appearance of the company's balance sheet at period end by
agreeing to have the company temporarily pay down its related party debt prior to the balance sheet
date while having an undisclosed side agreement to subsequently borrow the same or a comparable
amount shortly after period end. See also, Section II.C. of Appendix 4.
18
See, e.g., paragraph 15 of FASB Statement No. 57, Related Parties, which states "[w]ithout
disclosure to the contrary, there is a general presumption that transactions reflected in financial
statements have been consummated on an arm's–length basis between independent parties. However, that presumption is not justified when related party transactions exist because the requisite
conditions of competitive, free–market dealings may not exist. Because it is possible for related party
transactions to be arranged to obtain certain results desired by the related parties, the resulting
accounting measures may not represent what they usually would be expected to represent."
19
As noted above, the SEC Section 704 Study identified areas of issuer financial reporting that
are most susceptible to fraud, inappropriate manipulation or inappropriate earnings management.
As part of that study, the SEC examined 227 enforcement matters and found that 23 cases included
the failure to disclose related party transactions. See SEC Section 704 Study.
20
Section 10A(a)(2) of the Exchange Act, 15 U.S.C. § 78j-1(a)(2).
21
See, e.g., SEC AAER No. 3427, In the Matter of the Application of Wendy McNeely, CPA, at 10-12
(December 13, 2012), which states, in part, that the SEC and the courts have repeatedly held that
related party transactions require heightened scrutiny by auditors. See also McCurdy v. SEC, 396 F3d
1258, 1261 (D.C. Cir. 2005) (citing Howard v. SEC, 376 F3d 1136, 1149 (D.C. Cir. 2004) noting that
related-party transactions "are viewed with extreme skepticism in all areas of finance," aff'g James
Thomas McCurdy, CPA, 57 S.E.C. 277 (2004)).
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The Board's existing standard for the auditing of related party transactions,
AU sec. 334, Related Parties,22 was issued in 1983, and has not been substantively revised since then. Among other things, AU sec. 334 has not been revised
to align with the Board's risk assessment standards, which provide an overall
framework for the auditor's assessment of and response to the risks of material misstatement. Additionally, as discussed below, the existing standard does
not reflect an approach that promotes heightened scrutiny by the auditor of a
company's relationships and transactions with related parties.
AU sec. 334 provides guidance for the auditor, rather than explicitly requiring
the performance of specific procedures.23 For example, AU sec. 334 includes
examples of procedures that the auditor could perform, and indicates that such
procedures may not be required in every audit. Such an approach can lead to
inadequate auditor effort in an area that historically has posed increased risks
of material misstatement. Additionally, the existing standard suggests that
related party transactions need not be considered by the auditor as outside
the ordinary course of business for a company, unless the auditor is aware of
evidence to the contrary. As a result, the auditor may not exercise sufficient
professional skepticism in an area that Congress and the SEC have indicated
requires heightened scrutiny.
The need to revise and strengthen AU sec. 334 has been supported by a number of prominent studies, including studies conducted by the auditing profession
prior to the enactment of SOX and the establishment of the Board. For example, the AICPA recommended, after studying over 200 cases reported by their
members in which allegations of an audit failure were made, that "required audit procedures be broadened to help ensure the auditor gains a more complete
understanding of related party transactions, including the business aspects of
transactions."24
Additionally, the Board considered a synthesis of the academic literature on
auditing related party transactions that states that various high profile frauds
demonstrate how related party transactions can be used to mislead users of
financial statements.25 The authors find that related party transactions are
as common in companies alleged to have committed fraud as in companies in
which no fraud has been detected. However, the authors also find that "... when
fraud does exist, the presence of related party transactions is one of the top
reasons cited for audit failures."26 The authors conclude that the findings in
academic literature, combined with the significance of related party transactions in corporate scandals, "are consistent with the PCAOB's reconsideration
of auditing of related party transactions."27
22
AU sec. 334 is one of the Board's interim auditing standards. Shortly after the Board's inception,
the Board adopted the existing standards of the AICPA, as in existence on April 16, 2003, on an initial,
transitional basis. See Establishment of Interim Professional Auditing Standards, PCAOB Release No.
2003-006 (April 18, 2003).
23
See discussion of the Baseline at Section III. of this Appendix for a detailed discussion of the
existing requirements applicable to the critical areas.
24
The Quality Control Inquiry Committee of the AICPA's SEC Practice Section issued a report
(the "QCIC Report") making this recommendation in 2002. See AICPA SEC Practice Section, Memo To
Managing Partners of SECPS Member Firms, "Recommendations for the Profession Based on Lessons
Learned from Litigation" (October 2002), which includes the QCIC Report as an attachment.
25
See Elizabeth A. Gordon, Elaine Henry, Timothy J. Louwers, and Brad J. Reed, Auditing Related
Party Transactions: A Literature Overview and Research Synthesis, Accounting Horizons 21 (1): 81102 (2007).
26
Id. at 82.
27
Id. at 81. A subsequent study conducted by the same authors analyzes 43 SEC enforcement
actions against auditors related to the examination of related party transactions and identified audit
(continued)
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While the Board recognizes that transactions with related parties are also used
for legitimate purposes, including the efficient procurement of resources,28 the
Board has concluded that the auditing of related party transactions warrants
heightened scrutiny. Notably, the Board has observed, through its oversight
activities, deficiencies in the auditing of related party transactions, particularly
with respect to audits of smaller public companies.29 Additionally, as prominent
corporate scandals over the past several decades illustrate, issues involving the
scrutiny of related party transactions also arise in the audits of large public
companies.
As a result of these and other considerations discussed throughout this release,
the Board has determined that there is a need to improve its existing auditing
standard regarding related parties. In the Board's view, AU sec. 334 does not
contain sufficient required procedures, is not risk-based, and does not promote
the necessary heightened scrutiny of related party transactions.
Significant Unusual Transactions: The identification and evaluation of a company's significant unusual transactions is important to the audit because such
transactions can create complex accounting and financial disclosure issues that
create risks of error. Additionally, in some cases, significant unusual transactions have been used to engage in fraudulent financial reporting. For example,
significant unusual transactions that are close to period end may be entered
into to obscure a company's financial position or operating results (e.g., socalled "window-dressing"). Others may involve counterparties that are willing
to structure transactions to achieve desired accounting results. In such cases,
company management may place more emphasis on the need for a particular
accounting treatment than on the underlying economic substance of the transaction.
The Board has considered studies that highlight the risks of material misstatements associated with a company's significant unusual transactions. For
example, the Report Prepared by the Permanent Subcommittee on Investigations of the Committee on Governmental Affairs found that "some U.S. financial
institutions and public companies have been misusing structured finance vehicles...to carry out sham transactions that have no legitimate business purpose
and mislead investors, analysts, and regulators about companies' activities,
tax obligations, and true financial condition."30 Another study attributed an

(footnote continued)
practice issues in that area. The authors found that the majority of this sample involved inadequate
examination of the related party transaction by the auditor. Although the authors concluded that the
audit failures described in these SEC cases were more likely attributable to a lack of professional
skepticism and due professional care than deficiencies in the existing standards, the authors provide
suggestions to improve audit practice regarding the auditing of related party transactions. Among
other things, the authors suggest that auditors use guidance published by the AICPA in a 2001 "Related Party Transaction Toolkit" that suggests that the auditor should perform many of the procedures
described as guidance in AU sec. 334 to determine the existence of related parties and identify transactions with known related parties. See Timothy J. Louwers, Elaine Henry, Brad J. Reed, and Elizabeth
A. Gordon, Deficiencies in Auditing Related-Party Transactions: Insights from AAERs, Current Issues
in Auditing 2 (2): A10-A16 (2008).
28
See Elizabeth A. Gordon, Elaine Henry, and Darius Palia, Related Party Transactions and
Corporate Governance 9 Advances in Financial Economics 1-27, (2004).
29
See Section III.B of this Appendix for a detailed discussion of the deficiencies the Board has
observed through its oversight activities related to the auditing of related party transactions.
30
See Senate Committee on Governmental Affairs, Permanent Subcommittee on Investigations of the Committee on Governmental Affairs, Fishtail, Bacchus, Sundance, and Slapshot: Four
Enron Transactions Funded and Facilitated by U.S. Financial Institutions (January 2, 2003),
http://www.gpo.gov/fdsys/pkg/CPRT-107SPRT83559/pdf/CPRT-107SPRT83559.pdf.
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increased risk of financial misstatement to transactions in which the substance
of the transactions might differ materially from their form.31
Additionally, SEC enforcement actions have highlighted the need for the auditor to scrutinize complex unusual transactions, including understanding their
underlying economic purpose.32 Other SEC cases have addressed instances in
which structured transactions obscured the economic substance of transactions
that had a material impact on the company's financial statements.33
The risk assessment standards require the auditor to consider the risks of material misstatement posed by significant unusual transactions as part of the
auditor's risk assessment during the financial statement audit.34 However, the
auditing requirements regarding significant unusual transactions are principally contained in AU sec. 316, Consideration of Fraud in a Financial Statement
Audit.35 That standard provides that the auditor considers the risks of fraud
relating to a significant transaction outside the normal course of business for
a company if the auditor "becomes aware" of such a transaction.36 There is no
express requirement in AU sec. 316, however, for the auditor to perform specific
procedures to identify such transactions or to obtain the information necessary
to evaluate the accounting for and disclosure of such transactions, which are key
considerations in promoting the auditor's heightened scrutiny of a company's
significant unusual transactions.
The Board's staff identified areas of potential weaknesses in the auditor's consideration of significant unusual transactions and in April 2010 issued Staff
Audit Practice Alert No. 5, Auditor Considerations Regarding Significant Unusual Transactions.37 That alert discusses a range of auditor practice issues
pertaining to significant unusual transactions, including the auditor's understanding of transactions close to period end that pose difficult substance over
form issues. Similarly, the IAASB staff issued guidance in August 2010 that
addressed the auditing of significant unusual or highly complex transactions.38
As a result of these and other considerations discussed throughout this release,
the Board has determined that there is a need to improve its existing auditing
standards regarding significant unusual transactions. In the Board's view, the
existing standards in this area do not contain sufficient required procedures
to promote the heightened scrutiny necessary for the auditor to identify and
evaluate transactions that may be used to intentionally obscure a company's
financial results or that may result in erroneous financial reporting.
31
See SEC Report and Recommendations Pursuant to Section 401(c) of the Sarbanes-Oxley Act
of 2002 On Arrangements with Off-Balance Sheet Implications, Special Purpose Entities, and Transparency of Filings by Issuers (June 15, 2005), http://sec.gov/news/studies/soxoffbalancerpt.pdf.
32
See, e.g., SEC AAER No. 2775, In the Matter of Michael Lowther, CPA, Respondent (January 28,
2008), which discusses the 2001 financial reporting fraud at Enron, which included the use of complex
structured transactions to obscure the economic substance of certain financing transactions that had
a material impact on Enron's financial statements.
33
See, e.g., SEC AAER No. 1631, In the Matter of Dynegy, Inc., Respondent (September 24, 2002). In
that action, the Commission determined that Dynegy entered into two massive "round-trip" electricity
transactions, that is, simultaneous, pre-arranged buy-sell trades at the same price, terms and volume,
in which neither Dynegy nor its trading counterparty earned a profit or incurred a loss and that such
transactions lacked economic substance.
34
See, e.g., paragraph 71.g. of Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement.
35
See paragraphs .66-.67 of AU sec. 316.
36
See discussion of the Baseline at Section III. of this Appendix for a more detailed discussion of
the existing standards applicable to the critical areas.
37
See Staff Audit Practice Alert No. 5, Auditor Considerations Regarding Significant Unusual
Transactions (April 7, 2010).
38
See IAASB Staff Questions and Answers, Auditor Considerations Regarding Significant Unusual or Highly Complex Transactions (August 2010).
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Financial Relationships and Transactions with Executive Officers: Understanding a company's relationships and transactions with its executive officers39 is
important to an auditor because a company's executive officers are generally in
a position to determine or influence a company's accounting and disclosures. A
company's financial relationships and transactions with its executive officers
(e.g., executive compensation) can create incentives and pressures for executive
officers to meet financial targets, which can result in risks of material misstatement of a company's financial statements. Additionally, a company's executive
officers, because of their role in the financial reporting process, are in a unique
position to commit fraud.40
Cases involving fraudulent financial reporting illustrate how a company's financial relationships and transactions with its executive officers can create
incentives and pressures that can result in risks of material misstatement, including fraud risks.41 Research that analyzed SEC AAERs from 1998 to 2007
also identified potential motivations for engaging in fraudulent financial reporting that relate to a company's financial targets.42 For example, the study
noted that the most commonly cited motivations for fraud included the need
to: (i) meet internal or external earnings expectations of analysts and others;
(ii) meet internally set financial targets or make the company look better; (iii)
conceal the company's deteriorating financial condition; (iv) increase the stock
price; (v) bolster financial position for pending equity or debt financing; (vi) increase management compensation through achievement of bonus targets and
through enhanced stock appreciation; and (vii) cover up assets misappropriated
for personal gain. The cited motivations support a conclusion that a company's
financial relationships and transactions with its executive officers can create
incentives and pressures that can result in risks of material misstatement to
a company's financial statements. That study noted that the chief executive
officer and/or the chief financial officer were named in 89 percent of the cases
involving fraudulent financial reporting brought by the SEC during that period.
Under the Board's risk assessment standards, the auditor is required to consider obtaining an understanding of compensation arrangements with the company's "senior management" as part of obtaining an understanding of the company.43 In the Board's view this continues to be an important consideration
for the auditor during the risk assessment process. However, the Board's risk
assessment standards require the auditor to "consider" performing procedures
to obtain an understanding of certain compensation arrangements as part of
"obtaining an understanding of the company" during the auditor's overall risk
assessment, but does not require the performance of specific procedures to obtain such an understanding.44 Most significantly, the Board's risk assessment

39
See discussion in Section IV.A. of Appendix 4 for a discussion of the applicable definition of
"executive officer."
40
See, for example, AU sec. 316.08.
41
For example, over the last decade, the SEC has brought a number of cases where management
allegedly manipulated compensation expense recognized in the financial statements, while simultaneously obtaining additional compensation for themselves through options backdating. See SEC
Spotlight on Stock Options Backdating, which lists AAERs, Commission speeches and testimony,
Commission staff speeches, testimony and letters; and non-SEC documents relating to stock options
backdating, http://www.sec.gov/spotlight/optionsbackdating.htm.
42
See Mark S. Beasley, Joseph V. Carcello, Dana R. Hermanson, and Terry L. Neal, 2010. Fraudulent Financial Reporting 1998–2007: An Analysis of U.S. Public Companies, Committee of Sponsoring Organizations of the Treadway Commission (May 2010) at 3, http://www.coso.org/documents/
COSOFRAUDSTUDY2010_001.pdf.
43
See paragraph 11 of Auditing Standard No. 12.
44
See discussion of the Baseline at Section III. of this Appendix for a detailed discussion of the
existing standards applicable to the critical areas.
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standards do not require the auditor to perform specific procedures to obtain
an understanding of financial relationships and transactions with executive officers, which can motivate or affect company accounting or reporting decisions.
As a result of these and other considerations discussed throughout this release,
the Board has determined that there is a need to improve its existing risk
assessment standards relating to the auditor's consideration of a company's financial relationships and transactions with its executive officers. In the Board's
view, its risk assessment standards in this area are not sufficiently targeted to
promote heightened scrutiny of potential risks of material misstatement arising from a company's financial relationships and transactions with its executive
officers, in view of the unique role played by the company's executive officers in
the company's financial reporting process.

C. How the Standard and Amendments Address the Need
The Board has determined to improve its requirements relating to identifying,
understanding, and addressing certain areas that are widely acknowledged
to represent increased risks of material misstatement in company financial
statements. As more fully discussed below, these improvements are intended
to strengthen the audit of the company's financial statements by improving
the auditor's ability to identify and address such risks. In the Board's view, a
more focused approach with specific performance requirements should foster
the heightened scrutiny that the Board believes is warranted in the critical
areas. Such an approach should help mitigate the information asymmetry between company management and investors.
The following sections describe key aspects of the standard and amendments
being adopted by the Board, with a focus on how they address the need for
improvement described above.45
Auditing Standard No. 18, Related Parties: The Board is superseding AU sec.
334 and adopting a new standard that establishes specific procedures intended
to strengthen auditor performance requirements regarding the auditing of related party transactions. The new requirements establish specific procedures,
rather than the approach in the existing standard, which provides guidance
and example procedures for the auditor's consideration.
The standard reflects the following key improvements from the existing standard:

•

Adding Basic Requirements: AU sec. 334 suggests procedures for
the auditor's consideration, noting that not all of them may be required in every audit. The standard requires basic procedures for
the auditor's response to risks of material misstatement associated
with a company's relationships and transactions with its related
parties. Specifically, the standard focuses on those related party
transactions that require disclosure in the financial statements or
that are determined to be a significant risk. The basic procedures
are designed to assist the auditor in identifying red flags that indicate potential risks of material misstatement. The standard also
requires more in-depth procedures that are designed to be scalable
and commensurate with the company's facts and circumstances.

•

Enhancing Procedures to Obtain an Understanding of the Company's Relationships and Transactions with Its Related Parties:

45
A detailed overview of the standard and amendments is contained at Section IV. of the release,
and a section-by-section discussion is located in Appendix 4.
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Unlike AU sec. 334, which includes limited direction for obtaining
an understanding of the company's relationships and transactions
with its related parties, the standard requires the performance
of specific procedures in this area, including obtaining an understanding of the terms and business purposes (or the lack thereof)
of related party transactions.

•

Aligning with the Risk Assessment Standards: The standard is designed to align with and build upon the risk assessment standards.
The procedures are intended to be performed in conjunction with
the procedures performed during the auditor's risk assessment.

•

Improving the Auditor's Focus on Accounting: AU sec. 334 states
that the auditor should place primary emphasis on the adequacy
of disclosure of related party transactions. The standard requires
that the auditor evaluate both the accounting for, and disclosure
of, related party transactions.

•

Emphasizing a Complementary Audit Approach: The standard
specifically requires the auditor to take into account other work
performed during the audit, for example, information gathered
with respect to significant unusual transactions, when evaluating
the company's identification of its related party transactions.

•

Adding Audit Committee Communications: AU sec. 334 does not
mention communications with audit committees regarding related
party transactions. The standard being adopted by the Board anticipates two-way communication between the auditor and the audit committee regarding such transactions. This reflects the fact
that the new performance requirements contained in the standard
and amendments relate to sensitive areas of the audit that potentially involve the interests of company management and, thus,
warrant discussion with the audit committee. Specifically, the auditor is required to make inquiries of the audit committee (or its
chair) when the auditor is obtaining an understanding of the company, which should occur during the auditor's risk assessment.
During these initial communications, the auditor obtains information regarding a company's significant related party transactions
and any such relationships or transactions that are of concern to
members of the audit committee. The standard further requires
that the auditor communicate to the audit committee regarding
the auditor's overall evaluation of the company's identification of,
accounting for, and disclosure of its relationships and transactions
with related parties, including any significant matters the auditor identified during the audit. Among other things, the matters
to be communicated related to the auditor's evaluation include the
identification of any related parties (or relationships or transactions with related parties) that were previously undisclosed to the
auditor.

Amendments Regarding Significant Unusual Transactions: In this area, the
Board is: (i) revising AU sec. 316; (ii) making targeted amendments to certain
risk assessment standards (e.g., Auditing Standards Nos. 12 and 13); and (iii)
making related changes to other PCAOB auditing standards. These amendments include specific procedures designed to improve the auditor's identification and evaluation of a company's significant unusual transactions. Among
other things, they require the auditor to perform specific procedures to (i) identify significant unusual transactions and (ii) obtain an understanding of the
business purpose (or the lack thereof) of the company's significant unusual

REL 2014-002

3950

Select PCAOB Releases

transactions, including whether the transaction was entered into to engage in
fraud. In the Board's view, adding specific procedures promotes audit quality by
providing the auditor with more insight into the nature of a company's significant unusual transactions, which should enable the auditor to better evaluate
whether the financial statements are fairly stated.
The amendments regarding significant unusual transactions are designed to
improve existing Board standards in the following key respects:

•

Improving Requirements for Identifying Significant Unusual
Transactions: The amendments regarding significant unusual
transactions require the performance of specific procedures intended to improve the auditor's identification of significant unusual transactions, for example, by amending Auditing Standard
No. 12 to require the auditor to make inquiries of management
and others.

•

Improving the Auditor's Evaluation of Significant Unusual Transactions: The amendments to AU secs. 316.66-.67A include basic
procedures for obtaining information for evaluating significant unusual transactions. The basic procedures include: (i) reading the
underlying documentation relating to significant unusual transactions and evaluating whether the terms and other information
about the transaction are consistent with explanations from inquiries and other audit evidence about the business purpose (or
the lack thereof) of the transaction; (ii) determining whether the
transaction has been authorized and approved in accordance with
the company's established policies and procedures; and (iii) evaluating the financial capability of the other parties to the transaction
with respect to significant uncollected balances, guarantees, and
other obligations.

•

Enhancing Attention to the Business Purpose (or the Lack Thereof)
of Significant Unusual Transactions: The amendments to AU secs.
316.66-.67 enhance the auditor's evaluation of the business purpose of significant unusual transactions by, among other things,
expanding the factors considered by the auditor in evaluating
whether the business purpose (or the lack thereof) indicates that
such transactions may have been entered into to engage in fraudulent financial reporting or conceal misappropriation of assets.

•

Emphasizing Accounting and Disclosure: The amendments regarding significant unusual transactions to AU sec. 316.67A are
intended to heighten the auditor's attention to accounting matters
relative to significant unusual transactions by emphasizing that
existing requirements include evaluating whether the financial
statements contain the information essential for a fair presentation of the financial statements in conformity with the applicable
financial reporting framework.

•

Emphasizing a Complementary Audit Approach: The amendments
regarding significant unusual transactions specifically require the
auditor to take into account other work performed during the
audit, for example, information gathered with respect to related
party transactions, when identifying significant unusual transactions.

•

Enhancing Audit Committee Communications: The amendments
regarding significant unusual transactions are intended to improve the quality of the auditor's communications with the audit
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committee regarding the business purpose (or the lack thereof) of
significant unusual transactions.46

•

Conforming Descriptions of Significant Unusual Transactions:
The amendments introduce a uniform description of "significant
unusual transactions" throughout the Board's standards.

Amendments Regarding Financial Relationships and Transactions with Executive Officers: The Board is revising Auditing Standard No. 12 to require the
auditor to perform specific procedures during the risk assessment process to
obtain an understanding of the company's financial relationships and transactions with its executive officers. In doing so, the auditor would consider, among
other things, the potential for increased risks of material misstatement that
could arise out of the company's compensation arrangements with its executive
officers.47
The revisions improve the existing audit requirements by requiring the auditor to perform specific procedures to obtain an understanding of a company's
financial relationships and transactions with its executive officers, as part of the
auditor's risk assessment. Specifically, the amendments revise Auditing Standard No. 12 to state that the auditor "should perform" specified procedures to
obtain an understanding of the company's financial relationships and transactions with its "executive officers" as part of the auditor's risk assessment.
As noted previously, under the existing risk assessment standards, the auditor
is required to "consider" obtaining an understanding of compensation arrangements with senior management as part of obtaining an understanding of the
company during the auditor's risk assessment.48 The Board's standards currently do not explicitly require that the auditor obtain information regarding
incentives or pressures for the company's executive officers to achieve a particular financial position or operating result as a result of performance based
compensation arrangements. The Board has determined to supplement its existing requirements, and has determined that the requirement that the auditor
"should perform" procedures relating to executive officer compensation arrangements is appropriate to promote heightened scrutiny.
In the Board's view, a focus on the company's executive officers during the risk
assessment process is appropriate in that they generally play a key role in the
company's accounting decisions and in a company's financial reporting. However, the new required procedures do not require the auditor to make a determination regarding the appropriateness of a company's compensation agreements
with its executive officers.

III. The Baseline
To consider the economic impacts (including likely benefits and costs) of the
standard and amendments, a "baseline" has been identified that can be used as a
benchmark against which the standard and amendments can be compared. The
baseline, described below, includes existing requirements and also considers
audit practices.

46

See, e.g., paragraph 13.d of Auditing Standard No. 16, Communications with Audit Committees.
The population of the company's "executive officers" is determined by reference to SEC rules
and forms. See Section IV.A. of Appendix 4 for a discussion of the applicable definition of the term
"executive officer."
48
See paragraph 11 of Auditing Standard No. 12.
47
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A. Existing Requirements
The auditor's overall responsibility to perform a risk-based audit is contained in
the Board's risk assessment standards, Auditing Standards Nos. 8 through 15,
which became effective for auditors in December 2010.49 Among other things,
the risk assessment standards require the auditor to consider the risks of material misstatement, whether due to error or fraud, throughout the audit.50
The existing requirements that the Board is strengthening through adoption
of the standard and amendments are discussed below.
Relationships and Transactions with Related Parties: The risk assessment standards anticipate that the auditor will consider certain risks inherent in significant transactions with related parties in determining the significant risks of
the audit51 and in establishing the materiality level for the audit of the financial
statements.52 However, the existing auditing requirements relating to relationships and transactions with related parties are contained primarily in AU sec.
334, one of the Board's interim standards.
AU sec. 334 recognizes that the auditor performs procedures to identify and
evaluate a company's relationships and transactions with its related parties as
part of performing an audit of financial statements. However, as noted above, it
provides guidance and examples of procedures for the auditor's consideration,
rather than specific required procedures.
Examples of procedures in AU sec. 334 include: (i) procedures to obtain information from management (such as obtaining the names of all related parties
and inquiring whether there were any transactions with these parties during
the period); (ii) procedures intended to assist the auditor in identifying related
parties that have not been disclosed to the auditor by management (such as
reviewing filings with the SEC, reviewing company accounting records and certain invoices, and making inquiries of other auditors); and (iii) procedures the
auditor considers, as necessary, to understand the purpose, nature, and extent
of identified related party transactions (such as obtaining an understanding of
the business purpose of the transaction). Notably, AU sec. 334 states that not
all of the procedures may be required in every audit.
AU sec. 334 states that the auditor should place primary emphasis on the adequacy of disclosure of related party transactions. Significantly, the existing
standard also states that, in the absence of evidence to the contrary, related
party transactions should not be assumed to be outside the ordinary course of
business.53 Thus, AU sec. 334 could be misunderstood to create a "presumption
of validity" for the business purpose of related party transactions in situations
where experience suggests a need for heightened scrutiny.54

49

See PCAOB Release 2010–004 (August 5, 2010).
More generally, auditors are required to comply with all standards of the PCAOB, including
existing requirements to perform the audit with due professional care, and to obtain sufficient appropriate audit evidence to support the audit opinion. See, e.g., AU sec. 230, Due Professional Care in the
Performance of Work, and Auditing Standard No. 15, Audit Evidence.
51
See paragraph 71.e. of Auditing Standard No. 12.
52
See paragraph 7 of Auditing Standard No. 11, Consideration of Materiality in Planning and
Performing an Audit, which states that lesser amounts of misstatements could influence the judgment
of a reasonable investor because of qualitative factors, e.g., because of the sensitivity of circumstances
surrounding misstatements, such as conflicts of interest in related party transactions.
53
See AU sec. 334.06.
54
This is in contrast to the approach reflected in the standard, which emphasizes the auditor's
responsibilities for identifying and assessing risks of material misstatement associated with related
parties and relationships and transactions with related parties.
50
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Significant Unusual Transactions: The risk assessment standards anticipate
that the auditor will consider risks of material misstatement in a company's
financial statements, including those posed by significant unusual transactions.55 However, the more specific auditing requirements regarding significant
unusual transactions are principally contained in AU sec. 316.56 Specifically,
AU sec. 316.66 recognizes that during a financial statement audit, the auditor may become aware of significant transactions that are outside the normal
course of business for the company or that otherwise appear to be unusual
given the auditor's understanding of the company and its environment. AU sec.
316.66 requires that, if the auditor becomes aware of significant unusual transactions during the course of an audit, the auditor should gain an understanding
of the business rationale of such transactions and whether that rationale (or
the lack thereof) suggests that such transactions may have been entered into
to engage in fraudulent financial reporting or to conceal the misappropriation
of assets. However, AU sec. 316 does not specify the procedures to perform to
identify significant unusual transactions or to obtain necessary information to
understand their business purpose (or the lack thereof).
Financial Relationships and Transactions with Executive Officers: The risk assessment standards require the auditor to consider obtaining an understanding
of compensation arrangements with senior management (including incentive
compensation arrangements, changes or adjustments to those arrangements,
and special bonuses) as part of obtaining an understanding of the company.57
While this encompasses a company's executive officers, the existing standards
do not specifically require the auditor to obtain an understanding of the incentives and pressures posed by executive officer compensation arrangements that
can influence a company's accounting and disclosures.

B. Audit Practices
The Board's understanding of audit practices is based on the Board's general
knowledge of audit firm practice arising out of information gathered from its
oversight activities, including its inspection, enforcement, and standard-setting
activities. Additionally, as described in Section II.B., the Board's understanding
also has been informed by a range of studies and other materials it considered
in determining the need for improvement of its existing standards. Based on
this understanding, the Board believes that audit practices associated with the
auditor's efforts regarding the critical areas are inconsistent.
The Board is aware that some firms have adopted audit methodologies that
require their engagement teams to perform specific procedures regarding related party transactions not currently required by AU sec. 334. This may have
occurred for a number of reasons. For example, the analogous standards of the
IAASB and ASB require the auditor to inquire of management regarding the entity's related parties.58 Audit practice also may have been impacted by guidance
issued by the AICPA encouraging auditors to perform many of the procedures
suggested in AU sec. 334 for the auditor's consideration.59 Additionally, some
55

See paragraph 71.g. of Auditing Standard No. 12.
See AU secs. 316.66–.67.
57
See paragraph 11 of Auditing Standard No. 12.
58
See paragraph 13 of ISA 550, Related Parties, and paragraph 14 of AU-C 550, Related Parties.
59
See AICPA Practice Alert No. 95–3, Auditing Related Parties and Related-Party Transactions,
which indicated the auditor should perform most, if not all, of the examples of procedures in AU
sec. 334 for determining the existence of related parties and identifying transactions with known
related parties, and AICPA Toolkit, Accounting and Auditing for Related Parties and Related Party
Transactions (2001).
56
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auditors may already perform additional procedures arising out of their consideration of the risks of significant transactions with related parties as potential
significant risks.60
Further, some auditors may already perform additional procedures regarding
significant unusual transactions as a result of robust risk assessments and as
a result of guidance from Board staff and the IAASB.61 Additionally, there has
been considerable interest in issues relating to executive compensation, which
may have resulted in heightened attention to such issues by some auditors.62
The Board also is aware through its oversight activities that some firms have
exhibited deficient auditing practices with respect to the critical areas. For example, the Board has identified deficiencies regarding the auditing of related
party transactions through its triennial inspection program, which focuses on
inspections of smaller domestic audit firms. Deficiencies identified include failures to test for undisclosed related parties or transactions with related parties,
as well as failures to obtain an understanding of the business purpose of known
related party transactions.63
Additionally, a number of the Board's settled enforcement cases have involved
related party transactions.64 Those PCAOB enforcement actions have identified, among other things:

•

Failures to perform sufficient procedures for known related party
transactions;65

60

See paragraph 71.e. of Auditing Standard No. 12.
See Staff Audit Practice Alert No. 5 (April 7, 2010). See also IAASB Staff Questions and Answers, Auditor Considerations Regarding Significant Unusual or Highly Complex Transactions (August 2010).
62
See, e.g., Staff Audit Practice Alert No. 1, Matters Related To Timing And Accounting For Option
Grants (July 28, 2006).
63
See Report on 2007–2010 Inspections of Domestic Firms that Audit 100 or Fewer Public Companies, PCAOB Release No. 2013–001, at 29 (February 25, 2013), http://pcaobus.org/Inspections/
Documents/02252013_Release_2013_001.pdf, which states, in part:
61

Inspections staff have observed deficiencies related to firms' failures to test for undisclosed
related parties or transactions with undisclosed related parties. Some of those firms failed to
identify and address the lack of disclosure of related party transactions in the financial statements.
Inspections staff have also identified deficiencies relating to the firms' failure to obtain an understanding of the nature and business purpose of transactions with related parties and to evaluate
whether the accounting for those transactions reflects their economic substance.
See also, Report on the PCAOB's 2004, 2005, and 2006 Inspections of Domestic Triennially Inspected Firms, PCAOB Release No. 2007–010, at 7 (October 22, 2007), http://pcaobus.org/Inspections/
Documents/2007_10-22_4010_Report.pdf.
64
See, e.g., Order Instituting Disciplinary Proceedings, Making Findings, and Imposing Sanctions:
In the Matter of P. Parikh & Associates, Ashok B. Rajagiri, CA, Sandeep P. Parikh, CA, and Sundeep
P S G Nair, CA, Respondents, PCAOB Release No. 105–2013–002 (April 24, 2013); Order Instituting
Disciplinary Proceedings, Making Findings, and Imposing Sanctions: In the Matter of Jaspers + Hall,
PC, Thomas M. Jaspers, CPA, and Patrick A. Hall, CPA, Respondents, PCAOB Release No. 105-2008002 (October 21, 2008); Order Instituting Disciplinary Proceedings, Making Findings, and Imposing
Sanctions: In the Matter of Williams & Webster, P.S., Kevin J. Williams, CPA, and John G. Webster,
CPA, Respondents, PCAOB Release No. 105-2007-1 (June 12, 2007); and Order Instituting Disciplinary
Proceedings, Making Findings, and Imposing Sanctions: In the Matter of Kenny H. Lee CPA Group,
Inc., and Kwang Ho Lee, CPA, Respondents, PCAOB Release No. 105-2005-022 (November 22, 2005).
65
See Order Instituting Disciplinary Proceedings, Making Findings and Imposing Sanctions: In
the Matter of Kenny H. Lee CPA Group, Inc., and Kwang Ho Lee, CPA, Respondents, PCAOB Release
No. 105-2005-022 (November 22, 2005) and Order Instituting Disciplinary Proceedings, Making Findings and Imposing Sanctions: In the Matter of Williams & Webster, P.S., Kevin J. Williams, CPA, and
John G. Webster, CPA, Respondents, PCAOB Release No. 105-2007-1 (June 12, 2007).
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•

Failures to address management's failure to disclose known related party transactions;66 and

•

Failures to take sufficient steps to determine whether a transaction was a related party transaction, when available information
indicated that it was.67

The types of deficiencies observed by the Board through its oversight activities
indicate that auditor practice regarding related parties is inconsistent under
the existing auditing framework in a wide range of areas, suggesting that this
is a challenging area warranting additional auditor effort and focus.

IV. The Board’s Approach and Consideration
of Alternatives
During the standard-setting process, the Board considered a number of alternatives and made a number of key policy choices with the goal of improving
audit quality in the critical areas, while also providing opportunities for an
efficient implementation. The following discussion highlights alternatives and
policy choices considered by the Board as part of its economic considerations.

A. Consideration of Alternatives
Prior to the Board's decision to propose the standard and amendments, the
Board requested input from its SAG, as early as 2004.68 During these meetings,
the Board engaged the SAG in a discussion of issues relating to the auditing of
related party transactions. Additionally, the Board discussed whether and, if
so, how, to improve its existing standards in complementary areas that might
be considered to pose similar risks of material misstatement.
As part of its standard-setting process, the Board initially considered whether
new requirements were necessary. This included a review of the Board's oversight efforts through the Board's inspection and enforcement programs to determine the type, range, and prevalence of audit deficiencies cited. In addition,
before issuing its proposal, the Board issued Staff Audit Practice Alert No. 5 in
April 2010, which discussed a range of auditor practice issues identified by the
PCAOB staff pertaining to significant unusual transactions.69
Staff Audit Practice Alert No. 5 was issued to remind auditors of the risks associated with significant unusual transactions and to compile selected, relevant requirements from existing PCAOB auditing standards into one document. Given
that the alert only highlights circumstances for auditor consideration, it did not
alter audit requirements with respect to significant unusual transactions.
66
See Order Instituting Disciplinary Proceedings, Making Findings and Imposing Sanctions: In
the Matter of Turner Stone & Company, LLP and Edward Turner, CPA, Respondents, PCAOB Release
No. 2006-010 (December 19, 2006) and Order Instituting Disciplinary Proceedings, Making Findings
and Imposing Sanctions: In the Matter of Timothy L. Steers, CPA, LLC, and Timothy L. Steers, CPA,
Respondents, PCAOB Release No. 105-2007-004 (November 14, 2007).
67
See Order Instituting Disciplinary Proceedings, Making Findings and Imposing Sanctions: In
the Matter of Cordovano and Honeck, P.C. and Samuel D. Cordovano, CPA, Respondents, PCAOB
Release No. 2008-004 (December 18, 2008) and Order Instituting Disciplinary Proceedings, Making
Findings and Imposing Sanctions: In the Matter of Clyde Bailey, P.C., and Clyde B. Bailey, CPA,
Respondents, PCAOB Release No. 2005-021 (November 22, 2005).
68
Prior to the issuance of the proposal, the SAG discussed the topic of related parties at meetings
on September 8–9, 2004, June 21, 2007, and October 14–15, 2009. See the SAG Meeting Archive at
http://pcaobus.org/Standards/SAG/Pages/SAGMeetingArchive.aspx.
69
See Staff Audit Practice Alert No. 5 (April 7, 2010).
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In considering whether new requirements were necessary, the Board assessed
a range of factors, previously described in Section II., and concluded that it was
appropriate to develop standards with more specific requirements to address
the critical areas.
As part of its considerations, the Board considered whether AU sec. 334 could
be amended to include new specific procedures. The Board determined that the
nature and extent of revisions necessary, including changes to align a revised
AU sec. 334 with the risk assessment standards, would essentially result in
a new standard. Thus, the Board determined that it was appropriate to propose a new standard regarding related parties, rather than amend the existing
standard.
In considering how to address the other types of relationships and transactions that the Board had identified as posing similar risks—significant unusual
transactions and a company's financial relationships and transactions with executive officers—the Board determined that issuing staff guidance could not
make the changes that were necessary to strengthen the existing audit requirements to address the risks that had been identified in these areas. However, the
Board determined that new stand-alone standards were not necessary but that
appropriate improvements in audit quality could be achieved by amendments
to its existing audit requirements in those areas.
As the Board considered the types and extent of changes to make in its existing
standards, it considered several alternatives, including some discussed with its
SAG.70 Some alternatives considered included:
Consideration of Related Party Transactions as Fraud Risk: In view of the potential for increased risks of material misstatement arising from these critical
areas, the Board considered whether relationships and transactions with related parties should be presumed to be a fraud risk. Under existing auditing
standards, this approach would require auditors to devote considerable audit
effort to identifying and evaluating relationships and transactions with related
parties, in all instances. However, the Board recognizes that many related party
transactions might not, in fact, represent fraud risks or other significant risks,
a view that was further informed by discussions with the SAG.71 Accordingly,
as such an alternative could have resulted in potentially unnecessary audit
effort, the Board determined to take a targeted approach that would focus on
the auditor obtaining sufficient information to identify, assess, and respond to
transactions that pose increased risks of material misstatement, while, at the
same time aligning the new requirements with the risk assessment standards.
Consideration of Relationships and Transactions Posing Similar Risks: The
Board also considered whether to address relationships and transactions that
might fall outside the definition of a "related party" but that might pose similar
risks. After obtaining input from the SAG regarding this approach,72 the Board
decided that the auditor should consider transactions that might pose similar risks, such as a company's significant unusual transactions, because these
transactions not only may involve related parties previously undisclosed to the
auditor but also could pose increased risks of material misstatement. Additionally, the Board concluded that linking the auditor's efforts regarding related
parties and significant unusual transactions should help auditors "connect the
dots" between these areas.

70
See the SAG Meeting Archive at http://pcaobus.org/Standards/SAG/Pages/SAGMeetingArchive
.aspx, for the October 14–15, 2009 SAG meeting.
71
See SAG Meeting Archive for the October 14-15, 2009 SAG meeting.
72
Id.
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B. The Board’s Approach and Choices Considered in Developing
the Board’s Standard and Amendments
The following discussion describes key policy choices considered by the Board
as it developed the standard and amendments, and as the Board moved from its
proposal to its reproposal and then to the adoption of the standard and amendments. In developing the standard and amendments, the Board determined to
develop an audit approach that would promote heightened scrutiny in the critical areas, but that would also provide opportunity for efficient implementation.
Key policy choices included:
Aligning with the Risk Assessment Standards: In the Board's view, its overall risk assessment approach promotes a cohesive audit, with opportunities to
integrate audit effort where appropriate, and positions the auditor to identify
areas in which there may be increased risks of material misstatement in company financial statements. Such an approach could also serve to minimize audit
costs. The Board, thus, determined that its new requirements should be explicitly aligned with its risk assessment standards. In response to comments on
its proposal, the Board took steps in its reproposal to more closely align the reproposed standard and amendments with its risk assessment standards. Those
who commented on this aspect of the reproposal generally agreed that the revisions improved the alignment with the risk assessment standards. This risk
assessment focus is retained in the standard and amendments being adopted
by the Board.
Providing Opportunity for a Scaled Approach: Similar to the risk assessment
standards, the Board determined that the standard should reflect a scaled approach, which establishes basic required procedures that are supplemented by
more in-depth procedures that are commensurate with the company's facts and
circumstances. Such facts and circumstances may include the size or complexity of the transaction, the nature of the company's relationships or transactions
with its related parties, and the related risk of material misstatements in the
financial statements.
Most commenters, including several large audit firms, agreed that the reproposed standards and amendments provide a scaled approach, permitting the
auditor to vary the level of audit work in proportion to the nature and number
of a company's relationships and transactions with related parties and significant unusual transactions. Some of these commenters supported the Board's
view that the level of audit effort will vary in proportion to the number and
nature of a company's related party relationships and transactions, its significant unusual transactions, its financial relationships and transactions with
executive officers, and the company's process to identify such matters. Another
commenter stated that an audit approach that begins with basic procedures,
and supplements them with more in-depth procedures as needed, is a scalable
approach that allows the auditor to focus on the significant risks, regardless of
the size or nature (e.g., broker or dealer or EGC) of the issuer. A few commenters,
however, objected to the concept of basic required procedures and advocated for
an approach that would leave the determination of the procedures necessary to
the auditor's judgment.
The Board considered commenter views and determined that requiring the
auditor to perform basic procedures in areas that could pose increased risks of
material misstatement would heighten attention by the auditor to such areas
and also provide a basis for the auditor to identify red flags that require further
attention. However, as discussed below, the Board did revise certain aspects of
its proposal to permit additional auditor judgment in certain areas of the audit
that it determined appropriate.
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Addressing Complementary Audit Areas: The Board determined that the standard and amendments should include linkages that would address risks of
material misstatement arising from complementary areas of the audit. For example, the auditor's work in identifying and evaluating significant unusual
transactions could assist the auditor in identifying related parties or relationships or transactions with related parties previously undisclosed to the auditor
by management. This linked approach encourages the auditor to "connect the
dots" between different aspects of the audit, which could improve audit effectiveness, as well as provide opportunities for efficient implementation. In its
reproposal, the Board made revisions to improve the linkages between the reproposed standard and amendments. This approach is retained in the standard
and amendments being adopted by the Board.
Using Existing Concepts and Procedures: The Board determined to include some
existing auditing concepts and procedures in its proposal. This approach was
intended to permit audit firms to build on existing methodologies and training.
Further, this approach could minimize the costs of implementing the standard
and amendments. In its reproposal, the Board sought comment on such issues.
Several audit firms who commented on the reproposal indicated that they would
be able to update their methodologies and train staff to apply the standard
and amendments in a short period, suggesting that the implementation of the
standard and amendments would not be unduly burdensome.
Additionally, commenters raised a variety of policy choices for consideration by
the Board, including the following:73
Expanding Auditor Judgment: In response to comments, the Board made some
changes to allow for additional auditor judgment than originally provided for
in the proposal. For example, in its proposal, any related party relationships
or transactions not previously disclosed to the auditor would have been considered to be a significant risk and would have required the auditor to perform
specific procedures in response. Some commenters stated that an undisclosed
related party transaction could be inconsequential in nature and, in such circumstances, treating the transaction as a significant risk and performing all of
the procedures set forth in the proposed standard would be unnecessary. Other
commenters suggested it might be appropriate to perform some, but not all, of
the related procedures in the proposed standard. After consideration of comments, the Board removed the proposed requirement that the auditor always
treat undisclosed related party transactions as a significant risk. Instead, the
additional procedures would only be required in circumstances where previously undisclosed transactions were determined by the auditor to require disclosure in the financial statements or consideration as a significant risk. This
change, which is being retained in the standard being adopted by the Board,
could eliminate potentially unnecessary audit work.
Clarifying the Auditor's Responsibilities to Identify a Company's Related Parties: In response to comments, the Board made clarifications to the proposed
standard to emphasize that the auditor's efforts to identify a company's related
parties and relationships and transactions with its related parties begins with
management's work. The clarified approach taken in the Board's reproposal recognizes that the company is responsible, in the first instance, for the preparation
of its financial statements, including the identification of the company's related
parties, and that the auditor begins the audit with information obtained from
the company. This approach has been retained in the standard being adopted
by the Board. Additionally, in response to other comments made regarding the
73
Additionally, see Appendix 4 of the reproposing release for discussion more generally of the
Board's response to significant comments received on the Board's February 28, 2012 proposal.
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reproposed standard, several other clarifying changes have been made in this
area. Those changes include emphasizing more prominently the auditor's responsibility to perform procedures to test the accuracy and completeness of the
company's identification of its related parties, and that in doing so, the auditor
takes into account the information gathered during the audit.
Clarifying the Requirements Regarding a Company's Financial Relationships
and Transactions with Its Executive Officers: The Board made two key policy
choices relating to the amendments pertaining to a company's financial relationships and transactions with its executive officers: (i) the relationship of the
amendments to the risk assessment process; and (ii) the appropriate scope of
the population for the auditor's required procedures.
As discussed previously, the Board determined to supplement its existing risk
assessment requirements regarding a company's financial relationships and
transactions with its executive officers. As proposed, the other amendments
provided that the auditor should perform procedures to obtain an understanding of a company's financial relationships and transactions with its executive
officers. While some commenters were fully supportive of this requirement and
recognized that it did not represent a radical departure from existing standards, other commenters expressed concern that this would require the auditor to make an assessment regarding the appropriateness or reasonableness
of executive compensation arrangements. In its reproposal, the Board clarified that these procedures would be performed as part of the risk assessment
process and explicitly stated that its amendment does not require the auditor
to make any determination regarding the appropriateness or reasonableness
of the company's compensation arrangements with its executive officers. Commenters who addressed this area of the Board's reproposal generally indicated
that the revisions were appropriate. The amendments being adopted by the
Board retain the approach taken in its reproposal.
Additionally, the Board also considered the appropriate population for the auditor's consideration of financial relationships and transactions. The Board determined that the auditor's consideration of a company's financial relationships and transactions need not extend to the company's entire senior management population, but that a focus on a potentially smaller group within
that population—executive officers—was appropriate. This focus is appropriate because a company's executive officers generally are in a unique position to
determine the company's accounting and financial statement disclosures.
In considering the appropriate population for the auditor's consideration, the
Board took note of a range of diverse comments, including those from commenters who advocated that the auditor's procedures should include a broader
group than the company's executive officers; others who stated that the auditor's focus on a company's executive officers was the most appropriate group;
and another who argued for a narrower group, for example, a company's "named
executive officers," ("NEOs"). Under SEC rules, NEOs generally consist of five
individuals—the principal executive officer, the principal financial officer, and
the next three most highly paid executive officers of a company as of the end of
the most recently completed fiscal year.74 The Board considered the use of the
NEO approach, but determined that it might focus the auditor's attention on
highly paid individuals (with high compensation due to activity unrelated to
financial reporting), rather than individuals with more direct involvement in
the financial reporting process.

74

See Item 402(a)(3) of Regulation S-K.
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After considering these comments, the Board determined that a company's executive officers is the most appropriate population for the auditor's efforts.75 In
the Board's view, this targeted approach could serve to limit potentially unnecessary audit effort and related costs.

V. The Economic Impacts of the Standard and
Amendments, Including Benefits and Costs
This section contains a discussion of the economic impacts considered as the
standard and amendments were developed, including consideration of likely
benefits and costs.
At present, there is limited data and research available regarding the economic impact of discrete changes to auditing standards.76 As a result, many
of the benefits and costs discussed below are difficult to quantify reliably. The
resulting benefits to investors, markets, and others from more reliable financial
reporting are complex and not capable of reliable quantification at this time.
Likewise, limited, if any, public data exists to forecast the costs of performing additional audit procedures in the critical areas or the spillover effect on
companies. Therefore, the economic discussion below is qualitative in nature.
The Board's consideration of the impacts of the standard and amendments,
as with all aspects of the Board's standard-setting process, takes into account
commenters' views.77 As part of the standard-setting process, the Board asked
commenters to provide information, as well as empirical data, regarding both
benefits and costs, and other effects related to the reproposed standard and
amendments. In response, commenters provided views regarding whether the
standard and amendments would improve audit quality, as well as their views
regarding potential audit costs and implementation issues. However, commenters did not provide empirical data.78
In general, commenters largely supported the Board's standard-setting efforts,
and agreed that the existing standards should be improved in the critical areas.
Commenters also generally agreed that the standard and amendments could
benefit audit quality. Some commenters also noted the standard and amendments could result in improvements in the auditor's: (i) identification of material misstatements; (ii) risk assessment for the audit; and (iii) application
of professional skepticism. In addition, benefits noted also included improvements to audit committee communications and company financial statement
disclosures.
Commenters who addressed potential costs provided qualitative information
that was generally consistent with the discussion of potential costs in the reproposing release. While commenters noted that there would be some increased
75
In considering the appropriate population for the auditor's inquiry, the Board took note of a
study that indicated that the median number of "executive officers" for the Standard and Poor's 500 is
8 (the mean is 8.71), and the median number of executive officers for the Russell 2000 is 5 (the mean
is 6.12). See Broc Romanek, Study: Benchmarking the Number of "Executive Officers," The Corporate
Counsel.net and LogixData (March 2, 2011).
76
The Board established a Center for Economic Analysis to, among other things, promote and encourage academic research relating to the role of the audit in capital formation and investor protection.
See PCAOB Announces Center for Economic Analysis, (November 6, 2013) http://pcaobus.org/News/
Releases/Pages/11062013_CenterEconomicAnalysis.aspx.
77
The comment letters are available at http://pcaobus.org/Rules/Rulemaking/Pages/Docket038
Comments.aspx.
78
Additionally, Appendix 4 provides detail regarding the Board's consideration of significant
comments received relating to the specific requirements of the standard and amendments.
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costs, they did not provide data regarding the extent of such costs. However,
commenters generally agreed that the standard and amendments were appropriate and should apply to audits of companies of all types and sizes.
Commenters also provided views on issues relating to scalability and costs. For
example, one commenter stated that the reproposed standard and amendments
would not require significant incremental management or auditor resources,
but the amount of resources required could be meaningfully greater for companies with a significant number of related party transactions or significant
unusual transactions. In general, the Board would not expect there to be significant cost implications for audits of companies that do not have complex or
extensive: (i) relationships or transactions with related parties; (ii) significant
unusual transactions; or (iii) financial relationships and transactions with the
company's executive officers.
The following sections include a description of the Board's consideration of: (A)
Benefits; (B) Costs; (C) Smaller Audit Firms and Smaller Companies; and (D)
Other Economic Considerations.

A. Benefits
The Board believes that the standard and amendments will benefit investors by
requiring auditors to focus appropriate auditing effort on areas that represent
increased risks and, thus, warrant heightened scrutiny during the audit. As
noted previously, to the extent that the standard and amendments improve the
likelihood that the auditor will detect material misstatements in the financial
statements, audit quality will be improved in ways that should also improve
financial statement accounting and disclosures, which should in turn reduce
the information asymmetry between investors and company management.
The standard and amendments take a targeted approach that is intended to focus the auditor's attention on accounting and disclosures relating to potentially
complex and risky relationships and transactions that historically have been
associated with cases involving fraudulent financial reporting. The magnitude
and number of such cases, which have resulted in significant losses to investors,
underscore the benefits to investors of strengthening the existing auditing requirements in these areas.79 Increased focus on the critical areas by auditors
should increase the probability of auditors detecting potential fraudulent or
erroneous financial reporting80 and should also deter fraudulent financial reporting because management will be aware that auditors are likely to expend
additional effort assessing the economic substance of transactions in the critical
areas.
Existing auditing standards addressing the critical areas largely provide guidance and examples of procedures, rather than requiring specific procedures.
This can result in inadequate and inconsistent application of existing standards, as well as the auditor's failure to perform sufficient procedures in the
critical areas, which warrant heightened scrutiny. Rather than providing examples of procedures that may not be required in every audit, the standard
and amendments require the auditor to perform specific procedures. The new
specific requirements in the standard and amendments are designed to assist
the auditor in identifying red flags that warrant heightened scrutiny. The performance of basic required procedures should increase the probability of the
auditor uncovering events that impact investors, such as fraud and material
79

See Section II.A. of this Appendix for a discussion of such cases.
See Mark Zimbelman, The Effects of SAS No. 82 on Auditors Planning Decisions, 35 Journal of
Accounting Research, 75 passim (1997).
80
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errors, and provide investors with increased confidence regarding the reliability
of the audited financial statements.
Additionally, the standard and amendments take a wholistic view of the audit by requiring the auditor to consider the links and relationships between a
company's related party transactions and significant unusual transactions. For
example, the auditor's work in identifying and evaluating significant unusual
transactions should assist the auditor in identifying and evaluating related
parties, or transactions with related parties previously undisclosed to the auditor. Emphasizing the complementary nature of the auditor's efforts regarding
these areas should help the auditor to "connect the dots" between different aspects of the audit. The complementary approach is intended to enhance audit
efficiency as well as audit effectiveness in that it may increase the probability
of the auditor's uncovering potential material fraud or error in a company's
financial statements.
Likewise, the standard and amendments are aligned with the Board's risk assessment standards and, thus, should enhance the auditor's overall risk assessment more generally by making the auditor more effective in identifying and
assessing risks of material misstatement in the critical areas, and in designing
and performing better audit procedures to address such risks. Additionally, the
standard and amendments feature a scaled approach that requires the auditor
to supplement the basic required procedures with more in-depth procedures in
response to risks identified. Alignment with the risk assessment standards and
the use of a scaled approach promotes a cohesive audit approach that should
contribute to improved audit quality and provide opportunities for efficient implementation.
The auditor's heightened attention to transactions in the critical areas also
could result in the auditor obtaining more information about the company's
financial position. For example, the standards and amendments emphasize the
auditor's understanding of the business purpose (or the lack thereof) of transactions in the critical areas. A better understanding of the business purpose
should better position the auditor to understand and address such transactions,
which often pose difficult measurement and recognition issues, due to factors
such as transaction structure, complexity, and/or relationship to company financial targets. Such an approach should promote audit quality by providing
the auditor with more insight into the nature of transactions in the critical
areas, which could allow the auditor to better evaluate whether the financial
statements are fairly stated.
The auditor's increased attention to the critical areas also may result in increased attention by companies to their accounting and disclosures, which could
result in higher quality financial reporting. Higher quality financial reporting
improves the quality of information available to the market and reduces information asymmetry between investors and company management. Improving
the quality of financial reporting can reduce investors' uncertainty about the
information being provided in company financial statements, foster increased
public confidence in the financial markets, and enhance capital formation and
the efficiency of capital allocation decisions. Research shows that decreasing the
level of information asymmetry reduces the cost of capital for issuers.81 In addition, if management produces more accurate disclosures, research shows that
this increased quality of disclosures to financial statement users also reduces
the cost of capital.82
81
See David Easley and Maureen O'Hara, 2004. Information and the Cost of Capital. The Journal
of Finance 59 (4): 1553-1583.
82
See Richard A. Lambert, Christian Leuz, and Robert E. Verrecchia, 2012. Information Asymmetry, Information Precision, and the Cost of Capital. Review of Finance 16 (1): 1-29.
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Further, new audit committee communication requirements would promote
communications regarding, and improve the auditor's understanding of, the
critical areas. For example, the auditor's understanding of related party transactions would be informed by an initial audit committee communication during
the risk assessment that is intended to help the auditor identify the company's
significant related party transactions, as well as to inform the auditor of any
concerns audit committee members may have regarding the company's relationships or transactions with its related parties. Later in the audit, the auditor
is required to discuss with the audit committee the auditor's evaluation of the
company's identification of, accounting for, and disclosure of, the company's related party transactions, including any that were previously undisclosed to the
auditor. In addition, improving the auditor's understanding of: (i) the business
purpose (or the lack thereof) of a company's significant unusual transactions
and (ii) a company's financial relationships and transactions with its executive
officers, can enhance already existing required audit committee communications related to significant unusual transactions and significant risks.
These improved communication requirements should result in both auditors
and audit committees becoming better informed and thus better equipped to
fulfill their respective roles in the company's financial reporting. Through these
communications, the auditor becomes better informed about the company, enabling the auditor to be more effective in identifying and addressing risks
of material misstatement in the company's financial statements. A better informed audit committee can contribute to management oversight, which may
lead management to improve the company's financial reporting. As noted above,
research has indicated that improving the quality of financial reporting reduces
investors' uncertainty about the information being provided in companies' financial reports and, thus, increases efficiency in capital allocation and fosters
capital formation. For example, increased level and/or quality of financial reporting has been found to decrease the cost of equity, decrease the cost of debt,
and decrease bid-ask spreads.83
Commenters largely agreed with the Board that the standard and amendments
could improve audit quality. In addition, specific benefits suggested by commenters included: (i) higher quality financial statement disclosures; (ii) improving investors' confidence in audited financial statements; (iii) improving
the audit's effectiveness and informational value; (iv) more relevant consideration of issues facing the company; (v) increasing audit committee knowledge;
and (vi) improving the audit committees' abilities to fulfill their duties. Additionally, another commenter stated that management may be more attentive
to written procedures and responsibilities for related party transactions as a
result of the reproposed standard. Specific comments in each area include:

•

Relationships and Transactions with Related Parties: Many commenters stated that the reproposed standard would improve the
auditor's overall understanding of a company's relationships and
transactions with its related parties. Some commenters suggested
that obtaining such an understanding would: (i) assist the auditor
in obtaining sufficient appropriate audit evidence and increase the
likelihood of identifying material misstatements; and (ii) enhance
the exercise of professional skepticism in the performance of the
audit.

83
See Christine A. Botosan, and Marlene A. Plumlee. 2002. A Re-examination of Disclosure Level
and the Expected Cost of Equity Capital, 40 Journal of Accounting Research 21-40, (2002), Partha Sengupta, Corporate Disclosure Quality and the Cost of Debt., 73 The Accounting Review 459-474, (1998),
and Michael Welker, Disclosure Policy, Information Asymmetry, and Liquidity in Equity Markets, 11
Contemporary Accounting Research 801-827 (1995), respectively.
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•

Significant Unusual Transactions: A few commenters suggested
that requiring procedures to improve the auditor's identification
and evaluation of a company's significant unusual transactions
could improve audit quality by: (i) increasing the likelihood of
identifying material misstatements; (ii) promoting the exercise
of professional skepticism; (iii) improving financial statement disclosures; and (iv) improving audit committees' abilities to fulfill
their duties.

•

Financial Relationships and Transactions with Executive Officers:
Commenters providing views on audit quality issues indicated
that obtaining an understanding of a company's financial relationships and transactions with its executive officers could improve audit quality by: (i) improving the auditor's identification
of risks of material misstatement; (ii) resulting in more relevant
audit testing; and (iii) improving the auditor's assessment of fraud
risk.

With respect to the baseline, the Board notes that, as described previously,
some firms may perform procedures that go beyond existing requirements.
Consequently, the application of the standard and amendments should generate greater benefits to audits of companies whose auditors are not currently
performing a comprehensive risk-based audit or are performing only the most
cursory of procedures under AU sec. 334. Benefits also include promoting consistency in audit practices among audit firms by establishing auditor performance
requirements.

B. Costs
In general, the Board recognizes that imposing new requirements will involve
some additional audit effort and related costs, both to audit firms and companies.
The Board anticipates costs include direct compliance costs to auditors that will
reflect changes necessary to address the introduction of new requirements. The
Board anticipates initial and ongoing costs for audit firms will include costs for
updating and maintaining methodologies and audit programs, implementation,
and staff training. Additionally, depending on the degree of effort currently
expended by audit firms, there may be increased costs in terms of incremental
audit effort, including increased audit partner time, and potential costs for the
time of specialists to review complex transactions.
The increased audit effort and resulting costs may be limited as the standard
and amendments are based on the Board's existing risk assessment standards
and retain many existing auditing concepts and procedures that are common in
practice today. For example, AU sec. 334 suggests procedures for the auditor's
consideration, certain of which have been incorporated into the standard as
specific required procedures. To the extent that audit firms have already incorporated these procedures into their current practices, those firms should incur
lower costs in updating their methodologies. As a result, costs should be greater
where auditors are not currently performing a comprehensive risk-based audit
or are performing only the most cursory of procedures under AU sec. 334. In
general, audit firms that audit companies of all sizes were supportive of the
Board's efforts to improve audit quality in the critical areas and did not raise
concerns regarding costs or provide data regarding the extent of such costs for
the Board's consideration.
To the extent that there are increased costs for auditors as a result of the application of the standard and amendments, such costs may be passed on, in whole,
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or part (or not at all), to companies and their investors in the form of higher
audit fees.84 The Board is aware, however, that there may be increased costs
for companies whose auditors must change their methodologies and practices
to address the new requirements. These potential costs to companies include
increased audit fees and costs for the additional time and expense of responding
to auditor inquiries.
Additionally, other costs could include costs associated with enhanced audit
committee communications, to the extent the areas addressed by the standard
and amendments are not already discussed. Company audit committees may
require additional time and expense to participate in new audit committee
communication relating to related party transactions and also may require expanded discussions relating to significant unusual transactions. While companies may need additional time or resources to conduct the new audit committee
communications, the standard and amendments build on, and work in concert
with, the approach taken in Auditing Standard No. 16. Thus, the new requirements in this area provide additional substance for an integrated meeting with
the audit committee. This should not add significantly to the time or resources
companies spend with respect to audit committee communications.
The Board also considered potential unintended consequences in conjunction
with its consideration of costs. For example, the Board considered whether, to
the extent that potential costs stemming from the standard and amendments
increase audit costs related to transactions with related parties, this could serve
as a deterrent against their use. In such cases, any cost advantage a company
may have from engaging in related party transactions during its normal course
of operations could be reduced by higher audit-related costs.
Two commenters provided their views that the reproposed standard and
amendments could serve as a deterrent against the use of related party transactions. One commenter suggested that requiring auditors to obtain evidence supporting management's arm's-length assertion regarding a related party transaction had corresponding negative economic consequences, such as, management avoiding the use of related party transactions. Another commenter that
stated that the increased audit effort will result in a pass through of marginally
higher audit costs to companies also noted that there could be changed behavior
in structuring transactions so that they are not related party transactions.
The Board considered these comments and acknowledges that, as noted in the
reproposal, potential costs stemming from the standard and amendments could
increase audit costs related to transactions with related parties, which could
conceivably serve as a deterrent against their use. While the Board recognizes
this potential, the Board notes that companies are already required to disclose
material related party transactions in their financial statements, and auditors
already should be performing some procedures, under the existing standards,
with respect to these transactions and related disclosures. Additionally, in considering these comments, the Board notes that the requirement in the standard

84
It is not clear to what extent the increased auditor performance requirements would result in
increased audit fees. The Board is aware of public reports that have analyzed historical and aggregate
data on audit fees, and which suggest that audit fees generally have remained stable in recent years,
notwithstanding the fact that the Board and other auditing standard-setters have issued new standards during that period. See, e.g., Audit Analytics Audit Fees and Non-Audit Fees: An Eleven Year
Trend (July 2013). Because amendments to, and adoption of, new Board standards typically involve
discrete parts of an audit, which is not accounted for, or priced, on a standard-by-standard basis, it
is difficult to obtain data that isolates the costs of particular new audit standards, and that would be
comparable between firms. In its reproposal, the Board sought data that might provide information
or insight into such costs. As noted above, commenters did not provide data regarding the extent of
such costs.
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for auditors to obtain evidence supporting management's arm's-length assertion regarding a related party transaction is consistent with the requirement
in AU sec. 334.12, as applicable financial reporting frameworks only permit an
arm's-length assertion regarding a related party transaction to be included in
the financial statements when supported by evidence.
In general, the Board's assessment of the impact of the adoption of the standard
and amendments relative to costs was informed by the fact that commenters
did not raise issues regarding costs that were inconsistent with those described
by the Board in its reproposal. Additionally, while some commenters noted that
there would be some increased costs to audit firms and companies, they did
not provide data regarding the extent of such costs. A number of commenters
suggested that the costs of the standard and amendments were appropriate. For
example, one commenter stated that the benefits of the reproposed standard
and amendments would outweigh the associated costs. Another commenter
stated that the reproposed standard and amendments benefit users without
placing too high a burden on preparers or auditors. However, a few commenters
indicated that the costs associated with the standard and amendments may be
difficult to measure prior to implementation.
One commenter stated that the reproposed standard and amendments would
not require significant incremental management or auditor resources, but resources required could be meaningfully greater for companies with a significant number of related party transactions or significant unusual transactions.
Several other commenters also indicated that smaller audit firms might be disproportionately impacted by the Board's reproposal. However, commenters in
general noted that the standard and amendments were appropriate for, and
should apply to, audits of companies of all types and sizes, including brokerdealers and EGCs. As noted above, the Board received comments from a wide
spectrum of commenters, including firms that audit companies of various sizes.
Further discussion of the potential impact on smaller audit firms and smaller
companies is discussed in Section C below.

C. Smaller Audit Firms and Smaller Companies
The Board recognizes that the adoption of the standard and amendments may
impose disproportionally greater costs on smaller audit firms than on larger
audit firms. For example, the one-time costs to update audit methodologies and
training may represent a relatively larger share of audit costs for smaller audit
firms compared to larger audit firms. Further, to the extent that a smaller audit
firm has not already incorporated procedures suggested by AU sec. 334 into its
current practices, such a firm would likely incur higher incremental costs to
comply with the standard and amendments.
As described above, the costs incurred by the auditor to comply with the standard and amendments may be passed on, in whole, or in part (or not at all),
to companies and their investors in the form of increased audit fees. To the
extent this occurs, it may particularly affect smaller companies that rely on
related party transactions as part of their business model. This point also was
asserted by some commenters on the proposal and reproposal, many of whom
also noted the particular risks posed by related party transactions engaged
in by smaller companies. Increasing the costs of audits for smaller companies
could negatively impact their profitability.
In considering this potential impact, the Board also has taken note of its oversight findings, which indicate that the audits of smaller companies are more frequently the subject of inspection findings and enforcement actions that involve
related party transactions. Additionally, the Board notes that there is likely less
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information available regarding smaller companies (e.g., they have fewer brokerage research analysts, and less press coverage). Thus, while there is the potential for greater cost impact on smaller companies arising from the standard
and amendments, there is also the potential that investors in such companies
would accrue relatively larger benefits from the standard and amendments,
such as a lower cost of capital.
As noted above, the Board believes that any additional audit costs would likely
vary based on the size and complexity of the company's transactions in the
critical areas, and would be commensurate with the risk of material misstatement arising out of such transactions. As noted in the reproposing release, a
company that has extensive relationships and transactions with related parties or significant unusual transactions, or that has financial relationships and
transactions with executive officers that give rise to risks of material misstatement, could anticipate a greater increase in audit-related costs than a company
without such relationships or transactions.85 Thus, the Board would not expect
there to be a significant increase in audit fees for a company that does not have
complex or extensive: (i) relationships or transactions with related parties; (ii)
significant unusual transactions; or (iii) financial relationships and transactions with the company's executive officers. In addition, to the extent that some
auditors are already performing procedures similar to those in the standard
and amendments, there would be a lesser impact. However, if the auditor identifies related parties or relationships or transactions with related parties that
were previously undisclosed to the auditor, there would be incremental costs,
as well as benefits, associated with the auditor's response to the increased risks
of material misstatement.

D. Other Economic Considerations
As noted above, commenters generally supported the Board's efforts to promote audit quality in the areas addressed by the standard and amendments.
However, a few expressed concerns. For example, one commenter acknowledged
that the Board had reproposed the standard and amendments to obtain more
information regarding economic considerations generally, but the commenter
was nonetheless critical of the Board's economic analysis in its reproposal. This
commenter stated that the Board had failed to provide adequate specifics in its
reproposal supporting the need for the standard and stated that the reproposal
did not adequately address potential alternatives to the proposed requirements,
including any rationale for not choosing to converge with the IAASB and ASB
standards, which, in that commenter's view, introduced unnecessary complexity and cost. This same commenter also asked why the Board thought it necessary to adopt new requirements after the issuance of Staff Audit Practice Alert
No. 5.
The Board considered the issues raised by this commenter and believes that
the need for the standard and amendments, and the alternatives considered by
the Board, have been fully described in the Board's proposals and throughout
this release, including in this Appendix. The standards and amendments being
adopted represent a targeted approach that appropriately responds to areas
of the audit that have historically represented risks of material misstatement
in company financial statements. In the Board's view, the need to improve the
Board's existing standards addressing the critical areas, including alignment
with the Board's risk assessment standards, cannot be adequately addressed
through staff interpretations of existing standards. More specific requirements
85

See page A4-97 of the reproposing release.
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are warranted to promote heightened scrutiny in the critical areas. While the
new auditor performance requirements will involve some additional effort and
related costs in some cases, to avoid unnecessary audit efforts and costs, the
Board developed the standard to align with existing audit procedures that the
auditor already is required to perform as part of the auditor's risk assessment
and requires the auditor to perform procedures that are commensurate with
the risks of material misstatement.
The Board also considered the comment that the Board did not set forth a rationale for not choosing to converge the proposed auditing requirements with
the standards of the IAASB and the ASB. As a matter of practice, the Board
regularly considers the work of other standard-setters, such as the IAASB and
the ASB, for insights as it develops its standards. In developing the standard
and amendments, the Board considered the analogous standards of the IAASB
and the ASB and incorporated a number of similar audit procedures and requirements that the Board believed were useful and appropriate.86
The Board, however, has determined that the critical areas require heightened
scrutiny and, thus, the standard and amendments contain auditing requirements that are not reflected in the analogous standards of the IAASB and the
ASB. For example, the standard and amendments contain requirements for
the auditor to focus heightened audit attention on the business purpose (or the
lack thereof) of a company's related party transactions.87 Also, in view of the
importance of the audit committee's role in the oversight of the company's financial reporting, the standard requires the auditor to make inquiries of the
audit committee (or its chair) regarding the audit committee's understanding
of the company's related parties and transactions, as well as regarding whether
any member of the audit committee has concerns regarding such matters. Additionally, the other amendments require the auditor to perform risk assessment
procedures to obtain an understanding of a company's financial relationships
and transactions with its executive officers. Appendix 6 compares certain significant differences between the objective and certain key requirements of the
standard and amendments and analogous standards of the IAASB and the ASB.
Two commenters raised concerns regarding economic considerations of a more
general nature, suggesting that the Board develop a specific framework for
considering costs and benefits more generally. The Board has addressed these
matters separately.88
Finally, in its reproposal, the Board specifically asked for comment regarding
any considerations relating to efficiency, competition and capital formation that
the Board should take into account with respect to the reproposed standard and
amendments. Other than the general comments described above, the Board did
not receive comments noting specific concerns regarding efficiency, competition
and capital formation in response to its request.

86
For example, paragraph 5 of the standard being adopted by the Board contains similar requirements to paragraph 13 of ISA 550 (and paragraph 14 of AU-C 550), which require the auditor to
inquire of management regarding: the identity of the entity's related parties, including changes from
the prior period; the nature of the relationships between the entity and these related parties; and
whether the entity entered into any transactions with these related parties during the period and, if
so, the type and purpose of the transactions.
87
See, e.g., paragraphs 5.d., 12.a., and 19.e. of the standard in Appendix 1.
88
See, e.g., PCAOB Strategic Plan: Improving the Quality of the Audit for the Protection and Benefit
of Investors 2013–2017 (November 26, 2103) at 5 and 13, and PCAOB Releases Staff Guidance on Economic Analysis in PCAOB Standard Setting (May 15, 2014) http://pcaobus.org/News/Releases/Pages/
05152014_Economic_Analysis.aspx.
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In summary, after considering these factors and public comments, the Board
believes that its new requirements reflect a reasoned approach that considers
and is intended to limit unnecessary audit effort and related costs.

VI. Economic Considerations Pertaining to Audits
of EGCs, Including Efficiency, Competition, and
Capital Formation
The PCAOB has been monitoring implementation of the JOBS Act in order to
understand the characteristics of EGCs89 and inform the Board's considerations regarding whether it should recommend that the SEC apply the standard
and amendments to audits of EGCs. To assist the SEC, the Board is providing the following information regarding EGCs that it has compiled from public
sources.90

A. Characteristics of Self-Identified EGCs
As of November 20, 2013, based on the PCAOB's research, 1,227 SEC registrants had identified themselves as EGCs in SEC filings. These companies
operate in diverse industries. The five most common Standard Industrial Classification ("SIC") codes applicable to these companies are codes for: (i) blank
check companies; (ii) pharmaceutical preparations; (iii) real estate investment
trusts; (iv) prepackaged software services; and (v) computer processing/data
preparations services.
The five SIC codes with the highest total assets as a percentage of the total
assets of the population of EGCs are codes for: (i) federally chartered savings
institutions; (ii) real estate investment trusts; (iii) national commercial banks;
(iv) state commercial banks; and (v) crude petroleum or natural gas. Total assets
of EGCs in these five SIC codes represent approximately 35% of the total assets
of the population of EGCs. EGCs in three of these five SIC codes (federally chartered savings institutions, national commercial banks, and state commercial
banks) represent financial institutions and the total assets for these three SIC
codes represent approximately 22% of the total assets of the population of EGCs.
Approximately 19% of the EGCs identified themselves in registration statements and were not previously reporting under the Exchange Act as of
November 20, 2013. Approximately 64% of the companies that have identified
89
Pursuant to the JOBS Act, an EGC is defined in Section 3(a)(80) of the Exchange Act. In general
terms, an issuer qualifies as an EGC if it has total annual gross revenue of less than $1 billion during
its most recently completed fiscal year (and its first sale of common equity securities pursuant to an
effective Securities Act of 1933 (the "Securities Act") registration statement did not occur on or before
December 8, 2011). See JOBS Act Section 101(a), (b), and (d). Once an issuer is an EGC, the entity
retains its EGC status until the earliest of: (i) the first year after it has total annual gross revenue of
$1 billion or more (as indexed for inflation every five years by the SEC); (ii) the end of the fiscal year
after the fifth anniversary of its first sale of common equity securities under an effective Securities
Act registration statement; (iii) the date on which the company issues more than $1 billion in nonconvertible debt during the prior three year period; or (iv) the date on which it is deemed to be a "large
accelerated filer" under the Exchange Act (generally, an entity that has been public for at least one
year and has an equity float of at least $700 million).
90
To obtain data regarding EGCs, the PCAOB's Office of Research and Analysis has reviewed
registration statements and Exchange Act reports filed with the SEC with filing dates between April
5, 2012, and November 20, 2013, for disclosures by entities related to their EGC status. Only those
entities that have voluntarily disclosed their EGC status have been identified. The PCAOB has not
validated these entities' self-identification as EGCs. The information presented also does not include
data for entities that have filed confidential registration statements and have not subsequently made
a public filing.
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themselves as EGCs began reporting under the Exchange Act in 2012 or later.
The remaining 17% of these companies have been reporting under the Exchange
Act since 2011 or earlier. Accordingly, a majority of the companies that have
identified themselves as EGCs began reporting information under the securities laws since 2012.
Approximately 63% of the companies that have identified themselves as EGCs
and filed an Exchange Act filing with information on smaller reporting company
status indicated that they were smaller reporting companies.91
Approximately 32% of the companies that have identified themselves as EGCs
provided a management report on internal control over financial reporting. Of
those companies that provided a report, approximately 46% stated in the report
that the company's internal control over financial reporting was not effective.92
Audited financial statements were available for nearly all of the companies
that identified themselves as EGCs.93 For those companies for which audited
financial statements were available and based on information included in the
most recent audited financial statements filed as of November 20, 2013:

•

The reported assets ranged from zero to approximately $18.2 billion. The average and median reported assets were approximately
$184.4 million and $0.4 million, respectively.94

•

The reported revenue ranged from zero to approximately $962.9
million. The average and median reported revenue were approximately $59.6 million and $3 thousand, respectively.

•

The average and median reported assets among companies that
reported revenue greater than zero were approximately $359.5
million and $68.1 million, respectively. The average and median
reported revenue among these companies that reported revenue
greater than zero were approximately $116.2 million and $20.7
million, respectively.

91
The SEC adopted its current smaller reporting company rules in Smaller Reporting Company Regulatory Relief and Simplification, Securities Act Release No. 33-8876 (December 19, 2007).
Generally, companies qualify to be smaller reporting companies ("SRCs") and, therefore, have scaled
disclosure requirements if they have less than $75 million in public equity float. Companies without a
calculable public equity float will qualify if their revenues were below $50 million in the previous year.
Scaled disclosure requirements generally reduce the compliance burden of SRCs compared to other
issuers. Notably, the only area in which SRC requirements may be more extensive than requirements
for other issuers is with respect to the disclosure of related party transactions. The SEC justified this
difference in treatment based on the importance of disclosing related party transactions, particularly
for issuers with lower materiality thresholds.
92
For purposes of comparison, the PCAOB compared the data compiled with respect to the population of companies that identified themselves as EGCs with companies listed in the Russell 3000
Index in order to compare the EGC population with the broader issuer population. The Russell 3000
was chosen for comparative purposes because it is intended to measure the performance of the largest
3,000 U.S. companies representing approximately 98% of the investable U.S. equity market (as marketed on the Russell website). To contrast, approximately 95% of the companies in the Russell 3000
Index provided a management report on internal control over financial reporting. Of those companies that provided a management report, approximately 4% stated in the report that the company's
internal control over financial reporting was not effective.
93
Audited financial statements were available for 1,216 of the 1,227 self-identified EGCs. Audited
financial statements were not available for some EGCs that had filed registration statements that
had not been declared effective by the SEC.
94
As noted above, for purposes of comparison, the PCAOB compared the data compiled with
respect to the population of companies that identified themselves as EGCs with companies listed in
the Russell 3000 Index in order to compare the EGC population with the broader issuer population.
The average and median reported assets of issuers in the Russell 3000 were approximately $12.2
billion and approximately $1.6 billion, respectively. The average and median reported revenue from
the most recent audited financial statements filed as of November 20, 2013 of issuers in the Russell
3000 were approximately $4.6 billion and $725.8 million, respectively.
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•

Approximately 49% identified themselves as "development stage
entities" in their financial statements.95

•

Approximately 54% had an explanatory paragraph included in the
auditor's report describing that there is substantial doubt about
the company's ability to continue as a going concern.96

•

Approximately 38% were audited by firms that are annually inspected by the PCAOB (that is, firms that have issued auditor's
reports for more than 100 public company audit clients in a given
year) or are affiliates of annually inspected firms. Approximately
62% were audited by triennially inspected firms (that is, firms that
have issued auditor's reports for 100 or fewer public company audit
clients in a given year) that are not affiliates of annually inspected
firms.

The PCAOB's Office of Research and Analysis has reviewed registration statements and Exchange Act reports filed with the SEC with filing dates between
April 5, 2012, and November 20, 2013, for related party disclosures by EGCs. An
analysis of 1,103 of the most recent audited financial statements filed through
November 20, 2013 of the 1,227 self-identified EGCs indicates that approximately 68% of these companies disclosed at least one related party relationship
or transaction.97

B. Economic Considerations Pertaining to Audits of EGCs,
Including Comments Received
The Board's analysis of the potential economic impacts on EGCs is based on
the EGC data described above, which has been collected and analyzed by the
Board's staff. The Board's analysis is also informed by the Board's oversight
activities, as well as by the other considerations described in this Appendix
and the release more generally. Additionally, the Board's analysis has been
informed by information provided by commenters. The Board's discussion of
potential economic impacts on EGCs follows.
Based on the data outlined above, a majority of EGCs are smaller public companies. EGCs also appear to be companies that are relatively new to the SEC
reporting process. This indicates that there is less information available to investors regarding such companies relative to the broader population of public
companies. It is generally acknowledged that investors are less informed about
companies that are smaller and newer, suggesting there is a higher degree of
information asymmetry for smaller and newer companies.
As noted in Section VI.A. above, self-identified EGCs disclosed related party
relationships or transactions at a significantly higher rate as compared to companies in the Russell 3000 Index. The data also suggests that EGCs are more
95
According to the Financial Accounting Standards Board ("FASB") standards, development
stage entities are entities devoting substantially all of their efforts to establishing a new business
and for which either of the following conditions exists: (i) planned principal operations have not commenced or (ii) planned principal operations have commenced, but there has been no significant revenue
from operations. See FASB Accounting Standards Codification Subtopic 915-10, Development Stage
Entities—Overall.
96
Approximately 1% of the population of companies in the Russell 3000 Index have an explanatory
paragraph describing that there is substantial doubt about the company's ability to continue as a going
concern.
97
A similar analysis of SEC filings for the population of companies in the Russell 3000 Index found
that approximately 45% of those companies have disclosed at least one related party relationship or
transaction.
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likely than the population of companies in the Russell 3000 Index to have a
management report on internal control over financial reporting stating that
the company's internal control over financial reporting was not effective. The
higher propensity of EGCs to engage in related party transactions coupled with
an increased likelihood for control deficiencies suggests that applying the standard in audits of EGCs is particularly relevant.
Given the characteristics of EGCs as newer and smaller companies, some might
assume that EGCs would have operations that are less complex. However, this
may not be true for many EGCs. Audits of EGCs appear to reflect a wide range
of complexity and risk. For example, 580 of the 1,227 companies that have identified themselves as EGCs did not recognize revenue in the most recently filed
financial statements. As noted in Section VI.A., financial institutions represent
at least 22% of the total assets of EGCs. Given the nature of the operations
of financial institutions, these EGCs could engage in transactions that involve
complex accounting and financial statement disclosure issues.
Further, the data presented in Section VI.A., indicates that for 54% of the EGCs
the auditor's report on the most recent audited financial statements includes
an explanatory paragraph describing that there is substantial doubt about the
company's ability to continue as a going concern, as compared to 1% for the
population of companies in the Russell 3000 Index.
Thus, applying the standard and amendments to the audits of EGCs may be
particularly pertinent because of the characteristics of EGCs described above
(e.g., potential for higher rates of material weaknesses in internal control, use
of related party transactions, and substantial doubt about the company's ability
to continue as a going concern).
In the reproposal, the Board specifically sought comment on the application
of the reproposed standard and amendments to audits of EGCs. Commenters
generally considered the requirements of the standard to be applicable and
appropriate to companies of varying sizes and industries. All those who commented on the applicability of the standard and amendments to EGCs stated
that the reproposed standard and amendments should be applicable to audits
of EGCs. Those commenters provided various reasons, including that the risks
regarding related parties, significant unusual transactions and financial relationships and transactions with executive officers are the same, if not greater
at EGCs and that EGCs may enter into such matters more frequently than
non-EGCs.
No commenters stated that the reproposed standard and amendments should
not apply to audits of EGCs. One commenter, however, was concerned that the
reproposal did not contain a substantive analysis of the economic impacts of
the proposed requirements on EGCs. This commenter acknowledged, however,
that after the enactment of the JOBS Act, the Board reproposed the standard
and amendments to seek comment and obtain additional information regarding
the economic impacts on EGCs.
Some commenters stated that the reproposed standard is scalable for application to audits of EGCs. One commenter stated that firm implementation costs
should not differ when implementing the reproposed standard for audits of
EGCs or other issuers; however, increased recurring costs may fall relatively
disproportionately on EGCs. One commenter stated that the implementation
and training costs that a firm would incur would not depend upon whether the
reproposed standard is applicable to EGCs and there should be little or no additional costs to apply the reproposed standard to EGCs. Another commenter
noted that although smaller companies (some of which may be EGCs) may engage in more related party transactions compared to other companies, which
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will result in higher audit costs, the costs are commensurate with the risks of
material misstatement.
Some commenters noted that regardless of the applicability to audits of EGCs,
firms would perform the same procedures for all audits. One commenter suggested that it would be more costly not to apply the reproposed standard and
amendments to audits of EGCs as this would, in the commenter's view, require
firms to maintain two methodologies. One commenter stated that it would perform the same procedures for audits of EGCs, regardless of the applicability
of the reproposed standard and amendments to audits of EGCs, as the cost
to develop and maintain two separate methodologies and the related training
would be cost-prohibitive. One commenter, representing a committee, stated
that the standard should be applicable to audits of EGCs. However, that commenter also noted that its committee members had a mixed response; some
believed the standard ought to be universally applicable, as a "carve-out" for
EGGs would be more costly, but a minority believed that a carve out would
be easy to implement. One commenter suggested that applying different rules
to financial statement audits performed in accordance with PCAOB standards
could be confusing to investors and other stakeholders.
The standard and amendments are designed to improve the auditor's efforts
regarding a company's relationships and transactions with its related parties,
significant unusual transactions and financial relationships and transactions
with its executive officers. As previously discussed, a significant number of
the Board's oversight findings from its inspections and enforcement programs
regarding related party transactions involve smaller public companies, which
have characteristics that are similar to EGCs.
Thus, enhanced auditor consideration of the areas addressed in the standard
and amendments may be particularly important to investors in EGCs given
that: (i) information asymmetry may be more pronounced at EGCs; (ii) there is
the potential for greater reliance by EGCs on related party transactions; and
(iii) there is a significant number of findings regarding related party transactions in audits of financial statements of smaller companies identified through
PCAOB oversight activities.
As described more fully in Section V.A. of this Appendix, improving the auditor's efforts in the areas addressed in the standard and amendments should
promote audit quality in ways that also should improve financial statement
accounting and disclosure, which in turn should improve financial reporting,
reduce information asymmetry, and reduce the company's cost of capital. These
benefits should accrue to all types of companies, including EGCs.
EGCs will incur some incremental costs in connection with auditor compliance
with the standard and amendments. As noted earlier, these costs may be disproportionately higher for smaller companies, including EGCs, relative to the
broader population of public companies. The additional audit-related costs, as
discussed above, could conceivably serve as a deterrent against the use of related party transactions by EGCs. Likewise, additional audit-related costs may
deter certain EGCs from entering public markets, if those costs weigh heavily
on their potential profitability. To the extent that EGCs tend to be smaller and
newer companies, the enhanced audit performance requirements may place a
disproportionately higher burden on them, which may impact their profitability
and competitiveness. As noted above, however, no commenter stated that the
reproposed standard and amendments should not apply to audits of EGCs and
no commenter discussed the impact on competitiveness of EGCs.
The standard and amendments are designed to mitigate cost impacts by aligning the auditor's efforts with the risk assessment standards and providing
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opportunities for a scaled approach. This allows auditors to integrate the audit
to avoid unnecessary audit effort.
Additionally, in its reproposal, the Board specifically asked for comment regarding any considerations regarding efficiency, competition and capital formation
that the Board should take into account when determining whether to recommend to the SEC the application of the reproposed standard and amendments
to audits of EGCs. No commenter expressed concerns regarding efficiency, competition and capital formation with respect to the application of the reproposed
standard and amendments to audits of EGCs.

C. Recommendation
The Board believes that the standard and amendments will advance investor
protection and promote audit quality. In addition, more effective audits and
more informed communications between the auditor and the audit committee
should enhance the quality of a company's financial reporting.
Additionally, the Board believes that its new requirements reflect a reasoned
approach to considering and limiting unnecessary audit effort and related
costs. Many commenters agreed that the reproposed standard and amendments
would lead to improvements in audit quality, with many commenters stating
that the requirements of the reproposed standard and amendments should be
applicable to, and were appropriate for, companies of different sizes and industries.
The JOBS Act was enacted after the Board issued its proposing release. Subsequently, the Board issued a reproposal, in part to request comment specifically
on matters relating to the application of the standard and amendments to audits of EGCs. A variety of commenters noted particular risks posed by related
party transactions pertinent to small companies, including EGCs. In addition,
all those commenters who commented with respect to the applicability of the
standard and amendments to EGCs stated that the standard and amendments
should be applicable to audits of EGCs.
Based on data available to the Board regarding EGCs, it appears that a wide
range of entities, of differing sizes and industries, identify themselves as EGCs.
One key difference between EGCs and the broader population of public companies would appear to be the length of time that EGCs have been subject to
Exchange Act reporting requirements. Based on the information available to
the Board, while there may be additional costs and potential competitive impacts on EGCs, there also may be additional benefits from enhanced scrutiny in
the areas addressed by the standard and amendments. Given these considerations, there does not appear to be a compelling reason to treat audits of EGCs
differently from the audits of other companies.
For the reasons explained above, the Board believes that the standard and
amendments are in the public interest and, after considering the protection
of investors and the promotion of efficiency, competition, and capital formation, recommends that the standard and amendments should apply to audits
of EGCs. Accordingly, the Board recommends that the Commission determine
that it is necessary or appropriate in the public interest, after considering the
protection of investors and whether the action will promote efficiency, competition, and capital formation, to apply the standard and amendments to audits
of EGCs. The Board stands ready to assist the Commission in considering any
comments the Commission receives on these matters during the Commission's
public comment process.
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Appendix 6
Comparison of the Objective and Key Requirements
of the Standard and Amendments with the Analogous
Standards of the International Auditing and Assurance
Standards Board and the Auditing Standards Board
of the American Institute of Certified Public Accountants

I. Introduction
The Public Company Accounting Oversight Board ("PCAOB" or "Board") is
adopting: (i) Auditing Standard No. 18, Related Parties (the "standard"); (ii)
amendments to certain PCAOB auditing standards regarding significant unusual transactions (the "amendments regarding significant unusual transactions"); and (iii) other amendments to PCAOB auditing standards (the "other
amendments").1
This Appendix 6, which was prepared for informational purposes only, compares
certain significant differences between the objective and certain key requirements of the standard and amendments with the analogous standards of the
International Auditing and Assurance Standards Board ("IAASB") and the Auditing Standards Board ("ASB") of the American Institute of Certified Public
Accountants ("AICPA").
This Appendix is not a summary of, or a substitute for, the standard in Appendix 1 or the amendments in Appendices 2 and 3. This comparison may not
represent the views of the IAASB or the ASB regarding the interpretations of
their standards.
The analogous standards of the IAASB discussed in this comparison include:

•

International Standard on Auditing 550, Related Parties ("ISA
550");

•

International Standard on Auditing 210, Agreeing the Terms of
Audit Engagements ("ISA 210");

•

International Standard on Auditing 240, The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements
("ISA 240");

•

International Standard on Auditing 315, Identifying and Assessing the Risks of Material Misstatement through Understanding the
Entity and Its Environment ("ISA 315");

•

International Standard on Auditing 510,
Engagements- Opening Balances ("ISA 510");

•

International Standard on Auditing 560, Subsequent Events ("ISA
560");

•

International Standard on Auditing 580, Written Representations
("ISA 580");

Initial

Audit

1
The amendments regarding significant unusual transactions and the other amendments are
collectively referred to as the "amendments." The standard and amendments are collectively referred
to as the "standard and amendments."
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•

International Standard on Auditing 600, Special Considerations—
Audits of Group Financial Statements (Including the Work of Component Auditors) ("ISA 600"); and

•

International Standard on Review Engagements 2410, Review of
Interim Financial Information Performed by the Independent Auditor of the Entity, ("ISRE 2410").

The analogous standards of the ASB discussed in this comparison include:

•
•
•

AU-C Section 550, Related Parties ("AU-C Section 550");

•

AU-C Section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement ("AU-C Section
315");

•

AU-C Section 510, Opening Balances—Initial Audit Engagements,
Including Reaudit Engagements ("AU-C Section 510");

•

AU-C Section 560, Subsequent Events and Subsequently Discovered Facts ("AU-C Section 560");

•
•

AU-C Section 580, Written Representations ("AU-C Section 580");

•

AU-C Section 930, Interim Financial Information ("AU-C Section
930").2

AU-C Section 210, Terms of Engagement ("AU-C Section 210");
AU-C Section 240, Consideration of Fraud in a Financial Statement Audit ("AU-C Section 240");

AU-C Section 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors)
("AU-C Section 600"); and

This comparison is organized in the following sections: (II.) the auditing standard; (III.) the amendments regarding significant unusual transactions; and
(IV.) the other amendments to PCAOB auditing standards.3 This comparison
does not cover the application and explanatory material in the analogous standards of the IAASB or ASB.4

2
These AU–C sections are contained in Statement on Auditing Standards No. 122, Statement
on Auditing Standards: Clarification and Recodification ("SAS No. 122"). In October 2011, the ASB
adopted SAS No. 122, which contains 39 clarified SASs with "AU–C" section numbers for each clarified
SAS. The "AU–C" is a temporary identifier to avoid confusion with references to existing "AU" sections
in AICPA Professional Standards.
3
This comparison does not cover the requirements contained in the risk assessment standards.
Appendix 11 of PCAOB Release No. 2010–004, Auditing Standards Related to Auditor's Assessment
of and Response to Risk and Related Amendments to PCAOB Standards, contains a comparison of the
objectives and requirements of those standards with the analogous standards of the IAASB and the
ASB.
4
Paragraph A59 of International Standard on Auditing 200, Overall Objectives of the Independent
Auditor and the Conduct of an Audit in Accordance with International Standards on Auditing, states
that the Application and Other Explanatory Material section of the ISAs "does not in itself impose a
requirement," but "is relevant to the proper application of the requirements of an ISA." Paragraph A63
of AU–C Section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance with Generally Accepted Auditing Standards, states that although application and other
explanatory material "does not in itself impose a requirement, it is relevant to the proper application
of the requirements of an AU–C section."
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II. Auditing Standard, Related Parties (Appendix 1)
A. Introduction (Paragraph 1 of the Standard in Appendix 1)
PCAOB
The standard refers auditors to the requirements of the U.S. Securities and
Exchange Commission ("SEC") for the company under audit with respect to
the accounting principles applicable to that company, including the definition of
the term "related parties," and the financial statement disclosure requirements
with respect to related parties. The standard does not include a definition for
an arm's-length transaction.
IAASB
Paragraph 10(b) of ISA 550 defines a related party as a party that is either:
i.
ii.

A related party as defined in the applicable financial reporting
framework; or
Where the applicable financial reporting framework establishes
minimal or no related party requirements:
a. A person or other entity that has control or significant influence, directly or indirectly through one or more intermediaries, over the reporting entity;
b. Another entity over which the reporting entity has control
or significant influence, directly or indirectly through one
or more intermediaries; or
c. Another entity that is under common control with the reporting entity through having:
(i) Common controlling ownership;
(ii) Owners who are close family members; or
(iii) Common key management.
However, entities that are under common control by
a state (that is, a national, regional or local government) are not considered related unless they engage
in significant transactions or share resources to a
significant extent with one another.

ISA 550 also defines an arm's-length transaction as a transaction conducted on
such terms and conditions as between a willing buyer and a willing seller who
are unrelated and are acting independently of each other and pursuing their
own best interests.
ASB
AU-C Section 550 defines a related party as that term is defined in generally
accepted accounting principles. AU-C Section 550 also contains a definition of
arm's- length transaction that is similar to the definition in ISA 550.

B. Objective (Paragraph 2 of the Standard in Appendix 1)
PCAOB
Paragraph 2 of the standard states that the auditor's objective is to obtain sufficient appropriate audit evidence to determine whether related parties and
relationships and transactions with related parties have been properly identified, accounted for, and disclosed in the financial statements.
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IAASB
Paragraph 9 of ISA 550 states that the objectives of the auditor are:
(a)

Irrespective of whether the applicable financial reporting framework establishes related party requirements to obtain an understanding of related party relationships and transactions sufficient
to be able:
i. To recognize fraud risk factors, if any, arising from related
party relationships and transactions that are relevant to
the identification and assessment of the risks of material
misstatement due to fraud; and
ii. To conclude, based on the audit evidence obtained, whether
the financial statements, insofar as they are affected by
those relationships and transactions:
a. Achieve fair presentation (for fair presentation
frameworks); or
b. Are not misleading (for compliance frameworks);
and

(b)

In addition, where the applicable financial reporting framework
establishes related party requirements, to obtain sufficient appropriate audit evidence about whether related party relationships
and transactions have been appropriately identified, accounted
for and disclosed in the financial statements in accordance with
the framework.

ASB
Paragraph 9 of AU-C Section 550 contains a similar objective to the objective
in ISA 550 for fair presentation frameworks.

C. Performing Risk Assessment Procedures to Obtain an
Understanding of the Company’s Relationships and Transactions
with Its Related Parties (Paragraphs 3-9 of the Standard in
Appendix 1)
PCAOB
Paragraph 3 of the standard requires that the auditor perform procedures to
obtain an understanding of the company's relationships and transactions with
its related parties that might reasonably be expected to affect the risks of material misstatement of the financial statements in conjunction with performing risk assessment procedures in accordance with Auditing Standard No. 12,
Identifying and Assessing Risks of Material Misstatement. Paragraph 3 of the
standard states that the procedures performed to obtain an understanding of
the company's relationships and transactions with its related parties include:
a.

Obtaining an understanding of the company's process (paragraph
4);

b.

Performing inquiries (paragraphs 5-7); and

c.

Communicating with the audit engagement team and other auditors (paragraphs 8-9).

A note to paragraph 3 of the standard states that obtaining an understanding of
the company's relationships and transactions with its related parties includes
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obtaining an understanding of the nature of the relationships between the company and its related parties and of the terms and business purposes (or the lack
thereof) of the transactions involving related parties.
Another note to paragraph 3 of the standard states that performing the risk
assessment procedures described in paragraphs 4-9 of the standard in conjunction with the risk assessment procedures required by Auditing Standard No.
12 is intended to provide the auditor with a reasonable basis for identifying
and assessing risks of material misstatement associated with related parties
and relationships and transactions with related parties.
IAASB
Paragraph 11 of ISA 550 states that as part of the risk assessment procedures
and related activities required by ISA 315 and ISA 240, the auditor shall perform the audit procedures and related activities set out in paragraphs 12-17
of ISA 550 to obtain information relevant to identifying the risks of material
misstatement associated with related party relationships and transactions.
ASB
AU-C Section 550 contains similar requirements to those in ISA 550.

Obtaining an Understanding of the Company’s Process (Paragraph 4 of the
Standard in Appendix 1)
PCAOB
Paragraph 4 of the standard requires that in conjunction with obtaining an
understanding of internal control over financial reporting, the auditor obtain
an understanding of the company's process for:
a.
b.
c.

Identifying related parties and relationships and transactions
with related parties;
Authorizing and approving transactions with related parties; and
Accounting for and disclosing relationships and transactions with
related parties in the financial statements.

IAASB
Paragraph 14 of ISA 550 requires that the auditor shall inquire of management
and others within the entity, and perform other risk assessment procedures
considered appropriate, to obtain an understanding of the controls, if any, that
management has established to:
a.

b.
c.

Identify, account for, and disclose related party relationships and
transactions in accordance with the applicable financial reporting
framework;
Authorize and approve significant transactions and arrangements with related parties; and
Authorize and approve significant transactions and arrangements outside the normal course of business.

ASB
Paragraph 15 of AU-C Section 550 contains similar requirements to those in
ISA 550.

Performing Inquiries (Paragraphs 5-7 of the Standard in Appendix 1)
PCAOB
Paragraph 5 of the standard requires the auditor to inquire of management
regarding:

REL 2014-002

3980

Select PCAOB Releases
a.
b.
c.
d.

e.
f.

g.

The names of the company's related parties during the period
under audit, including changes from the prior period;
Background information concerning the related parties (for example, physical location, industry, size, and extent of operations);
The nature of any relationships, including ownership structure,
between the company and its related parties;
The transactions entered into, modified, or terminated, with its
related parties during the period under audit and the terms and
business purposes (or the lack thereof) of such transactions;
The business purpose for entering into a transaction with a related party versus an unrelated party;
Any related party transactions that have not been authorized and
approved in accordance with the company's established policies
or procedures regarding the authorization and approval of transactions with related parties; and
Any related party transactions for which exceptions to the company's established policies or procedures were granted and the
reasons for granting those exceptions.

Paragraph 6 of the standard requires the auditor to inquire of others within
the company regarding their knowledge of the matters in paragraph 5 of the
standard.
Paragraph 6 also requires the auditor to identify others within the company
to whom inquiries should be directed, and determine the extent of such inquires, by considering whether such individuals are likely to have knowledge
regarding:
a.
b.
c.

The company's related parties or relationships or transactions
with related parties;
The company's controls over relationships or transactions with
related parties; and
The existence of related parties or relationships or transactions
with related parties previously undisclosed to the auditor.

Paragraph 7 of the standard requires the auditor to inquire of the audit committee, or its chair, regarding:
a.

b.

The audit committee's understanding of the company's relationships and transactions with related parties that are significant to
the company; and
Whether any member of the audit committee has concerns regarding relationships or transactions with related parties, and, if
so, the substance of those concerns.

IAASB
Paragraph 13 of ISA 550 requires the auditor to inquire of management regarding:
a.
b.
c.
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ASB
Paragraph 14 of AU-C Section 550 contains similar requirements to those in
ISA 550.

D. Identifying and Assessing Risks of Material Misstatement
(Paragraph 10 of the Standard in Appendix 1)
PCAOB
Paragraph 10 of the standard aligns with the existing requirements for the auditor to identify and assess the risks of material misstatement at the financial
statement level and the assertion level. Paragraph 10 states that this includes
identifying and assessing the risks of material misstatement associated with
related parties and relationships and transactions with related parties, including whether the company has properly identified, accounted for, and disclosed
its related parties or relationships or transactions with related parties. Paragraph 59 of Auditing Standard No. 12 requires that the auditor identify which
risks are significant risks. Further, paragraph 71 of Auditing Standard No. 12
provides factors that the auditor should evaluate in determining which risks
are significant risks. Those factors include: (i) whether the risk involves significant transactions with related parties; (ii) whether the risk involves significant
transactions that are outside the normal course of business; and (iii) whether
the risk is a fraud risk. The amendments regarding significant unusual transactions revise paragraph .85A.2 of AU sec. 316, Consideration of Fraud in a
Financial Statement Audit, to state that a related party transaction that is also
a significant unusual transaction (e.g., a significant related party transaction
outside the normal course of business) is an example of a fraud risk factor.
A note to paragraph 10 of the standard states that, in identifying and assessing
the risks of material misstatement associated with related parties and relationships and transactions with related parties, the auditor should take into account
the information obtained from performing the procedures in paragraphs 4-9 of
the standard and from performing the risk assessment procedures required by
Auditing Standard No. 12.
IAASB and ASB
Paragraph 18 of ISA 550 and paragraph 19 of AU-C Section 550 require that
the auditor identify and assess the risks of material misstatement associated
with related party relationships and transactions and determine whether any
of those risks are significant risks. ISA 550 and AU-C Section 550 require the
auditor to treat identified significant related party transactions outside the
normal course of business as giving rise to significant risks.

E. Responding to the Risks of Material Misstatement
(Paragraphs 11-13 of the Standard in Appendix 1)
PCAOB
Paragraph 11 of the standard aligns with existing requirements that the auditor design and implement audit responses that address the identified and
assessed risks of material misstatement. Paragraph 11 of the standard states
that this includes designing and performing audit procedures in a manner that
addresses the risks of material misstatement associated with related parties
and relationships and transactions with related parties.
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A note to paragraph 11 of the standard states that the auditor should look to
the requirements of AU secs. 316.66-.67A for related party transactions that
are also significant unusual transactions (for example, significant related party
transactions outside the normal course of business). That note further states
that for such related party transactions, AU sec. 316.67 requires that the auditor evaluate whether the business purpose (or the lack thereof) of the transactions indicates that the transactions may have been entered into to engage in
fraudulent financial reporting or conceal misappropriation of assets.
IAASB
Paragraph 20 of ISA 550 requires that the auditor designs and performs further audit procedures to obtain sufficient appropriate audit evidence about the
assessed risks of material misstatement associated with related party relationships and transactions. These audit procedures shall include those required by
paragraphs 21-24 of ISA 550.
ASB
Paragraph 21 of AU-C Section 550 contains similar requirements to those in
ISA 550

Transactions with Related Parties Required to Be Disclosed in the Financial
Statements or Determined to Be a Significant Risk (Paragraph 12 of the
Standard in Appendix 1)
PCAOB
Paragraph 12 of the standard requires that for each related party transaction
that is either required to be disclosed in the financial statements or determined
to be a significant risk, the auditor should:
a.

Read the underlying documentation and evaluate whether the
terms and other information about the transaction are consistent
with explanations from inquiries and other audit evidence about
the business purpose (or the lack thereof) of the transaction;

b.

Determine whether the transaction has been authorized and approved in accordance with the company's established policies and
procedures regarding the authorization and approval of transactions with related parties;

c.

Determine whether any exceptions to the company's established
policies or procedures were granted;

d.

Evaluate the financial capability of the related parties with respect to significant uncollected balances, loan commitments, supply arrangements, guarantees, and other obligations, if any; and

e.

Perform other procedures as necessary to address the identified
and assessed risks of material misstatement.

A note to paragraph 12 of the standard states that the applicable financial
reporting framework may allow the aggregation of similar related party transactions for disclosure purposes. If the company has aggregated related party
transactions for disclosure purposes in accordance with the applicable financial reporting framework, the auditor may perform the procedures in paragraph
12 for only a selection of transactions from each aggregation of related party
transactions (versus all transactions in the aggregation), commensurate with
the risks of material misstatement.
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IAASB
Paragraph 23 of ISA 550 requires that for identified significant related party
transactions outside the entity's normal course of business, the auditor shall:
a. Inspect the underlying contracts or agreements, if any, and evaluate whether:
i. The business rationale (or lack thereof) of the transactions
suggests that they may have been entered into to engage
in fraudulent financial reporting or to conceal misappropriation of assets;
ii. The terms of the transactions are consistent with management's explanations; and
iii. The transactions have been appropriately accounted for
and disclosed in accordance with the applicable financial
reporting framework; and
b. Obtain audit evidence that the transactions have been appropriately authorized and approved.
ASB
Paragraph 24 of AU-C Section 550 contains similar requirements to those in
ISA 550.

F. Evaluating Whether the Company Has Properly Identified Its
Related Parties and Relationships and Transactions with Related
Parties (Paragraphs 14-16 of the Standard in Appendix 1)
PCAOB
Paragraph 14 of the standard requires that the auditor evaluate whether the
company has properly identified its related parties and relationships and transactions with related parties. Evaluating whether a company has properly identified its related parties and relationships and transactions with related parties
involves more than assessing the process used by the company. This evaluation
requires the auditor to perform procedures to test the accuracy and completeness of the related parties and relationships and transactions with related parties identified by the company, taking into account information gathered during
the audit. Paragraph 14 requires that as part of that evaluation, the auditor
should read minutes of the meetings of stockholders, directors, and committees
of directors, or summaries of actions of recent meetings for which minutes have
not yet been prepared.
A note to paragraph 14 of the standard states that Appendix A contains examples of information and sources of information that may be gathered during the
audit that could indicate that related parties or relationships or transactions
with related parties previously undisclosed to the auditor might exist.
As described in Section II.F. of Appendix 4, other PCAOB auditing standards
might impose requirements relating to the sources of information that could indicate that related parties or relationships or transactions with related parties
previously undisclosed to the auditor might exist (e.g., reading confirmation
responses and responses to inquiries of the company's lawyers).5
Paragraph 15 of the standard requires that if the auditor identifies information
that indicates that related parties or relationships or transactions with related
5
See, e.g., AU sec. 330, The Confirmation Process, and AU sec. 337, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments.
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parties previously undisclosed to the auditor might exist, the auditor should
perform the procedures necessary to determine whether previously undisclosed
relationships or transactions with related parties, in fact, exist. Paragraph 15
also states that those procedures should extend beyond inquiry of management.
Paragraph 16 of the standard describes the procedures that the auditor is required to perform if the auditor determines that a related party or relationship
or transaction with a related party previously undisclosed to the auditor exists.
Paragraph 16 of the standard requires that the auditor:
a.

Inquire of management regarding the existence of the related
party or relationship or transaction with a related party previously undisclosed to the auditor and the possible existence of other
transactions with the related party previously undisclosed to the
auditor;

b.

Evaluate why the related party or relationship or transaction with
a related party was previously undisclosed to the auditor;

c.

Promptly communicate to appropriate members of the engagement team and other auditors participating in the audit engagement relevant information about the related party or relationship
or transaction with the related party;

d.

Assess the need to perform additional procedures to identify other
relationships or transactions with the related party previously
undisclosed to the auditor;

e.

Perform the procedures required by paragraph 12 of the standard
for each related party transaction previously undisclosed to the
auditor that is required to be disclosed in the financial statements
or determined to be a significant risk;

f.

Perform the following procedures, taking into account the information gathered from performing the procedures in a. through e.
above:
(i) Evaluate the implications on the auditor's assessment of
internal control over financial reporting, if applicable;
(ii) Reassess the risk of material misstatement and perform
additional procedures as necessary if such reassessment
results in a higher risk; and
(iii) Evaluate the implications for the audit if management's
nondisclosure to the auditor of a related party or relationship or transaction with a related party indicates that
fraud or an illegal act may have occurred. If the auditor
becomes aware of information indicating that fraud or another illegal act has occurred or might have occurred, the
auditor must determine his or her responsibilities under
AU secs. 316.79-.82, AU sec. 317, Illegal Acts by Clients,
and Section 10A of the Securities Exchange Act of 1934,
15 U.S.C. §78j-1.

IAASB and ASB
Paragraph 15 of ISA 550 requires the auditor to remain alert, during the audit,
when inspecting records or documents, for arrangements or other information
that may indicate the existence of related party relationships or transactions
that management has not previously identified or disclosed to the auditor. Paragraph 15 of ISA 550 further requires that, in particular, the auditor inspect
the following for indications of the existence of related party relationships or
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transactions that management has not previously identified or disclosed to the
auditor:
(a) Bank and legal confirmations obtained as part of the auditor's
procedures;
(b) Minutes of meetings of shareholders and of those charged with
governance; and
(c) Such other records and documents as the auditor considers necessary in the circumstances of the entity.
Paragraph 21 of ISA 550 requires that if the auditor identifies arrangements
or information that suggests the existence of related party relationships or
transactions that management has not previously identified or disclosed to
the auditor, the auditor shall determine whether the underlying circumstances
confirm the existence of those relationships and transactions.
Paragraph 22 of ISA 550 requires that if the auditor identifies related parties
or significant related party transactions that management has not previously
identified or disclosed to the auditor, the auditor shall:
a. Promptly communicate the relevant information to the other
members of the engagement team;
b. Where the applicable financial reporting framework establishes
related party requirements;
(i) Request management to identify all transactions with the
newly identified related parties for the auditor's further
evaluation;
(ii) Inquire as to why the entity's controls over related party
relationships and transactions failed to enable the identification or disclosure of the related party relationships or
transactions;
c. Perform appropriate substantive audit procedures relating to
such newly identified related parties or significant related party
transactions;
d. Reconsider the risk that other related parties or significant related party transactions may exist that management has not previously identified or disclosed to the auditor and perform additional audit procedures as necessary; and
e. If the nondisclosure by management appears intentional (and
therefore indicative of a risk of material misstatement due to
fraud), evaluate the implications for the audit.
ASB
AU-C Section 550 contains similar requirements to those in ISA 550.

G. Evaluating Financial Statement Accounting and Disclosures
(Paragraphs 17–18 of the Standard in Appendix 1)
PCAOB
Paragraph 17 of the standard aligns with the existing requirement that the
auditor evaluate whether related party transactions have been properly accounted for and disclosed in the financial statements. Paragraph 17 states that
this includes evaluating whether the financial statements contain the information regarding relationships and transactions with related parties essential
for a fair presentation in conformity with the applicable financial reporting
framework.
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IAASB
Paragraph 25 of ISA 550 requires that in forming an opinion on the financial
statements, the auditor shall evaluate:
a.

Whether the identified related party relationships and transactions have been appropriately accounted for and disclosed in accordance with the applicable financial reporting framework; and

b.

Whether the effects of the related party relationships and transactions:
(i) Prevent the financial statements from achieving fair presentation (for fair presentation frameworks); or
(ii) Cause the financial statements to be misleading (for compliance frameworks).

ASB
Paragraph 26 of AU-C Section 550 contains similar requirements to the requirements in ISA 550 for fair presentation frameworks.

Assertions That Transactions with Related Parties Were Conducted on Terms
Equivalent to Those Prevailing in Arm’s-Length Transactions (Paragraph 18
of the Standard in Appendix 1)
PCAOB
Paragraph 18 of the standard requires that if the financial statements include
a statement by management that transactions with related parties were conducted on terms equivalent to those prevailing in an arm's-length transaction,
the auditor should determine whether the evidence obtained supports or contradicts management's assertion. If the auditor is unable to obtain sufficient appropriate audit evidence to substantiate management's assertion, and if management does not agree to modify the disclosure, the auditor should express a
qualified or adverse opinion.
A note to paragraph 18 of the standard further states that a preface to a statement such as "management believes that" or "it is the company's belief that"
does not change the auditor's responsibilities.
IAASB
Paragraph 24 of ISA 550 states that if management has made an assertion in the
financial statements to the effect that a related party transaction was conducted
on terms equivalent to those prevailing in an arm's length transaction, the
auditor shall obtain sufficient appropriate audit evidence about the assertion.
ASB
Paragraph 25 of AU-C Section 550 contains similar requirements to those in
ISA 550.

H. Communications with the Audit Committee (Paragraph 19 of
the Standard in Appendix 1)
PCAOB
Paragraph 19 of the standard requires that the auditor communicate to the
audit committee the auditor's evaluation of the company's identification of, accounting for, and disclosure of its relationships and transactions with related
parties. Paragraph 19 of the standard also requires that the auditor communicate other significant matters arising from the audit regarding the company's

REL 2014-002

Related Parties, Amendments to Certain PCAOB Auditing Standards

3987

relationships and transactions with related parties including, but not limited
to:
a.

The identification of related parties or relationships or transactions with related parties that were previously undisclosed to the
auditor;

b.

The identification of significant related party transactions that
have not been authorized or approved in accordance with the company's established policies or procedures;

c.

The identification of significant related party transactions for
which exceptions to the company's established policies or procedures were granted;

d.

The inclusion of a statement in the financial statements that a
transaction with a related party was conducted on terms equivalent to those prevailing in an arm's-length transaction and the
evidence obtained by the auditor to support or contradict such an
assertion; and

e.

The identification of significant related party transactions that
appear to the auditor to lack a business purpose.

IAASB
Paragraph 27 of ISA 550 requires that the auditor communicate with those
charged with governance significant matters arising during the audit in connection with the entity's related parties.
ASB
Paragraph 27 of AU-C Section 550 contains similar requirements to those in
ISA 550.

III. Amendments to Certain PCAOB Auditing
Standards Regarding Significant Unusual
Transactions (Appendix 2)
A. Identifying Significant Unusual Transactions (Section A
of the Amendments in Appendix 2)
PCAOB
The amendments to paragraph 56.a. of Auditing Standard No. 12 require the
auditor to inquire of management regarding whether the company has entered
into any significant unusual transactions and, if so, the nature, terms, and
business purpose (or the lack thereof) of those transactions and whether such
transactions involve related parties. The amendments regarding significant unusual transactions to paragraph 56.b. of Auditing Standard No. 12 require that
the auditor inquire of the audit committee or equivalent, or its chair, regarding
whether the company has entered into any significant unusual transactions.
The amendments regarding significant unusual transactions to paragraph
56.c. of Auditing Standard No. 12 require similar inquiries of internal audit
personnel.
A note to AU sec. 316.66 states that the auditor should take into account information that indicates that related parties or relationships or transactions
with related parties previously undisclosed to the auditor might exist when
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identifying significant unusual transactions.6 That note refers the auditor to
paragraphs 14-16 of Auditing Standard No. 18. That note further states that
Appendix A of the standard includes examples of such information and examples of sources of such information.
IAASB and ASB
ISA 315, ISA 550, AU-C Section 315, and AU-C Section 550 do not contain
similar requirements for the auditor to those in the PCAOB's amendments
described above.

B. Evaluating Significant Unusual Transactions (Section B
of the Reproposed Amendments in Appendix 2)
PCAOB
The amendments regarding significant unusual transactions add paragraph
.66A to AU sec. 316. That paragraph requires the auditor to design and perform
procedures to obtain an understanding of the business purpose (or the lack
thereof) of each significant unusual transaction that the auditor has identified.
AU sec. 316.66A requires that those procedures include the following:
a.

Reading the underlying documentation and evaluating whether
the terms and other information about the transaction are consistent with explanations from inquiries and other audit evidence
about the business purpose (or the lack thereof) of the transaction;

b.

Determining whether the transaction has been appropriately authorized and approved in accordance with the company's established policies and procedures;

c.

Evaluating the financial capability of the other parties with respect to significant uncollected balances, loan commitments, supply arrangements, guarantees, and other obligations, if any; and

d.

Performing other procedures as necessary depending on the identified and assessed risks of material misstatement.

The amendments to AU sec. 316.67 require that the auditor evaluate whether
the business purpose (or the lack thereof) indicates that the significant unusual
transaction may have been entered into to engage in fraudulent financial reporting or conceal misappropriation of assets. The amendments require that,
in making that evaluation, the auditor evaluate whether:

6

•

The form of the transaction is overly complex (e.g., the transaction
involves multiple entities within a consolidated group or unrelated
third parties);

•

The transaction involves unconsolidated related parties, including
variable interest entities;

•

The transaction involves related parties or relationships or transactions with related parties previously undisclosed to the auditor;

•

The transaction involves other parties that do not appear to have
the financial capability to support the transaction without assistance from the company, or any related party of the company;

Section B. of Appendix 2 contains the amendments to AU sec. 316.66.
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•

The transaction lacks commercial or economic substance, or is part
of a larger series of connected, linked, or otherwise interdependent
arrangements that lack commercial or economic substance individually or in the aggregate (e.g., the transaction is entered into
shortly prior to period end and is unwound shortly after period
end);

•

The transaction occurs with a party that falls outside the definition of a related party (as defined by the accounting principles
applicable to that company), with either party able to negotiate
terms that may not be available for other, more clearly independent, parties on an arm's-length basis;

•

The transaction enables the company to achieve certain financial
targets;

•

Management is placing more emphasis on the need for a particular
accounting treatment than on the underlying economic substance
of the transaction (e.g., accounting-motivated structured transaction); and

•

Management has discussed the nature of and accounting for the
transaction with the audit committee or another committee of the
board of directors or the entire board.

Further, the amendments add paragraph 11A to Auditing Standard No. 13.
That paragraph requires that because significant unusual transactions can affect the risks of material misstatement due to error or fraud, the auditor should
take into account the types of potential misstatements that could result from
significant unusual transactions in designing and performing further audit procedures, including procedures performed pursuant to AU secs. 316.66-.67A.
The amendments to AU sec. 316.67A require that the auditor evaluate whether
significant unusual transactions identified by the auditor have been properly
accounted for and disclosed in the financial statements.
IAASB
Paragraph 16 of ISA 550 requires that if the auditor identifies significant transactions outside the entity's normal course of business when performing the audit procedures required by paragraph 15 or through other audit procedures, the
auditor shall inquire of management about:
(a)

The nature of these transactions; and

(b)

Whether related parties could be involved.

Paragraph 32(c) of ISA 240 requires the auditor to evaluate whether the business rationale (or the lack thereof) of a significant transaction outside the normal course of business suggests that the transaction may have been entered
into to engage in fraudulent financial reporting or to conceal misappropriation
of assets. As discussed in Section II.E. of this Appendix, paragraph 23 of ISA
550 requires the auditor to perform certain procedures for identified significant
related party transactions outside the entity's normal course of business.
ASB
AU-C Section 550 and AU-C Section 240 contain similar requirements to those
in ISA 550 and ISA 240.
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IV. Other Amendments to PCAOB Auditing
Standards (Appendix 3)
A. Auditing Standard No. 12, Identifying and Assessing
Risks of Material Misstatement (Appendix 3)
PCAOB
The other amendments to paragraph 10A of Auditing Standard No. 12 require
that to assist in obtaining information for identifying and assessing risks of material misstatement of the financial statements associated with a company's relationships and transactions with its executive officers (e.g., executive compensation, including perquisites, and any other arrangements), the auditor should
perform procedures to obtain an understanding of the company's financial relationships and transactions with its executive officers. The procedures should be
designed to identify risks of material misstatement and should include, but not
be limited to (1) reading the employment and compensation contracts between
the company and its executive officers and (2) reading the proxy statements
and other relevant company filings with the SEC and other regulatory agencies that relate to the company's financial relationships and transactions with
its executive officers. The other amendments to Auditing Standard No. 12 also
include a definition of executive officer that aligns with definitions used in SEC
filings.
In addition, the other amendments amend paragraph 11 of Auditing Standard
No. 12 to require the auditor to consider:

•

Inquiring of the chair of the compensation committee, or the compensation committee's equivalent, and any compensation consultants engaged by either the compensation committee or the company regarding the structuring of the company's compensation for
executive officers; and

•

Obtaining an understanding of the company's established policies
and procedures regarding the authorization and approval of executive officer expense reimbursements.

IAASB and ASB
ISA 315 and AU-C Section 315 do not contain similar requirements for the
auditor to those in the PCAOB's amendments described above.

B. AU sec. 315, Communications Between Predecessor and
Successor Auditors (Appendix 3)
PCAOB
The other amendments to other PCAOB Auditing Standards amend AU sec.
315, Communications Between Predecessor and Successor Auditors, to require
the auditor to inquire of the predecessor auditor regarding the predecessor auditor's understanding of the nature of the company's relationships and transactions with related parties and significant unusual transactions. The other
amendments also require the successor auditor to review documentation regarding related parties and significant unusual transactions.
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IAASB and ASB
Neither ISA 210 and ISA 510, nor AU-C Section 210 and AU-C Section 510
contain similar requirements to those in the PCAOB's amendments described
above.

C. AU sec. 316, Consideration of Fraud in a Financial
Statement Audit (Appendix 3)
PCAOB
The other amendments to AU sec. 316.81A describe the auditor's responsibility,
under certain conditions, to disclose possible fraud to the SEC to comply with
certain legal and regulatory requirements. These requirements include reports
in connection with the termination of the engagement, such as when the entity
reports an auditor change on Form 8-K and the fraud or related risk factors
constitute a reportable event or are the source of a disagreement, as these terms
are defined in Item 304 of Regulation S-K and Item 16F of Form 20-F. These
requirements also include reports that may be required pursuant to Section
10A(b) of the Securities Exchange Act of 1934 (the "Exchange Act") relating to
an illegal act that the auditor concludes has a material effect on the financial
statements.
IAASB and ASB
ISA 240 and AU-C Section 240 do not inform the auditor of certain obligations
under Section 10A of the Exchange Act, which is applicable to auditors of U.S.
public companies registered with the PCAOB.

D. AU sec. 333, Management Representations (Appendix 3)
PCAOB
The other amendments to AU sec. 333, Management Representations, require
that the auditor obtain written representations from management that there
are no side agreements or other arrangements (either written or oral) undisclosed to the auditor. The other amendments to AU sec. 333 also require the
auditor to obtain written representation from management if the financial
statements include a statement by management that transactions with related
parties were conducted on terms equivalent to those prevailing in an arm'slength transaction.
IAASB and ASB
Neither ISA 580 and ISRE 2410, nor AU-C Section 580, and AU-C Section 930
contain similar requirements to those in the PCAOB's amendments described
above.

E. AU sec. 560, Subsequent Events (Appendix 3)
PCAOB
The other amendments amend paragraph .12 of AU sec. 560, Subsequent
Events, to require that during the "subsequent period" the auditor inquire
of and discuss with officers and other executives having responsibility for

REL 2014-002

3992

Select PCAOB Releases

financial and accounting matters (limited where appropriate to major locations)
as to:

•

Whether there have been any changes in the company's related
parties;

•

Whether there have been any significant new related party transactions; and

•

Whether the company has entered into any significant unusual
transactions.

IAASB and ASB
ISA 560 and AU-C Section 560 do not contain similar requirements to those in
the PCAOB's amendments described above.

F. AU sec. 722, Interim Financial Information (Appendix 3)
PCAOB
The other amendments to AU sec. 722, Interim Financial Information, require
that the auditor obtain written representations from management that there
are no side agreements or other arrangements (either written or oral) undisclosed to the auditor. The other amendments to AU sec. 722 also require the
auditor to obtain written representations from management when management
has made an assertion that a transaction with a related party was conducted
on terms equivalent to those prevailing in arm's-length transactions.
IAASB
ISA 550 and ISRE 2410 do not contain similar requirements to those in the
PCAOB's amendments described above.
ASB
AU-C Section 550 and AU-C Section 930 do not contain similar requirements
to those in the PCAOB's amendments described above.
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Reorganization of PCAOB Auditing
Standards and Related Amendments to
PCAOB Standards and Rules
PCAOB Release No. 2015-002
March 31, 2015
PCAOB Rulemaking
Docket Matter No. 40

Summary
After public comment, the Public Company Accounting Oversight Board
("PCAOB" or "Board") is adopting amendments that reorganize its auditing
standards using a topical structure and a single, integrated numbering system. The reorganization applies a standardized organizational structure to the
Board's auditing standards that should help users navigate the standards more
easily.

Board Contacts
Martin F. Baumann, Chief Auditor (202/207-9192, baumannm@pcaobus.org);
Keith Wilson, Deputy Chief Auditor (202/207-9134, wilsonk@pcaobus.org);
Greg Fletcher, Associate Chief Auditor (202/207-9203, fletcherg@pcaobus.org);
and Robert Ravas, Assistant Chief Auditor (202/591-4306, ravasr@
pcaobus.org).
*****

I. Introduction
The Board is reorganizing its auditing standards using a topical structure and
a single, integrated numbering system. To implement this reorganization, the
Board is adopting amendments to its auditing standards and rules and is also
rescinding certain auditing standards that are no longer necessary under the
reorganization. These amendments do not impose new requirements on auditors or change the substance of the requirements for performing and reporting
on audits under PCAOB standards. Specifically, the amendments to implement
the reorganization include updates to the section numbers, cross references,
and titles of certain standards. Other related amendments include, among others, removing standards that are no longer necessary, replacing references to
generally accepted auditing standards, and updating certain PCAOB rules to
reflect the reorganized auditing standards.
The new organizational structure is intended to improve the usability of the
Board's standards, including helping users navigate the standards more easily.
To facilitate navigation, the standards are organized into a logical structure
by topic areas that generally follow the flow of the audit process. For example,
auditing standards that apply to procedures performed near the completion
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of the audit are arranged in the same area. The reorganization also uses a
numbering convention that is different from conventions used by other standard
setters, which should help to avoid the potential for confusion between the
standards of the Board and those of other standard setters.

II. Background and The Need for Improvement
PCAOB auditing standards currently consist of two types of equally authoritative auditing standards: (i) standards originally issued by the Auditing Standards Board ("ASB") of the American Institute of Certified Public Accountants
("AICPA") and adopted by the Board on an interim, transitional basis in April
2003 and (ii) standards issued by the Board.
In April 2003, the Board adopted, on an interim, transitional basis, generally
accepted auditing standards that were in existence on April 16, 2003. 1 When
the Board adopted those auditing standards, it continued to use the topical organization and reference numbers ("AU sections") in the ASB's then-existing
codification of its standards. 2 Auditing standards issued by the Board ("AS
standards") have not been codified or otherwise organized by topic, and are
numbered in sequential order based upon when they were issued. Thus far, the
Board has issued 18 auditing standards (AS Nos. 1–18), which have superseded
12 interim auditing standards and amended the majority of the remaining interim auditing standards to varying degrees. As a result, the Board's auditing
standards are organized using two separate numbering systems: (i) the numbering system used by the ASB when the Board adopted the interim standards
and (ii) the numbering system used by the Board for the standards it has issued.
The Board undertook a project to consider enhancing the usability of the
PCAOB auditing standards by reorganizing the standards using a single, integrated numbering system and a topical structure that generally follows the
flow of the audit process.
In March 2013, the Board proposed an approach for reorganizing its auditing
standards into a new organizational structure together with related amendments to its auditing standards and rules ("original proposal"). 3 That proposal
set forth a framework for reordering and renumbering the existing auditing
standards in their entirety, without redrafting the standards, imposing new
requirements on auditors, or making substantive changes to the requirements.
The original proposal also included amendments to rescind certain interim auditing standards that the Board believes are no longer necessary.
In May 2014, the Board issued a supplemental request for comment ("supplemental request") on the original proposal. 4 The supplemental request included
proposed line-by-line amendments to PCAOB auditing standards and rules necessary to implement the proposed reorganization along with certain changes
to the reorganization presented in the original proposal. 5 The supplemental
1
See Establishment of Interim Professional Auditing Standards, PCAOB Release No. 2003-006
(Apr. 18, 2003) (adopting Rule 3200T, Interim Auditing Standards).
2
Since 2003, the ASB has modified the organizational structure of its standards as part of its
Clarity Project.
3
See Proposed Framework for Reorganization of PCAOB Auditing Standards and Related
Amendments to PCAOB Auditing Standards and Rules, PCAOB Release 2013-002 (March 26, 2013).
4
See Supplemental Request for Comment: Proposed Framework for Reorganization of PCAOB
Auditing Standards and Related Amendments to PCAOB Auditing Standards and Rules, PCAOB
Release 2014-001 (May 7, 2014).
5
At the same time, the Board released on its website an online demonstration version that
presented the existing auditing standards as they would look if reorganized according to the proposed
(continued)
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request also reopened the comment period on the original proposal to seek further comment on matters discussed in the original proposal, as well as on the
implementing amendments in the supplemental request.
The Board received 19 comment letters on the original proposal and seven comment letters on the supplemental request. 6 Commenters generally supported
the proposed reorganization of PCAOB auditing standards. Some commenters
suggested modifications to the Board's proposal, including changes to the proposed reorganization, which are described below.
Sections III and IV of this release describe the reorganization and related
amendments to PCAOB standards and rules and discuss comments received
on the original proposal and supplemental request in greater detail.

III. The Reorganization
After considering the suggestions from commenters on the original proposal
and supplemental request, the Board is adopting amendments to reorganize
the standards substantially as proposed, with some refinements as described
below.
Under the reorganization, the individual standards will be grouped into the
following topical categories:

•

General Auditing Standards—Standards on broad auditing principles, concepts, activities, and communications;

•

Audit Procedures—Standards for planning and performing audit
procedures and for obtaining audit evidence;

•
•

Auditor Reporting—Standards for auditors' reports;

•

Other Matters Associated with Audits—Standards for other work
performed in conjunction with an audit of an issuer or of a broker
or dealer.

Matters Relating to Filings Under Federal Securities Laws—
Standards on certain auditor responsibilities relating to U.S. Securities and Exchange Commission ("SEC" or "Commission") filings
for securities offerings and reviews of interim financial information; and

Within each category are subcategories to further organize similar topics, such
as standards related to auditor communications in the "General Auditing Standards" category. Appendix 1 to this release illustrates the reorganization, including the categories and subcategories for PCAOB auditing standards. The
integrated referencing system uses an "AS" prefix to identify the auditing standards, which is consistent with common practice for describing standards issued
by the Board (for example, "AS No. 7" for the standard on engagement quality
review).
Each standard is assigned a unique section number, based on a four-digit numbering system. 7 Using a four-digit system facilitates the grouping of auditing
(footnote continued)
reorganization. The demonstration version of the reorganized auditing standards can be accessed at
http://pcaobus.org/Rules/Rulemaking/Pages/Docket040.aspx.
6
Comment letters are available on the Board's website at Docket 040.
7
Each standard retains its current paragraph numbers, but the paragraph number format of the
standards issued by the Board has been changed to match the format of the paragraph numbers of
its other auditing standards. Each paragraph is numbered ".01," ".02," etc. For example, the reference
for the first paragraph of the standard on audit planning will be "AS 2101.01."
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standards into logical categories and subcategories by topic and avoids potential confusion with the standards of the International Auditing and Assurance
Standards Board ("IAASB") or the ASB. 8
The topical organization also provides a structure for future updates to PCAOB
auditing standards. For example, future auditing standards will be issued as
new or replacement sections and paragraphs within the new structure.
Commenters that supported the Board's use of a distinguishable organizational
structure generally supported the category and subcategory approach to reorganizing the auditing standards and the use of a four-digit numbering system. 9
The Board has made certain refinements to the reorganization that are consistent with comments received. Those changes include: moving the subcategory
"Auditing Internal Control Over Financial Reporting" and its related standard
to follow the subcategory "Audit Planning and Risk Assessment"; 10 moving Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist, to the "Other Matters Associated with Audits"
category; 11 changing the title of existing standard AU sec. 331, Inventories,
to "Auditing Inventories"; 12 and expanding the numbering interval between
standards to allow more flexibility for future standard setting. 13
Some commenters suggested other changes to certain categories and subcategories. For example, some commenters suggested renaming subcategory 2200
"Audit Procedures in Response to Risks—Nature, Timing, and Extent" as "Audit Evidence" and eliminating subcategories 2300 ("Audit Procedures for Specific Aspects of the Audit") and 2400 ("Audit Procedures for Certain Accounts or
Disclosures"). Those commenters also suggested moving the auditing standards
under those subcategories into the retitled subcategory because such standards
relate to obtaining audit evidence. However, those commenters did not suggest
moving other standards that also involve obtaining audit evidence, such as
8
After the Board adopted the standards issued by the ASB, the ASB undertook a project to
clarify its auditing standards that resulted in, among other things, a renumbering and reorganization
of their standards. Consequently, the PCAOB's interim auditing standard AU section ("sec.") 230, Due
Professional Care in the Performance of Work, for example, described the auditor's responsibility for
applying due professional care in planning and performing audits, whereas the ASB standard with
the same number now relates to audit documentation.
9
The views of commenters who preferred other approaches are discussed in Section IV.D.
10
Appendix 1 to this release reflects the movement of the subcategory "Auditing Internal Control
Over Financial Reporting" and its related standard after the subcategory "Audit Planning and Risk
Assessment."
11
Appendix 1 to this release reflects the amendments to move this standard to the category
"Other Matters Associated with Audits."
12
In addition to this name change, Appendix 1 to this release reflects the amendments to change
the auditing standard titles to make them more consistent in style with other standards or to clarify the subject of the standard. These changes include: (i) renaming subcategory 2700 as "Auditor's
Responsibilities Regarding Supplemental and Other Information" (from "Auditor's Responsibilities
Regarding Supplementary and Other Information") to be consistent with the title of AS 2701, Auditing Supplemental Information Accompanying Audited Financial Statements, and (ii) changing the
reference number of AS 3105, Dating of the Independent Auditor's Report, to AS 3110 to make room if
the proposed auditing standard, The Auditor's Report on an Audit of Financial Statements When the
Auditor Expresses an Unqualified Opinion, is adopted by the Board.
13
The supplemental request included a refinement to generally expand the numbering interval within the subcategories from a four–digit number structure using consecutive numbering to
using increments of five. This change allows for more flexibility for future standards. However, the
amendments do not change the intervals between AS 2501, Auditing Accounting Estimates, AS 2502,
Auditing Fair Value Measurements and Disclosures, and AS 2503, Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities, as the Board has a standard-setting project that
is, among other things, considering a combined standard to include the topics addressed by these
standards. As part of that project, the Board will decide which topics, if any, to combine, which topics
will be maintained as separate standards, and whether the numbering of these standards should be
modified.
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the standard on identifying and assessing risks. Revising the titles of certain
categories and subcategories to be more general, thereby encompassing more
standards, would make the reorganized standards more difficult to navigate
and would not follow the audit process as closely as the proposed reorganization. Therefore these changes were not made.
The Board also received comments that suggested moving individual standards
to different categories. Some commenters suggested moving AU sec. 336, Using
the Work of a Specialist, and AU sec. 543, Part of Audit Performed by Other
Independent Auditors, from the "General Auditing Standards" category to the
"Audit Procedures" category as these standards include specific auditing procedures. Another commenter suggested keeping these standards within the general category but moving them into a new subcategory titled "Using the Work
of Others." These changes were not made. These standards were intentionally
placed near Auditing Standard No. 10, Supervision of the Audit Engagement,
because, in certain situations, other auditors and auditors' specialists already
are required to be supervised pursuant to that supervision standard. Also, some
commenters suggested moving one or more of the following standards from
the "Audit Procedures" category to the "Auditor Reporting" category as these
standards include aspects related to reporting on the financial statements: (i)
Auditing Standard No. 17, Auditing Supplemental Information Accompanying
Audited Financial Statements; (ii) AU sec. 558, Required Supplementary Information; and (iii) Auditing Standard No. 6, Evaluating Consistency of Financial
Statements. However, moving these standards to the reporting section of the
reorganization might lead auditors to overlook performance requirements in
those standards. Thus, those three standards remain in the "Audit Procedures"
category.

IV. Changes to PCAOB Standards and Rules
Appendix 4 to this release presents the amendments to PCAOB standards and
rules to implement the reorganization of the PCAOB's auditing standards and
other related amendments. These amendments are technical changes that include rescinding certain interim auditing standards that the Board believes
are no longer necessary and eliminating certain inoperative language or references. The changes do not impose new requirements on auditors or change the
substance of the requirements for performing and reporting on audits under
PCAOB standards.
This section discusses the amendments in Appendix 4 and the comments received on the amendments presented in the original proposal and supplemental
request.

A. Changes to PCAOB Standards
The amendments in Appendix 4 primarily update section numbers, update
cross- references among standards using the numbering system in the adopted
reorganization, and change the titles of certain standards, as described in Section III of this release. 14 For example, for AU sec. 324, Service Organizations,
the amendments replace "AU sec." with "AS" and "324" with "2601." The title of
this standard is changed to "Consideration of an Entity's Use of a Service Organization." As described above, the paragraph numbers within the standard
remain the same. For example, AU sec. 324.05 becomes AS 2601.05.
14
As noted earlier, Appendix 1 to this release identifies the standards in which the title has
changed. Appendix 2 to this release includes a mapping between the existing reference numbers and
the reference numbers in the reorganization.
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Other amendments rescind certain interim standards and remove or update
certain terms and phrases in the standards, such as references to generally
accepted auditing standards ("GAAS"). Those changes are discussed in the following paragraphs.

1. Interim Auditing Standards to be Rescinded
As proposed, the Board is rescinding the following interim standards: 15

•
•
•

AU sec. 150, Generally Accepted Auditing Standards

•
•

AU sec. 532, Restricting the Use of an Auditor's Report

AU sec. 201, Nature of the General Standards
AU sec. 410, Adherence to Generally Accepted Accounting Principles
AU sec. 901, Public Warehouses—Controls and Auditing Procedures for Goods Held

Some commenters suggested retaining AU sec. 532, noting that auditors sometimes need to restrict the use of their reports, and expressed a concern that rescinding AU sec. 532 might be perceived as precluding auditors from restricting
the use of those reports. The commenters cited examples of specific situations in
which the use of audit reports should be restricted and indicated that auditors
look to AU sec. 532 for the applicable reporting language. The Board observed
that the examples cited by the commenters related to situations that were already addressed by other PCAOB standards or rules. 16 Accordingly, retaining
AU sec. 532 is unnecessary in those situations.
Commenters also cited Auditing Standard No. 16, Communications with Audit
Committees, but that standard, by its terms, does not require the auditor to restrict the use of audit committee communications. Since the comments received
did not identify a specific need for retaining AU sec. 532, the Board asked in
the supplemental request for examples of situations that support keeping this
standard.
Some commenters also raised questions regarding restricting the use of audit
committee communications under Auditing Standard No. 16. Specifically, commenters observed that footnote 41 of Auditing Standard No. 16 cites AU sec.
532 and that AU sec. 532, as amended, lists audit committee communications
pursuant to Auditing Standard No. 16 as "by-product" reports whose use should
be restricted. 17 However, even in the absence of AU sec. 532, nothing precludes
auditors from restricting the use of communications to audit committees under
Auditing Standard No. 16. 18 Therefore, the Board is rescinding AU sec. 532 as
proposed.
15
The original proposal also discussed why the Board proposed to rescind the standards and
why AU sec. 534, Reporting on Financial Statements Prepared for Use in Other Countries, would not
appear in the reorganized PCAOB auditing standards.
16
Specifically, commenters cited situations covered by AU sec. 325, Communications About Control Deficiencies in an Audit of Financial Statements, and AU sec. 623, Special Reports, which address
use restrictions in those situations. One commenter identified PCAOB Rule 3524, Audit Committee
Pre-approval of Certain Tax Services, Rule 3525, Audit Committee Pre-approval of Non-audit Services
Related to Internal Control Over Financial Reporting, and Rule 3526, Communication with Audit
Committees Concerning Independence. That commenter acknowledged, however, that those communications are not reports that are covered by AU sec. 532, which applies to audit reports that are the
"by-product" of an audit.
17
See paragraphs .07 and .11 of AU sec. 532. AU sec. 532.07 also listed reports issued pursuant
to AU sec. 325 and AU sec. 623 as by-product reports.
18
If an auditor decides to restrict the use of certain reports to a company's audit committee,
he or she may consider the direction provided by other standards that address restricting the use of
(continued)
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The Board also received comments about retaining or rescinding other interim
auditing standards. One commenter suggested retaining AU sec. 901 and combining it with AU sec. 331, Inventories. As discussed in the original proposal,
AU sec. 901 reports the conclusions of a 1966 study of the AICPA Committee
on Auditing Procedure on the accountability of warehousemen for goods stored
in public warehouses. AU sec. 901 is unnecessary because the specific auditing
requirements regarding inventory held in public warehouses are set forth in
AU sec. 331. Therefore, the Board is rescinding this standard as proposed.
A commenter suggested rescinding AU sec. 625, Reports on the Application of
Accounting Principles, AU sec. 801, Compliance Auditing Considerations in Audits of Governmental Entities and Recipients of Governmental Financial Assistance, and AU sec. 544, Lack of Conformity with Generally Accepted Accounting
Principles. Another commenter expressed support for retaining AU sec. 625.
The Board is not rescinding these standards at this time because they cover
situations that may be related to audits of issuers.

2. Interpretive Publications
Among other things, AU sec. 150 described the auditor's responsibilities regarding interpretive publications, which consist of auditing interpretations of the
interim auditing standards, appendices to the interim auditing standards, auditing guidance included in AICPA Audit and Accounting Guides, and AICPA
auditing Statements of Position. 19
The Board proposed to retain almost all 20 of the AICPA auditing interpretations and to present the auditing interpretations separately from the auditing
standards on the Board's website in a manner similar to PCAOB guidance.
As addressed in the supplemental request, the proposed amendments numbered the interpretations consecutively using a two-digit section number that
followed an "AI" prefix and used title language in the form of "Auditing Interpretations of AS xxxx." The auditing interpretations will be presented on the
guidance page of the Board's website, consistent with their presentation in the
online demonstration version that accompanied the supplemental request. As
the Board proposed to retain the auditing interpretations, the Board similarly
proposed to retain the existing requirement to be aware of and consider the
auditing interpretations. 21
Some commenters suggested that the PCAOB retain the practice of presenting interpretations with the related auditing standards along with adding
other Board-issued guidance. Another commenter suggested a numbering

(footnote continued)
reports, such as AS 1305.06 (formerly AU sec. 325.6). That standard requires that the auditor's written
communication to the audit committee include a statement that the communication is intended solely
for the information and use of the board of directors, audit committee, management, and others within
the organization. It further provides that when there are requirements established by governmental
authorities to furnish such written communications, specific reference to such regulatory authorities
may be made.
19
See AU sec. 150.06. Pursuant to PCAOB Rule 3200T, the auditor's responsibilities regarding
interpretive publications relate to the publications described in AU sec. 150.06 that were in existence
as of April 16, 2003, to the extent not amended or superseded by the Board.
20
As discussed in the original proposal, the Board proposed to rescind auditing interpretations
related to standards that will not be in the reorganization, specifically, the interpretations of AU sec.
410 and AU sec. 534. Also, the Board proposed to remove interpretation 16 (paragraphs .76–.84) of AU
sec. 9508, Reports on Audited Financial Statements: Auditing Interpretations of Section 508, which
does not relate to audits of issuers, brokers, or dealers.
21
The Board proposed to add this requirement to AS 1001, Responsibilities and Functions of the
Independent Auditor.
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convention analogous to the existing auditing interpretations, specifically, using
a "9" prefix before the standard number. The Board is adopting the organizational structure and numbering of the auditing interpretations as proposed. It is
important to distinguish standards from auditing interpretations and guidance
because, among other reasons, an auditor's responsibility related to auditing
standards differs from the auditor's responsibility regarding auditing interpretations and other interpretive publications. The Board is also adopting the
numbering convention as presented in the supplemental request. The titles
of the interpretations (along with the hyperlinks) identify the corresponding
standards, which should help auditors and other users associate the interpretations with their related standards. The Board will continue to assess the need
to update the guidance in the auditing interpretations.
The Board also proposed to retain almost all of the appendices 22 to the interim
auditing standards and to continue presenting those appendices together with
their related auditing standards in the same manner that the appendices to
Board-issued standards are presented. 23 In addition, the Board proposed to
retain the American Bar Association's Statement of Policy Regarding Lawyers'
Responses to Auditors' Requests for Information, currently included as Exhibit
II of AU sec. 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments. 24 The Board received no specific comments on these matters.
The Board is retaining the interim standards' appendices and Exhibit II of AU
sec. 337 in the reorganized standards as proposed.
The Board proposed to remove from PCAOB auditing standards references
to AICPA Audit and Accounting Guides and AICPA auditing Statements of
Position. Commenters responded that auditors historically have used audit and
accounting guides in their audits of companies in specialized industries, and
they offered a variety of suggestions about how the Board should treat them,
such as retaining the existing references in PCAOB standards, acknowledging
the usefulness of current editions of the guides, or replacing them with the
Board's own specialized industry guidance.
The Board is adopting the amendments to remove references to AICPA Audit
and Accounting Guides and AICPA auditing Statements of Position because the
guides referenced in PCAOB standards are outdated. 25 While auditors might
consider more recent editions of audit and accounting guides or other materials
to be useful reference materials—for example, for information about specialized industries—the auditor's responsibility is to comply with PCAOB auditing
and related professional practice standards. In connection with its oversight
activities, the PCAOB will continue to consider developing guidance on the
application of PCAOB standards when the need arises.

22
The Board proposed to delete the appendices that contain paragraphs .86 and .87 of AU sec.
316, Consideration of Fraud in a Financial Statement Audit, which provide amendments to AU sec.
230, Due Professional Care in the Performance of Work, and AU sec. 333, Management Representations,
respectively, as these amendments already are reflected in the standards themselves.
23
Appendices to Board-issued standards are an integral part of those standards. See Auditing
Standards Related to the Auditor's Assessment of and Response to Risk and Related Amendments to
PCAOB Standards, PCAOB Release No. 2010-004, at A10-3 (August 5, 2010).
24
The Board also proposed to delete the exhibit that includes AU sec.316.88 as it provides guidance to management regarding antifraud programs and controls. In addition, the Board proposed to
delete Exhibit I of AU sec. 337 because it merely presents excerpts of Financial Accounting Standard
Board ("FASB") Statement No. 5, Accounting for Contingencies, which are set forth in the FASB's
Accounting Standards Codification.
25
AICPA Audit and Accounting Guides and auditing Statements of Position referenced in PCAOB
standards are the editions of those publications as in existence on April 16, 2003.
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3. Other Changes to PCAOB Standards
In the supplemental request, the Board proposed amendments to replace references to GAAS throughout the auditing standards with references to the
standards of the PCAOB or PCAOB auditing standards and, accordingly, to supersede Auditing Standard No. 1, References in Auditors' Reports to the Standards of the Public Company Accounting Oversight Board. Commenters generally supported these changes.
Auditing Standard No. 1 provides that whenever the auditor is required by
existing standards to reference GAAS in a report, the auditor must instead
refer to "the standards of the Public Company Accounting Oversight Board
(United States)." Auditing Standard No. 1 also includes a requirement for the
report to include the city and state, (or city and country), of the auditor. As
Auditing Standard No. 1 also applies to reports issued in accordance with the
PCAOB's attestation standards, the Board proposed similar amendments to
update GAAS references and to include the city and state, (or city and country),
in the interim attestation standards.
The Board received no comments on its proposal to supersede Auditing Standard No. 1. One commenter suggested that the title of illustrative auditor's
reports in the PCAOB's standards also be revised to reflect the title used in Auditing Standard No. 1's illustrative reports (that is, change the title of the illustrative reports to "Report of Independent Registered Public Accounting Firm").
The Board is adopting the amendments and superseding Auditing Standard
No. 1 as proposed and, as suggested, is adding amendments to change the title
of illustrated reports included in the standards. The amendments do not change
the requirements for the content of the auditor's report. 26
The Board also proposed to eliminate certain inoperative language in auditing
standards and interpretations and to eliminate inoperative references to AICPA
standards or rules. For example, the Board proposed to remove references to
provisions of the AICPA Code of Professional Conduct or ethics rules that were
not adopted as interim standards of the PCAOB and to replace references to
AICPA standards with references to PCAOB standards, where appropriate. 27
As part of this effort the Board also proposed to remove references to superseded
standards. 28
The Board did not receive comments, except as described below, on the proposed
amendments to remove (i) references to superseded standards and (ii) inoperative language and references. With the exception of the changes described
below, the Board is adopting the remainder of such amendments as proposed.
The Board also received comments on the proposed amendments to interpretation 4 of AT sec. 9101, Attest Engagements: Attest Engagements Interpretations

26
For example, the amendments would not preclude an unregistered firm that applies PCAOB
standards from omitting "Registered" from the title of its report.
27
For example, the Board proposed to delete from AS 1005, Independence, and AS 2605, Consideration of the Internal Audit Function, references to AICPA independence requirements that were
never adopted by the Board. Similar types of changes were made to AS 2705, Required Supplementary Information, AS 6101, Letters for Underwriters and Certain Other Requesting Parties, AS 6105,
Reports on the Application of Accounting Principles, AI 24, Special Reports: Auditing Interpretations
of AS 3305, and AI 25, Association with Financial Statements: Auditing Interpretations of AS 3320.
28
For example, the Board proposed to remove references to superseded standards in AS 3305,
Special Reports, AS 4105, Reviews of Interim Financial Information, AI 10, Part of the Audit Performed
by Other Independent Auditors: Auditing Interpretations of AS 1205, AI 23, Reports on Audited Financial Statements: Auditing Interpretations of AS 3101, AI 24, Special Reports: Auditing Interpretations
of AS 3305, AT Section 701, Management's Discussion and Analysis, AT Section 9101, Attest Engagements: Attest Engagements Interpretations of Section 101, and ET Section 101, Independence.
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of Section 101, which addresses letters to regulators when they request access
to or copies of attestation documentation. This interpretation includes illustrative letters preceded by introductory paragraphs that discuss the use of such
letters. The introductory paragraphs include a reference to a superseded auditing standard and auditing interpretation. The proposed amendments would
have removed the introductory paragraphs, leaving only the illustrative letters
to this interpretation. Commenters stated that the introductory paragraphs are
necessary to provide context to the illustrative letters. The Board has revised
the amendments to include a paragraph that introduces the illustrative letters
while eliminating the superseded references.

B. Changes to PCAOB Rules
In conjunction with the reorganization of PCAOB auditing standards, the Board
proposed to amend PCAOB Rule 3200T, which requires auditors to comply with
the Board's interim auditing standards, to remove (i) the reference to AU sec.
150, which, as discussed above, would not be included in the reorganized standards, and (ii) terms such as "interim auditing standards" and "generally accepted auditing standards." Those terms are not relevant under the proposed
reorganization and could be confusing to some users of the standards. In addition, the Board would make the rule a permanent rule rather than a temporary
rule and, therefore, would remove the word "Interim" from the title of the rule. 29
The amended rule, as proposed, would require compliance with all PCAOB auditing standards.
The Board received no comments on the proposed amendments to Rule 3200T
and is adopting them as proposed. These changes do not modify the auditor's existing responsibilities for complying with PCAOB auditing standards. Instead,
the changes update Rule 3200T so that it describes, in one rule, the auditor's
responsibilities for complying with all of the auditing standards included in the
reorganization—those that the Board adopted as interim standards in 2003
and those that the Board has adopted since.

C. Additional Amendments for Auditing Standard No. 18
The Board has adopted certain additional amendments beyond those included
in the original proposal or supplemental request. Specifically, on June 10, 2014,
after the supplemental request, the Board adopted Auditing Standard No. 18,
Related Parties, amendments to certain PCAOB auditing standards regarding
significant unusual transactions, and certain other amendments to PCAOB auditing standards. 30 The Board is adopting additional amendments to incorporate Auditing Standard No. 18 and the other amendments into the reorganized
auditing standards. 31
Notably, these amendments, like the other adopted amendments, are technical
in nature and do not substantively affect the requirements in PCAOB standards
or rules.

29
The Board also proposed a conforming amendment to Rule 3101, Certain Terms Used in Auditing and Related Professional Practice Standards, as described in Appendix 4. The Board received
no comments on that amendment and is adopting it as proposed. The amendment does not change
the meaning or scope of that rule.
30
See Auditing Standard No. 18—Related Parties, Amendments to Certain PCAOB Auditing
Standards Regarding Significant Unusual Transactions, and Other Amendments to PCAOB Auditing
Standards, PCAOB Release No. 2014-002 (June 10, 2014).
31
Separately, the Board also is making a technical amendment to AS 2610.09 (formerly AU sec.
315.09) to consolidate the bullet points in the paragraph, and AS 2705.09 (formerly AU sec 558.09) to
update an outdated reference. Appendix 4 includes these amendments.
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D. Consideration of Other Comments
The Board received other comments that are not directly related to the amendments adopted in this release. Some comments generally related to possible
other enhancements to the Board's standards or the presentation of standards
on the PCAOB website, in many cases consistent with potential enhancements
discussed in the original proposal and supplemental request. In general, these
suggested enhancements involved:

•

Updating outdated references to generally accepted accounting
principles ("GAAP") within the auditing standards;

•

Reorganizing PCAOB guidance into an integrated topical structure;

•

Adding links on the website from the auditing standards to related
guidance; and

•

Adding features to the Board's standards on the website, such as
converting cross-references into hyperlinks.

The Board plans to address GAAP references in its standards in the context
of future standard-setting activities because updating these references could
involve substantive changes to the auditing standards that are outside the nearterm scope of this project. Also, the Board plans to consider ways to enhance
the usability of PCAOB guidance. Additionally, the Board continues to consider
opportunities for improving its website. 32
The Board also received comments advocating other actions besides reorganizing PCAOB auditing standards as described in the original proposal. For example, some of those commenters suggested full convergence with the IAASB
or ASB standards or adopting the standards of the IAASB or ASB and adding
incremental requirements for the auditor to perform when conducting an audit
of an issuer. As the Board has explained previously:
[B]ecause the Board's standards must be consistent with the Board's statutory
mandate, differences will continue to exist between the Board's standards and
the standards of the IAASB and ASB e.g., when the Board decides to retain
an existing requirement in PCAOB standards that is not included in IAASB
or ASB standards. Also, certain differences are often necessary for the Board's
standards to be consistent with relevant provisions of the federal securities laws
or other existing standards or rules of the Board. Also, the Board's standardssetting activities are informed by and developed to some degree, in response to
observations from its oversight activities. 33

Nevertheless, the PCAOB continues to consider carefully the work of the IAASB
and ASB in PCAOB standard-setting projects. Additionally, the Board will consider the organization and content of individual standards during the course of
future standard- setting projects.

V. Economic Considerations and Application to Audits
of Emerging Growth Companies
This section discusses economic considerations related to the reorganization,
specifically, the need for rulemaking, alternatives considered, description of the
32
The Board updates its website to reflect changes to the Board rules and standards that are
approved by the SEC. Accordingly, if the amendments to this release are approved by the SEC, the
PCAOB would update its website to reflect the auditing standards as reorganized.
33
See PCAOB Release 2010-004, at A10-91–A10-92.
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baseline, and consideration of benefits and costs. It also discusses considerations related to audits of emerging growth companies ("EGCs").

A. Need for Rulemaking
As discussed in more detail in Section II of this release, the reorganization
creates a standardized organizational structure of PCAOB auditing standards
to enhance the usability of the standards, including helping users navigate the
standards more easily. This could help auditors, for example, find more easily
the relevant requirements in PCAOB standards for a particular area of the
audit, which could facilitate compliance with PCAOB standards.
The reorganization also could help avoid potential confusion between the
Board's standards and the recently reorganized standards of the ASB, if the
same AU section reference was used for different standards covering different
topics.
In addition, the reorganization would provide a structure for updating PCAOB
standards in the future.
Commenters generally supported the reorganization of PCAOB auditing standards.

B. Consideration of Alternatives
In the original proposal, the Board outlined three alternatives to the proposed
approach 34 for reorganizing the standards:
1.
2.

3.

Continue issuing sequentially numbered standards until all of the
interim standards are replaced;
Retain the organizational structure of the existing interim standards and assign section numbers to Board-issued standards that
would fit into the existing organizational structure; or
Adopt the organizational structure of another auditing standard
setter, such as the IAASB.

The first alternative would eventually result in a single structure and would
avoid the potential confusion between PCAOB auditing standards and the standards of other standard setters. However, this alternative would take years for
users to receive its benefits, and, under this approach, the standards would be
more difficult to navigate than a topical system.
The second alternative would provide little benefit to users because it has few
categories and is less intuitive than an organized structure that follows the
flow of the audit process. In addition, as the ASB continues to use a threedigit system to reference its standards, the potential for confusion between the
standards of the Board and the standards of the AICPA, as previously discussed
in Section III, would remain.
The third alternative could be confusing to users if PCAOB standards and
IAASB standards used the same section numbers for standards that address
different topics. Similar issues would arise if the PCAOB adopted the organizational structure of the clarified ASB standards.
Other commenters suggested that the PCAOB collaborate with other standard
setters to develop a unified framework for auditing standards or to develop
a codification of the auditing standards in a manner similar to the approach

34
The Board proposed the approach described in Section II because it addresses more fully the
reasons for the reorganization.
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taken by the FASB with its accounting standards. 35 Another commenter suggested that the Board limit time spent on this project and instead focus its
efforts on other matters on the Board's standard- setting agenda. The Board's
reorganization of the auditing standards, as described in Section III, provides
immediate benefits to users, such as making standards easier to navigate and
establishing a structure for future updates of the standards. Thus, the Board
decided to proceed with this project.
As previously discussed, the majority of commenters were in favor of the Board
using a distinguishable organizational structure. Those commenters supported
the organization as proposed or offered suggestions to the proposed reorganization such as changes to the titles, categorization, or sequence of existing
standards and guidance. The Board has made some refinements to the organizational structure and amendments presented in the original proposal and
supplemental request, as discussed in Sections III and IV of this release.

C. Baseline
The existing organizational structure of PCAOB auditing standards is described in Section II of this release as consisting of sequentially numbered AS
standards and AU sections representing the remaining interim standards that
the Board has not superseded. The Board believes this current organizational
structure is generally reflected in references made in firm methodologies, commercially published guidance, and other technology tools, and therefore constitutes the baseline against which impacts can be considered.

D. Consideration of Benefits and Costs
The reorganization of PCAOB auditing standards involves amendments that
do not impose additional requirements on auditors or substantively change the
requirements of PCAOB standards. Thus, the reorganization is not expected to
affect the manner in which audits are performed and reported under PCAOB
standards.
As discussed previously, benefits of the reorganization stem from a single, integrated organizational structure for PCAOB auditing standards that is easier
for auditors and others to use. Among other things, this could help auditors
find more easily the relevant requirements in PCAOB standards for a particular area of the audit, which could facilitate compliance with PCAOB standards.
It also could help avoid the potential for confusion between PCAOB standards
and ASB standards.
As discussed in the original proposal, the primary incremental costs of the
changes related to the reorganization would be costs to registered firms of updating references within firm methodologies, related reference materials, and
practice aids to reflect the new citations to PCAOB auditing standards, as well
as training on the new organizational structure. The adopted reorganization is
likely to have less cost than approaches suggested by some commenters—for
example, a unified framework or FASB-like codification—that would involve
substantial redrafting of PCAOB auditing standards and therefore the potential for more extensive modifications to registered firms' methodologies and
related materials.
Comments on potential benefits and costs of the proposal generally were consistent with these views. Commenters who advocated using the IAASB or ASB
organizational structure or working with other standard setters to develop a
35

For example, this approach might apply an Area, Topic, Subtopic, and Section structure.
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unified organizational structure cited additional costs associated with supporting compliance with two different sets of auditing standards. However, the
costs cited by the commenters stem principally from differences in the standards themselves rather than how they are organized. Furthermore, the reorganization involves changing the titles, categorization, or sequence of existing
standards and guidance; it does not create a new set of auditing standards. In
addition, reorganizing the standards to make them easier to navigate should
help users of the standards compare PCAOB standards to IAASB and ASB
standards.

E. Application to Audits of Emerging Growth Companies
The Board does not anticipate that the preceding economic considerations
would be different for audits of EGCs, as defined by the Jumpstart Our Business Startups Act of 2012 ("JOBS Act"). 36 Pursuant to Section 104 of the JOBS
Act, any rules adopted by the Board subsequent to April 5, 2012, do not apply
to the audits of EGCs (as defined in Section 3(a)(80) of the Securities Exchange
Act of 1934 ["Exchange Act"]) unless the SEC "determines that the application
of such additional requirements is necessary or appropriate in the public interest, after considering the protection of investors and whether the action will
promote efficiency, competition, and capital formation." 37
As discussed previously, the reorganization of PCAOB auditing standards
would involve amendments that do not impose additional requirements on auditors or change substantively the requirements of PCAOB standards. Thus,
the reorganization, including the amendments, is not expected to affect the
manner in which audits are performed and reported under PCAOB standards,
including audits of EGCs. The Board sought comment on the effect, if any, the
reorganization would have specifically on audits of EGCs. Commenters indicated that they were not aware of any costs that would be specific to audits of
EGCs when compared to costs of non-EGC audits.
Accordingly and pursuant to the above discussion, the PCAOB requests that the
Commission determine that it is necessary or appropriate in the public interest,
after considering the protection of investors and whether the action will promote efficiency, competition, and capital formation, to apply these amendments
to audits of EGCs.

VI. Audits of Brokers and Dealers
Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act ("Dodd-Frank Act") 38 expanded the authority of the Board to oversee the
audits of brokers and dealers that are required under SEC rules. On July 30,
36
See Section 101 of the JOBS Act. As of September 30, 2014, based on the PCAOB's research,
1,726 SEC registrants have identified themselves as EGCs in SEC filings. These companies operate in
diverse industries with Standard Industrial Classification codes such as pharmaceutical preparations,
blank checks, real estate investment trusts, prepackaged software services, business services, metal
mining, and computer processing/data preparations services. For EGCs in which audited financial
statements were available, those companies reported assets ranging from zero to approximately $13.0
billion, with an average and median of $199.0 million and approximately $2.4 million, respectively. The
companies reported revenue ranging from zero to approximately $993.5 million, with an average and
median of $59.8 million and $21 thousand, respectively. Approximately 44 percent of the companies
were audited by accounting firms that issued audit reports for more than 100 public company audit
clients, and the remainder of the companies were audited by firms that issued audit reports for 100
or fewer public company audit clients.
37
See JOBS Act, Pub. L. No. 112-106, §104.
38
Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).
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2013, the SEC amended its rules, including SEC Rule 17a-5 under the Exchange
Act, to require, among other things, that audits of brokers' and dealers' financial statements and examinations of reports regarding compliance with SEC
requirements be performed in accordance with the standards of the PCAOB,
effective for fiscal years ending on or after June 1, 2014. 39 Commenters agreed
with the Board's view that the reorganization is appropriate for all audits, including audits of brokers and dealers.

VII. Effective Date
The original proposal requested commenters to provide factors the Board should
consider in determining the effective date. Factors provided by commenters,
among other things, included providing sufficient time for firms to update their
methodologies, reference materials, and practice aids and to train staff. One
commenter, an accounting firm, also suggested using a single transition date
as opposed to a date dependent on the year end of an issuer, broker, or dealer
as from that firm's perspective a single date would facilitate a more efficient
transition to the reorganization.
After considering the comments received and the timing of the adoption of the
reorganization, the Board has determined that the accompanying reorganization and related amendments will be effective, subject to SEC approval, as of
December 31, 2016. If the adopted amendments accompanying this release are
approved by the SEC, nothing precludes auditors and others from using and
referencing the reorganized standards before the effective date, as the amendments do not substantively change the standards' requirements.

VIII. Appendices
APPENDIX 1—Reorganization of PCAOB Auditing Standards
APPENDIX 2—Comparison of Existing PCAOB Auditing Standards to the Reorganization of PCAOB Auditing Standards
APPENDIX 3—Comparison of the Reorganization of PCAOB Auditing Standards to Existing PCAOB Auditing Standards and the Standards of the International Auditing and Assurance Standards Board and Auditing Standards
Board
APPENDIX 4—Amendments to PCAOB Rules and Standards
***
On the 31st day of March, in the year 2015, the foregoing was, in accordance
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See SEC, Broker-Dealer Reports, Securities Exchange Act of 1934 Release No. 70073 (July 30,
2013), 78 Federal Register 51910 (August 21, 2013), which includes the final rules.
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Appendix 1—Reorganization of PCAOB
Auditing Standards
General Auditing Standards

1000 General Principles and Responsibilities
1001 Responsibilities and Functions of the Independent Auditor
1005 Independence
1010 Training and Proficiency of the Independent Auditor
1015 Due Professional Care in the Performance of Work
1100 General Concepts
1101 Audit Risk
1105 Audit Evidence
1110 Relationship of Auditing Standards to Quality Control Standards 1
1200 General Activities
1201 Supervision of the Audit Engagement
1205 Part of the Audit Performed by Other Independent Auditors
1210 Using the Work of a Specialist
1215 Audit Documentation
1220 Engagement Quality Review
1300 Auditor Communications
1301 Communications with Audit Committees
1305 Communications About Control Deficiencies in an Audit of Financial
Statements
Audit Procedures
2100 Audit Planning and Risk Assessment
2101 Audit Planning
2105 Consideration of Materiality in Planning and Performing an Audit
2110 Identifying and Assessing Risks of Material Misstatement

1
AU sec. 161 is entitled, The Relationship of Generally Accepted Auditing Standards to Quality
Control Standards. The Board is amending the title of this standard to make it more consistent in
style with other standards without changing its substance.
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2200 Auditing Internal Control Over Financial Reporting
2201 An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements

2300 Audit Procedures in Response to Risks—Nature, Timing, and
Extent
2301 The Auditor's Responses to the Risks of Material Misstatement
2305 Substantive Analytical Procedures
2310 The Confirmation Process
2315 Audit Sampling
2400 Audit Procedures for Specific Aspects of the Audit
2401 Consideration of Fraud in a Financial Statement Audit
2405 Illegal Acts by Clients
2410 Related Parties
2415 Consideration of an Entity's Ability to Continue as a Going Concern 2
2500 Audit Procedures for Certain Accounts or Disclosures
2501 Auditing Accounting Estimates
2502 Auditing Fair Value Measurements and Disclosures
2503 Auditing Derivative Instruments, Hedging Activities, and Investments
in Securities
2505 Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments
2510 Auditing Inventories 3
2600 Special Topics
2601 Consideration of an Entity's Use of a Service Organization 4
2605 Consideration of the Internal Audit Function 5
(continued)

2
AU sec. 341 is entitled, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern. The Board is amending the title of this standard to make it more consistent in style with
other standards without changing its substance.
3
AU sec. 331 is entitled, Inventories. The Board is amending the title of this standard to make
it more consistent in style with other standards without changing its substance.
4
AU sec. 324 is entitled, Service Organizations. The Board is amending the title of this standard
to make it more consistent in style with other standards without changing its substance.
5
AU sec. 322 is entitled, The Auditor's Consideration of the Internal Audit Function in an Audit
of Financial Statements. The Board is amending the title of this standard to make it more consistent
in style with other standards without changing its substance.
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2610 Initial Audits—Communications Between Predecessor and Successor
Auditors 6
2700 Auditor’s Responsibilities Regarding Supplemental and Other
Information
2701 Auditing Supplemental Information Accompanying Audited Financial
Statements
2705 Required Supplementary Information
2710 Other Information in Documents Containing Audited Financial
Statements 7
2800 Concluding Audit Procedures
2801 Subsequent Events
2805 Management Representations
2810 Evaluating Audit Results
2815 The Meaning of "Present Fairly in Conformity with Generally Accepted
Accounting Principles"
2820 Evaluating Consistency of Financial Statements
2900 Post-Audit Matters
2901 Consideration of Omitted Procedures After the Report Date
2905 Subsequent Discovery of Facts Existing at the Date of the Auditor's
Report
Auditor Reporting
3100 Reporting on Audits of Financial Statements
3101 Reports on Audited Financial Statements 8
3110 Dating of the Independent Auditor's Report

6
AU sec. 315 is entitled, Communications Between Predecessor and Successor Auditors. The
Board is amending the title of this standard to clarify the subject of the standard without changing
its substance. Additionally, this standard addresses audits of financial statements that have been
audited previously.
7
The Board has proposed a new auditing standard, The Auditor's Responsibilities Regarding
Other Information in Certain Documents Containing Audited Financial Statements and the Related
Auditor's Report. See PCAOB Release No. 2013-005 (August 13, 2013). If adopted by the Board and
approved by the SEC, that proposed standard would become AS 2710.
8
The Board has proposed a new auditing standard, The Auditor's Report on an Audit of Financial
Statements When the Auditor Expresses an Unqualified Opinion. See Proposed Auditing Standards—
The Auditor's Report on an Audit of Financial Statements When the Auditor Expresses an Unqualified
Opinion; The Auditor's Responsibilities Regarding Other Information in Certain Documents Containing Audited Financial Statements and the Related Auditor's Report; and Related Amendments to
PCAOB Standards, PCAOB Release No. 2013-005 (August 13, 2013). If adopted by the Board and
approved by the SEC, that proposed standard would substantially amend AS 3101.
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3200 Reserved
3300 Other Reporting Topics
3305 Special Reports
3310 Special Reports on Regulated Companies 9
3315 Reporting on Condensed Financial Statements and Selected Financial
Data
3320 Association with Financial Statements
Matters Relating to Filings Under Federal Securities Laws
4101 Responsibilities Regarding Filings Under Federal Securities
Statutes 10
4105 Reviews of Interim Financial Information 11
5000 Reserved
Other Matters Associated with Audits
6101 Letters for Underwriters and Certain Other Requesting Parties
6105 Reports on the Application of Accounting Principles
6110 Compliance Auditing Considerations in Audits of Recipients of
Governmental Financial Assistance 12
6115 Reporting on Whether a Previously Reported Material Weakness
Continues to Exist

9
AU sec. 544 is entitled, Lack of Conformity With Generally Accepted Accounting Principles. The
Board is amending the title of this standard to clarify the subject of the standard without changing
its substance.
10
AU sec. 711 is entitled, Filings Under Federal Securities Statutes. The Board is amending the
title of this standard to clarify the subject of the standard without changing its substance.
11
AU sec. 722 is entitled, Interim Financial Information. The Board is amending the title of this
standard to clarify the subject of the standard without changing its substance.
12
AU sec. 801 is entitled, Compliance Auditing Considerations in Audits of Governmental Entities
and Recipients of Governmental Financial Assistance. The Board is amending the title of this standard
to clarify the subject of the standard without changing its substance.
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Appendix 2—Comparison of Existing PCAOB
Auditing Standards to the Reorganization of
PCAOB Auditing Standards
This appendix presents the existing PCAOB auditing standards ("AS No." or
"AU sec.") along with their respective AS reference under the adopted reorganization of PCAOB auditing standards.
Standards that note "Rescind" in the AS Reference column are existing standards that the Board is rescinding in conjunction with the reorganization.
PCAOB
Reference
(AU section or
AS No.)

Current Title

AS Reference

AS No. 1

References in Auditors' Reports to
the Standards of the Public
Company Accounting Oversight
Board

Supersede1

AS No. 3

Audit Documentation

1215

AS No. 4

Reporting on Whether a
Previously Reported Material
Weakness Continues to Exist

6115

AS No. 5

An Audit of Internal Control Over
Financial Reporting That Is
Integrated with An Audit of
Financial Statements

2201

AS No. 6

Evaluating Consistency of
Financial Statements

2820

AS No. 7

Engagement Quality Review

1220

AS No. 8

Audit Risk

1101

AS No. 9

Audit Planning

2101

AS No. 10

Supervision of the Audit
Engagement

1201

AS No. 11

Consideration of Materiality in
Planning and Performing an Audit

2105

AS No. 12

Identifying and Assessing Risks of
Material Misstatement

2110

AS No. 13

The Auditor's Responses to the
Risks of Material Misstatement

2301

1

Auditing Standard No. 1 is superseded as a result of the amendments made to other standards.
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PCAOB
Reference
(AU section or
AS No.)

Current Title

AS Reference

AS No. 14

Evaluating Audit Results

2810

AS No. 15

Audit Evidence

1105

AS No. 16

Communications with Audit
Committees

1301

AS No. 17

Auditing Supplemental
Information Accompanying
Audited Financial Statements

2701

AS No. 18

Related Parties

2410

AU sec. 110

Responsibilities and Functions of
the Independent Auditor

1001

AU sec. 150

Generally Accepted Auditing
Standards

Rescind

AU sec. 161

The Relationship of Generally
Accepted Auditing Standards to
Quality Control Standards

1110

AU sec. 201

Nature of the General Standards

Rescind

AU sec. 210

Training and Proficiency of the
Independent Auditor

1010

AU sec. 220

Independence

1005

AU sec. 230

Due Professional Care in the
Performance of Work

1015

AU sec. 315

Communications Between
Predecessor and Successor
Auditors

2610

AU sec. 316

Consideration of Fraud in a
Financial Statement Audit

2401

AU sec. 317

Illegal Acts by Clients

2405

AU sec. 322

The Auditor's Consideration of the
Internal Audit Function in an
Audit of Financial Statements

2605

AU sec. 324

Service Organizations

2601

AU sec. 325

Communications About Control
Deficiencies in an Audit of
Financial Statements

1305

(continued)
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PCAOB
Reference
(AU section or
AS No.)

Current Title

AS Reference

AU sec. 328

Auditing Fair Value
Measurements and Disclosures

2502

AU sec. 329

Substantive Analytical Procedures

2305

AU sec. 330

The Confirmation Process

2310

AU sec. 331

Inventories

2510

AU sec. 332

Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities

2503

AU sec. 333

Management Representations

2805

AU sec. 336

Using the Work of a Specialist

1210

AU sec. 337

Inquiry of a Client's Lawyer
Concerning Litigation, Claims,
and Assessments

2505

AU sec. 341

The Auditor's Consideration of an
Entity's Ability to Continue as a
Going Concern

2415

AU sec. 342

Auditing Accounting Estimates

2501

AU sec. 350

Audit Sampling

2315

AU sec. 390

Consideration of Omitted
Procedures After the Report Date

2901

AU sec. 410

Adherence to Generally Accepted
Accounting Principles

Rescind

AU sec. 411

The Meaning of Present Fairly in
Conformity With Generally
Accepted Accounting Principles

2815

AU sec. 504

Association With Financial
Statements

3320

AU sec. 508

Reports on Audited Financial
Statements

3101

AU sec. 530

Dating of the Independent
Auditor's Report

3110

AU sec. 532

Restricting the Use of an Auditor's
Report

Rescind
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PCAOB
Reference
(AU section or
AS No.)

Current Title

4015

AS Reference

AU sec. 534

Reporting on Financial
Statements Prepared for Use in
Other Countries

Not Included

AU sec. 543

Part of Audit Performed by Other
Independent Auditors

1205

AU sec. 544

Lack of Conformity With
Generally Accepted Accounting
Principles

3310

AU sec. 550

Other Information in Documents
Containing Audited Financial
Statements

2710

AU sec. 552

Reporting on Condensed Financial
Statements and Selected
Financial Data

3315

AU sec. 558

Required Supplementary
Information

2705

AU sec. 560

Subsequent Events

2801

AU sec. 561

Subsequent Discovery of Facts
Existing at the Date of the
Auditor's Report

2905

AU sec. 623

Special Reports

3305

AU sec. 625

Reports on the Application of
Accounting Principles

6105

AU sec. 634

Letters for Underwriters and
Certain Other Requesting Parties

6101

AU sec. 711

Filings Under Federal Securities
Statutes

4101

AU sec. 722

Interim Financial Information

4105

AU sec. 801

Compliance Auditing
Considerations in Audits of
Governmental Entities and
Recipients of Governmental
Financial Assistance

6110

AU sec. 901

Public Warehouses—Controls and
Auditing Procedures for Goods
Held

Rescind
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Appendix 3—Comparison of the Reorganization of
PCAOB Auditing Standards to Existing PCAOB Auditing
Standards and the Standards of the International
Auditing and Assurance Standards Board and Auditing
Standards Board
This appendix presents the adopted reorganization of PCAOB auditing standards ("AS") along with their references in existing PCAOB auditing standards
and the analogous standards of the International Auditing and Assurance Standards Board ("IAASB") and the Auditing Standards Board of the American
Institute of Certified Public Accountants ("ASB").

AS
Reference

Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

1001

Responsibilities
and Functions of
the Independent
Auditor

AU sec. 110

200 1

200

1005

Independence

AU sec. 220

200

200

1010

Training and
Proficiency of the
Independent
Auditor

AU sec. 210

200

200

1015

Due Professional
Care in the
Performance of
Work

AU sec. 230

200

200

1101

Audit Risk

AS No. 8

200

200

1105

Audit Evidence

AS No. 15

500

500

1110

Relationship of
Auditing
Standards to
Quality Control
Standards

AU sec. 161

220 2

220

1
The responsibilities, functions, training, and proficiency of the independent auditor; independence requirements; exercising due professional care; and audit risk are included in multiple PCAOB
standards (AS 1001, 1005, 1010, 1015, and 1101, respectively) but are included in one IAASB standard
(ISA 200) and one ASB standard (AU-C 200).
2
The relationship of auditing standards to quality control standards, supervision of the audit
engagement, and engagement quality review are covered in separate PCAOB standards (AS 1110,
1201, and 1220, respectively) but are included in one IAASB standard (ISA 220) and one ASB standard
(AU-C 220).
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AS
Reference

Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

1201

Supervision of the
Audit Engagement

AS No. 10

220

220

1205

Part of the Audit
Performed by
Other
Independent
Auditors

AU sec. 543

600

600

1210

Using the Work of
a Specialist

AU sec. 336

500, 620

500, 620

1215

Audit
Documentation

AS No. 3

230

230

1220

Engagement
Quality Review

AS No. 7

220

220

1301

Communications
with Audit
Committees

AS No. 16

210, 260 3

210, 260

1305

Communications
About Control
Deficiencies in an
Audit of Financial
Statements

AU sec. 325

265

265

2101

Audit Planning

AS No. 9

300

300

2105

Consideration of
Materiality in
Planning and
Performing an
Audit

AS No. 11

320

320

2110

Identifying and
Assessing Risks of
Material
Misstatement

AS No. 12

315

315

(continued)

3
Under PCAOB standards, agreeing to the terms of an audit and communications with audit
committees are covered in one standard, whereas those subjects are covered by separate standards
under IAASB standards (ISA 210 and 260, respectively) and ASB standards (AU-C 210 and 260,
respectively).
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Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

2201

An Audit of
Internal Control
Over Financial
Reporting That Is
Integrated with
An Audit of
Financial
Statements

AS No. 5

N/A 4

AT 501

2301

The Auditor's
Responses to the
Risks of Material
Misstatement

AS No. 13

330

330

2305

Substantive
Analytical
Procedures

AU sec. 329

520 5

520

2310

The Confirmation
Process

AU sec. 330

505

505

2315

Audit Sampling

AU sec. 350

530

530

2401

Consideration of
Fraud in a
Financial
Statement Audit

AU sec. 316

240

240

2405

Illegal Acts by
Clients

AU sec. 317

250

250

2410

Related Parties

AS No. 18

550

550

2415

Consideration of
an Entity's Ability
to Continue as a
Going Concern

AU sec. 341

570

570

4
The PCAOB has a standard for auditing internal control over financial reporting when auditing
financial statements. The IAASB does not have a standard on auditing internal control over financial
reporting, and the ASB addresses that subject in its attestation standards (AT 501).
5
Under PCAOB standards, substantive analytical procedures are covered in a separate standard
(AS 2305) and analytical procedures performed in the overall review are included in the standard on
evaluating audit results (AS 2810), whereas those subjects are both included in one IAASB standard
(ISA 520) and one ASB standard (AU-C 520).
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AS
Reference

Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

2501

Auditing
Accounting
Estimates

AU sec. 342

540 6

540

2502

Auditing Fair
Value
Measurements
and Disclosures

AU sec. 328

540

540

2503

Auditing
Derivative
Instruments,
Hedging
Activities, and
Investments in
Securities

AU sec. 332

N/A 7

501

2505

Inquiry of a
Client's Lawyer
Concerning
Litigation, Claims,
and Assessments

AU sec. 337

501 8

501

2510

Auditing
Inventories

AU sec. 331

501 9

501

2601

Consideration of
an Entity's Use of
a Service
Organization

AU sec. 324

402

402

2605

Consideration of
the Internal Audit
Function

AU sec. 322

610

610

(continued)

6
The PCAOB has separate standards for auditing accounting estimates (AS 2501) and auditing
fair value measurements and disclosures (AS 2502), whereas the IAASB and ASB standards each
have one standard on auditing accounting estimates including fair value estimates and disclosures
(ISA 540 and AU-C 540, respectively).
7
The PCAOB has a separate standard for auditing derivative instruments, hedging activities,
and investments in securities (AS 2503). In ASB standards, that subject is included in the standard
on specific considerations regarding audit evidence (AU-C 501). The IAASB has a practice note on
auditing financial instruments but does not have a standard on the subject.
8
The PCAOB has a separate standard on inquiry of a client's lawyers (AS 2505). In IAASB and
ASB standards, inquiry of a client's lawyers is included in the standard on specific considerations
regarding audit evidence (ISA 501 and AU-C 501, respectively).
9
The PCAOB has a separate standard on auditing inventories (AS 2510). In IAASB and ASB
standards, auditing inventories is included in the standard on specific considerations regarding audit
evidence (ISA 501 and AU-C 501, respectively).
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Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

2610

Initial Audits—
Communications
Between
Predecessor and
Successor
Auditors

AU sec. 315

510

510

2701

Auditing
Supplemental
Information
Accompanying
Audited Financial
Statements

AS No. 17

N/A

725

2705

Required
Supplementary
Information

AU sec. 558

N/A

730

2710

Other Information
in Documents
Containing
Audited Financial
Statements

AU sec. 550

720

720

2801

Subsequent
Events

AU sec. 560

560 10

560

2805

Management
Representations

AU sec. 333

580

580

2810

Evaluating Audit
Results

AS No. 14

240, 330,
450, 500,
520 11

240, 330,
450, 500,
520

10
In PCAOB standards, the subjects of subsequent events and subsequent discovery of facts
existing at the report date are covered by separate standards (AS 2801 and 2905, respectively). In
IAASB and ASB standards, those subjects are included in the standard on subsequent events (ISA
560 and AU-C 560, respectively).
11
In PCAOB standards, the subject of evaluating audit results is covered in one standard (AS
2810). In IAASB and ASB standards, various topics related to evaluating audit results are covered
in multiple standards, particularly, the standards related to the auditor's responsibilities regarding
fraud, the auditor's responses to assessed risks, evaluation of misstatements, audit evidence, and
analytical procedures (ISA 240, 330, 450, and 520 and AU-C 240, 330, 450, 500, and 520, respectively).
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AS
Reference

Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

2815

The Meaning of
"Present Fairly in
Conformity with
Generally
Accepted
Accounting
Principles"

AU sec. 411

700 12

700

2820

Evaluating
Consistency of
Financial
Statements

AS No. 6

N/A

708

2901

Consideration of
Omitted
Procedures After
the Report Date

AU sec. 390

N/A

585

2905

Subsequent
Discovery of Facts
Existing at the
Date of the
Auditor's Report

AU sec. 561

560

560

3101

Reports on
Audited Financial
Statements

AU sec. 508

700, 705,
706, 710

700, 705,
706

3110

Dating of the
Independent
Auditor's Report

AU sec. 530

560, 700 13

560, 700

(continued)

12
The PCAOB has separate standards on the subjects of present fairly in conformity with generally accepted accounting principles (AS 2815) and reporting on audited financial statements, including emphasis paragraphs, departures from the standard opinion, and reporting on comparative
statements (AS 3101). In IAASB and ASB standards, the subject of presenting fairly is included in
the standard on forming an opinion and reporting on audited financial statements (ISA 700 and AU-C
700, respectively), but there are separate standards for emphasis paragraphs and departures from
the standard opinion (ISA 705 and 706, respectively, and AU-C 705 and 706, respectively). In IAASB
standards, reporting on comparative financial statements also is covered in a separate standard (ISA
710), whereas that subject is included in the ASB standard on forming an opinion and reporting on
audited financial statements (AU-C 700).
13
Under PCAOB standards, the subject of dating the independent auditor's report is covered in
a single standard (AS 3110). Under IAASB and ASB standards, the standard requirement for dating
the auditor's report is covered in the reporting standard (ISA 700 and AU-C 700, respectively), and
the subject of dating the auditor's report when there is a subsequent discovery of facts is covered
in the subsequent events standard (ISA 560 and AU-C 560, respectively).
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Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

3305

Special Reports

AU sec. 623

800, 805 14

800, 805,
806

3310

Special Reports on
Regulated
Companies

AU sec. 544

210 15

800

3315

Reporting on
Condensed
Financial
Statements and
Selected Financial
Data

AU sec. 552

810

810

3320

Association with
Financial
Statements

AU sec. 504

N/A

Withdrawn
by ASB

4101

Responsibilities
Regarding Filings
Under Federal
Securities
Statutes

AU sec. 711

N/A

925

4105

Reviews of
Interim Financial
Information

AU sec. 722

ISRE
2410 16

930

6101

Letters for
Underwriters and
Certain Other
Requesting
Parties

AU sec. 634

N/A

920

14
Under PCAOB standards, financial statements prepared in accordance with special purpose
frameworks and reporting on specified elements, accounts or items of a financial statement are covered
in one standard (AS 3305). Under IAASB and ASB standards, those subjects are covered by separate
standards (ISA 800 and 805, respectively) and ASB standards (AU-C 800 and 805, respectively).
Reporting on compliance with contractual agreements or regulatory requirements in connection with
audited financial statements also is covered by the PCAOB standard, whereas that subject is not
covered by the IAASB standards and is covered by a separate ASB standard (AU-C 806).
15
Under PCAOB standards, the subject of reporting on financial statements prepared in accordance with a regulatory basis of accounting is covered in a separate standard (AS 3310). That subject
is covered in the IAASB standard on agreeing to the terms of audit engagements (ISA 210) and in
the ASB standard on financial statements prepared in accordance with special purpose frameworks
(AU-C 800).
16
In PCAOB standards, the subject of conducting a review of interim financial information is
covered in AS 4105. Under IAASB standards, that subject is covered in their review standards (International Standard on Review Engagements 2410). Reviewing interim financial information is covered
by the ASB standards in AU-C 930.
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AS
Reference

Title

PCAOB
Reference
(AU section
or AS No.)

Analogous
IAASB
Standard
(ISA)

Analogous
ASB
Standard
(AU-C)

6105

Reports on the
Application of
Accounting
Principles

AU sec. 625

N/A

915

6110

Compliance
Auditing
Considerations in
Audits of
Recipients of
Governmental
Financial
Assistance

AU sec. 801

N/A

935

6115

Reporting on
Whether a
Previously
Reported Material
Weakness
Continues to Exist

AS No. 4

N/A

N/A
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Appendix 4—Amendments to PCAOB Rules
and Standards
This appendix presents the amendments to implement the Board's reorganization of PCAOB auditing standards and related changes to PCAOB rules and
attestation, quality control, and ethics and independence standards.

I. Amendments to Rules of the Board
Rule 3101. Certain Terms Used in Auditing and Related Professional
Practice Standards
Rule 3101. Certain Terms Used in Auditing and Related Professional Practice
Standards, is amended as follows:
In paragraph (b), the phrase "adopted in Rules 3200T, 3300T, 3400T, 3500T,
and 3600T" is deleted.

Rule 3200T. Interim Auditing Standards
Rule 3200T. Interim Auditing Standards, is amended as follows:

•
•
•

The letter "T" is removed from the reference to Rule 3200T.
The word "Interim" is removed from the title of the rule.
The text of the rule is replaced with the following:
In connection with the preparation or issuance of any audit report,
a registered public accounting firm and its associated persons shall
comply with all applicable auditing standards adopted by the Board
and approved by the SEC, including, to the extent not superseded or
amended by the Board, AICPA Statements on Auditing Standards as
in existence on April 16, 2003.

II. Amendments to PCAOB Standards
Auditing Standards and Interpretations
Auditing Standard No. 1, References in Auditors' Reports to the Standards
of the Public Company Accounting Oversight Board 1
Auditing Standard No. 1, References in Auditors' Reports to the Standards of
the Public Company Accounting Oversight Board, is superseded.
Auditing Standard No. 3, Audit Documentation
Auditing Standard No. 3, Audit Documentation, as amended, is amended as
follows:
a. The section number "Auditing Standard No. 3" is replaced with
"AS 1215."
b. In the references before paragraph 1, the phrase "[supersedes SAS
No. 96, Audit Documentation]" is deleted.
c. Paragraph numbers 1 through 21 are replaced with .01 through
.21.
1
The captions in this section refer to the numbers and titles of existing PCAOB auditing standards and interpretations.
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d.
e.

f.

In footnote 1 to paragraph 4, the reference to "paragraph 12" is
replaced with "paragraph .12."
In footnote 2 to paragraph 6, the reference to "paragraphs 28–33
of Auditing Standard No. 5" is replaced with "paragraphs .28–.33
of AS 2201."
In paragraph 9:

•
•
•
g.

i.

The parenthetic reference to "paragraph 15" is replaced
with "paragraph .15."
In the first bullet, the reference to "paragraph 16" is replaced with "paragraph .16."
In the second bullet, the reference to "AU sec. 390" is replaced with "AS 2901."

In footnote 2A to paragraph 12a:

•
•
h.
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The reference to "paragraphs 12–13 of Auditing Standard
No. 12" is replaced with "paragraphs .12–.13 of AS 2110."
The reference to "AU sec. 316" is replaced with "AS 2401."

In footnote 2B to paragraph 12c, the reference to "paragraphs
10–23 of Auditing Standard No. 14" is replaced with "paragraphs
.10–.23 of AS 2810."
In footnote 2C to paragraph 12f:

•
•

The reference to "paragraph 74 of Auditing Standard No.
12, Identifying and Assessing Risks of Material Misstatement," is replaced with "AS 2110.74."
The reference to "paragraph 36 of Auditing Standard
No. 14, Evaluating Audit Results" is replaced with "AS
2810.36."

j.

In the second sentence of paragraph 17, the reference to "AU sec.
711, Filings Under Federal Securities Statutes" is replaced with
"AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes."
k. In the first sentence of paragraph 18, the reference to "paragraphs
4–13" is replaced with "paragraphs .04–.13."
l. In paragraph 19a, the reference to "paragraphs 12 and 13" is replaced with "paragraphs .12 and .13."
m. In paragraph 19c, the reference to "paragraph 8" is replaced with
"paragraph .08."
n. In the last sentence of paragraph 19, the reference to "AU sec.
543, Part of Audit Performed by Other Independent Auditors," is
replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist
Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist, as amended, is amended as follows:
a. The section number "Auditing Standard No. 4" is replaced with
"AS 6115."
b. Paragraph numbers 1 through 65 are replaced with .01 through
.65.
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c.
d.

In Note 1 to paragraph 1, the reference to "Auditing Standard No.
5" is replaced with "AS 2201."
In paragraph 2:

•
•
•
•
e.

f.
g.
h.

i.

In the last sentence of paragraph 4, the reference to "Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements,"
is replaced with "AS 2201."
In paragraph 7e, the reference to "paragraph 48" is replaced with
"paragraph .48."
In paragraph 8, the reference to "paragraph 7" is replaced with
"paragraph .07."
In paragraph 9, the reference to "Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with
"AS 2201."
In paragraph 10:

•
•
j.

k.

l.

m.
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In item (1), the reference to "Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements," is
replaced with "AS 2201."
In item (2), the reference to "Auditing Standard No. 5" is
replaced with "AS 2201."
The parenthetic reference to "paragraph 26" is replaced
with "paragraph .26."
In the note, the reference to "Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements" is
replaced with "AS 2201."

In the first sentence, the reference to "Paragraph 5 of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of
Financial Statements," is replaced with "AS 2201.05."
In the first sentence of the note, the reference to "Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of
Financial Statements," is replaced with "AS 2201."

In paragraph 11, the reference to "Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with
"AS 2201."
In footnote 2 to paragraph 13, the reference to "paragraph 42
of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201.42."
In the last sentence of the note to paragraph 17, the reference
to "Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201."
In Note 2 to paragraph 18, the reference to "Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That
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Is Integrated with An Audit of Financial Statements" is replaced
with "AS 2201."
n.

In the first sentence of paragraph 23, the reference to "paragraph
20 of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201.20."

o.

In the last sentence of paragraph 24, the reference to "paragraph
9 of Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201.09."

p.

In paragraph 25:

•

In the last sentence, the reference to "Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements," is replaced with "AS 2201."

•

In the note:
– Each reference to "Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements," is
replaced with "AS 2201."
– In the second sentence, the reference to "paragraphs
26a–b and 27" is replaced with "paragraphs .26a–b and
.27."
– In the last sentence, the reference to "paragraphs 26
and 27" is replaced with "paragraphs .26 and .27."

q.

In paragraph 26:

•

In the first sentence, the reference to "paragraph 5" is
replaced with "paragraph .05."

•

In footnote 3, the reference to "paragraph .02 of AU sec.
315, Communications Between Predecessor and Successor
Auditors" is replaced with "paragraph .02 of AS 2610, Initial Audits— Communications Between Predecessor and
Successor Auditors."

r.

In the first sentence of paragraph 26a, the reference to "paragraphs 22–27 of Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with "AS 2201.22–.27."

s.

In paragraph 26b, the reference to "paragraphs 34–38 of Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements," is replaced with "AS 2201.34–.38."

t.

In the first sentence of paragraph 26c, the reference to "AU sec.
315, Communications Between Predecessor and Successor Auditors" is replaced with "AS 2610."

u.

In paragraph 27:

•

In the first sentence, the reference to "paragraph 26" is
replaced with "paragraph .26."
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•
v.
w.

x.

In the last sentence of paragraph 28, the reference to "paragraph
7" is replaced with "paragraph .07."
In the last sentence of paragraph 31, the reference to "paragraphs
42–43 of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of
Financial Statements" is replaced with "AS 2201.42–.43."
In paragraph 32:

•
•
y.

z.

aa.

bb.

cc.

dd.
ee.
ff.

In the first sentence, the reference to "paragraphs 44–45
of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with "AS 2201.44–
.45."
In the last sentence, the reference to "paragraphs 50–54
of Auditing Standard No. 5" is replaced with "AS 2201.50–
.54."

In the third sentence of paragraph 33, the reference to "paragraphs 22–24 of Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with "AS 2201.22–.24."
In paragraph 35, the reference to "Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements," is replaced with
"AS 2201."
In the last sentence of paragraph 36, the reference to "paragraphs
16–19 of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of
Financial Statements" is replaced with "AS 2201.16–.19."
In the first sentence of paragraph 38, the reference to "Paragraphs
18–19 of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of
Financial Statements," is replaced with "AS 2201.18–.19."
In the first sentence of paragraph 40, the reference to "AU sec.
543, Part of Audit Performed by Other Independent Auditors" is
replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
In the first sentence of the note to paragraph 43, the reference to
"paragraph 51" is replaced with "paragraph .51."
In the second sentence of paragraph 46, the reference to "paragraph 43" is replaced with "paragraph .43."
In paragraph 47:

•
•
•
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In the last sentence, the reference to "Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with "AS 2201."

In the first sentence, the reference to "Auditing Standard
No. 3" is replaced with "AS 1215."
In the second sentence, the reference to "Paragraph 14 of
Auditing Standard No. 3" is replaced with "AS 1215.14."
In the third sentence, the reference to "paragraph 29" is
replaced with "paragraph .29."
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•
gg.
hh.
ii.

jj.
kk.

ll.

mm.

nn.

pp.
qq.
rr.
ss.
tt.
uu.
vv.
ww.
xx.

In the last sentence, the reference to "Auditing Standard
No. 3" is replaced with "AS 1215."

In the first sentence of paragraph 48, the reference to "paragraph
7e" is replaced with "paragraph .07e."
In paragraph 50, the reference to "paragraph 48" is replaced with
"paragraph .48."
In the first sentence of the note to paragraph 51b, the reference
to "Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201."
In the note to paragraph 51g, the reference to "paragraph 31" is
replaced with "paragraph .31."
In the first sentence of the note to paragraph 51l, the reference
to "Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "AS 2201."
In the note to paragraph 51o, the reference to "Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That
Is Integrated with An Audit of Financial Statements" is replaced
with "AS 2201."
In the first sentence of paragraph 52, the reference to "Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements,"
is replaced with "AS 2201."
In paragraph 53:

•
•
oo.
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In the first sentence, the reference to "paragraph 3" is
replaced with "paragraph .03."
In the last sentence, the reference to "paragraph 51" is
replaced with "paragraph .51."

In paragraph 54a, the parenthetic reference to "paragraph 56" is
replaced with "paragraph .56."
In paragraph 54b, the parenthetic reference to "paragraphs 57
and 58" is replaced with "paragraphs .57 and .58."
In paragraph 54c, the parenthetic reference to "paragraphs 59
through 60" is replaced with "paragraphs .59 through .60."
In the first sentence of paragraph 55, the reference to "paragraph
43" is replaced with "paragraph .43."
In the third sentence of paragraph 57, the reference to "paragraph
44" is replaced with "paragraph .44."
In the first sentence of paragraph 58, the reference to "paragraph
61" is replaced with "paragraph .61."
In the first sentence of paragraph 59, the reference to "paragraph
48" is replaced with "paragraph .48."
In the note to paragraph 60, each reference to "paragraph 59" is
replaced with "paragraph .59."
In the first sentence of paragraph 62, the reference to "paragraph
55" is replaced with "paragraph .55."
In paragraph 63, the reference to "paragraphs 7 and 29–32 of AU
sec. 722, Interim Financial Information" is replaced with "paragraphs .07 and .29–.32 of AS 4105, Reviews of Interim Financial
Information."
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yy.

zz.

In paragraph 64:

•

In the second sentence, the reference to "paragraph 56" is
replaced with "paragraph .56."

•

In the last sentence, the reference to "paragraphs 7 and
29–32 of AU 722, Interim Financial Information" is replaced with "AS 4105.07 and AS 4105.29–.32."

In Appendix A, in the first sentence of the first paragraph, the
reference to "Paragraphs 51 through 60" is replaced with "Paragraphs .51 through .60."

Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements, as amended, is
amended as follows:
a.

The section number "Auditing Standard No. 5" is replaced with
"AS 2201."

b.

Paragraph numbers 1 through 98 are replaced with .01 through
.98.

c.

In footnote 3 to paragraph 2, the reference to "Paragraph A5" is
replaced with "Paragraph .A5."

d.

In footnote 5 to paragraph 3, the reference to "AU sec. 230" is
replaced with "AS 1015."

e.

In paragraph 4:

f.

•

In the first sentence, the phrase "The general standards"
is replaced with the phrase "The standards, AS 1005, Independence, AS 1010, Training and Proficiency of the Independent Auditor, and AS 1015, Due Professional Care
in the Performance of Work."

•

Footnote 6 is deleted.

In paragraph 14:

•

In the second sentence:
– The reference to "paragraph 22" is replaced with "paragraph .22."
– The reference to "paragraph 39" is replaced with "paragraph .39."

•

In footnote 10, the reference to "Auditing Standard No.
12" is replaced with "AS 2110."

•

In footnote 10A to the first bullet, the reference to "AU
sec. 316" is replaced with "AS 2401."

g.

In paragraph 15, the reference to "paragraphs 65–69 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement" is replaced with "AS 2110.65–.69."

h.

In the last sentence of paragraph 16, the reference to "AU sec.
322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements" is replaced with "AS 2605,
Consideration of the Internal Audit Function."
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i.

j.
k.
l.

In the third sentence of paragraph 18, the reference to "paragraphs .09 through .11 of AU sec. 322" is replaced with "AS
2605.09 through .11."
In footnote 11 to paragraph 20, the reference to "Auditing Standard No. 11" is replaced with "AS 2105."
In footnote 12 to paragraph 28, the reference to "Auditing Standard No. 15" is replaced with "AS 1105."
In footnote 13 to the note to paragraph 31:

•
•
m.

p.
q.
r.
s.
t.
u.
v.
w.
x.
y.
z.

The reference to "paragraph 34" is replaced with "paragraph .34."
The reference to "AU sec. 322" is replaced with "AS 2605."

In the second sentence of paragraph 36:

•
•
o.

The first parenthetic reference to "paragraph 14 of Auditing Standard No. 14" is replaced with "paragraph .14 of
AS 2810."
The second parenthetic reference to "paragraph 61 and
paragraph 5 of Auditing Standard No. 13" is replaced with
"paragraph .61 and paragraph .05 of AS 2301."

In paragraph 35:

•
•
n.
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The reference to "paragraph 29" is replaced with "paragraph .29."
The reference to "Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement" is replaced
with "AS 2110."

In the first sentence of paragraph 37, the reference to "paragraph
34" is replaced with "paragraph .34."
In paragraph 53, the parenthetic reference to "paragraph B1" is
replaced with "paragraph .B1."
In the last sentence of paragraph 57, the reference to "paragraphs
46 through 56" is replaced with "paragraphs .46 through .56."
In paragraph 58, the reference to "paragraph 47" is replaced with
"paragraph .47."
In the first sentence of paragraph 59, the reference to "paragraphs
47 and 58" is replaced with "paragraphs .47 and .58."
In the last sentence of paragraph 60, the reference to "paragraph
B28" is replaced with "paragraph .B28."
In paragraph 73, the reference to "paragraph C2" is replaced with
"paragraph .C2."
In paragraph 74, the parenthetic reference to "paragraphs C3
through C7" is replaced with "paragraphs .C3 through .C7."
In paragraph 75g, the reference to "paragraphs 78 and 80" is replaced with "paragraphs .78 and .80."
In paragraph 76, the reference to "paragraph C3" is replaced with
"paragraph .C3."
In paragraph 77, the reference to "AU sec. 333" is replaced with
"AS 2805."
In the last sentence of paragraph 84:
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•
•
aa.
bb.

In paragraph 85e, the reference to "paragraph A5" is replaced
with "paragraph .A5."
In paragraph 90:

•
•
cc.
dd.

ee.
ff.
gg.

ii.
jj.
kk.
ll.
mm.

nn.

•
pp.
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The parenthetic reference to "paragraph C2" is replaced
with "paragraph .C2."
In the last sentence, the reference to "paragraph C13" is
replaced with "paragraph .C13."

In the last sentence of paragraph 98, the reference to "AU sec.
561" is replaced with "AS 2905."
In Appendix A, paragraph numbers A1 through A11 are replaced
with .A1 through .A11.
In Appendix B, paragraph numbers B1 through B33 are replaced
with .B1 through .B33.
In the first sentence of paragraph B5, the reference to "paragraph
B2" is replaced with "paragraph .B2."
In paragraph B13, the reference to "paragraph 61" is replaced
with "paragraph .61."
In the fifth sentence of paragraph B16, the reference to "AU sec.
722, Interim Financial Information" is replaced with "AS 4105,
Reviews of Interim Financial Information."
In paragraph B17:

•

oo.

In the first sentence, the reference to "Paragraphs 62
through 70" is replaced with "Paragraphs .62 through .70."
In footnote 19, the reference to "paragraph C3" is replaced
with "paragraph .C3."

In the first bullet of paragraph 91, the reference to "paragraph
A7" is replaced with "paragraph .A7."
In the first sentence of the note to paragraph 92, the reference
to "paragraphs 88 and 91" is replaced with "paragraphs .88 and
.91."
In the last sentence of paragraph 93, the reference to "paragraph
75h" is replaced with "paragraph .75h."
In the second sentence of paragraph 95, the reference to "AU sec.
560" is replaced with "AS 2801."
In paragraph 96:

•
•
hh.

The reference to "AU sec. 316, Consideration of Fraud in
a Financial Statement Audit" is replaced with "AS 2401."
The reference to "AU sec. 317" is replaced with "AS 2405."

In the first sentence, the reference to "AU sec. 324, Service
Organizations," is replaced with "AS 2601, Consideration
of an Entity's Use of a Service Organization."
In the last sentence, the reference to "AU sec. 324" is replaced with "AS 2601."

In the first sentence of paragraph B18, the reference to "AU sec.
324.03" is replaced with "AS 2601.03."
In the first sentence of paragraph B19, the reference to "AU sec.
324.07" is replaced with "AS 2601.07."
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qq.
rr.

In the first sentence of paragraph B20, the reference to "AU sec.
324.12" is replaced with "AS 2601.12."
In the note to paragraph B20a:

•
•
•
ss.
tt.

uu.
vv.
ww.
xx.

zz.

aaa.
bbb.
ccc.
ddd.

In the first bullet, the reference to "paragraph A7" is replaced with "paragraph .A7."
In the last sentence of the second bullet, the reference to
"paragraph 91" is replaced with "paragraph .91."

In the note to paragraph C6, the reference to "paragraph 89" is
replaced with "paragraph .89."
In the second sentence of paragraph C8, the reference to "AU sec.
543, Part of Audit Performed by Other Independent Auditors" is
replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
In the last sentence of paragraph C9, the reference to "AU sec.
543" is replaced with "AS 1205."
In footnote 1 to paragraph C10, the reference to "paragraph B15"
is replaced with "paragraph .B15."
In paragraph C12, the reference to "paragraph 72" is replaced
with "paragraph .72."
In paragraph C14:

•
•
eee.

In the first sentence, the parenthetic reference to "AU sec.
324.24b" is replaced with "AS 2601.24b."
In the second sentence, the parenthetic reference to "AU
sec. 324.24a" is replaced with "AS 2601.24a."
In the last sentence, the reference to "AU sec. 324" is replaced with "AS 2601."

In the note to paragraph B21, the reference to "AU sec. 324.16" is
replaced with "AS 2601.16."
In the last sentence of paragraph B23, the reference to "AU sec.
543, Part of Audit Performed by Other Independent Auditors" is
replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
In Appendix C, paragraph numbers C1 through C17 are replaced
with .C1 through .C17.
In the last sentence of paragraph C2, the reference to "paragraph
91" is replaced with "paragraph .91."
In paragraph C4, the parenthetic reference to "paragraph 85" is
replaced with "paragraph .85."
In paragraph C5:

•
•
yy.
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In the last sentence, the reference to "AU sec. 317" is replaced with "AS 2405."
In the first sentence of the note, the reference to "paragraph C12" is replaced with "paragraph .C12."

In paragraph C15:

•

In the first sentence, the reference to "AU sec. 722, Interim Financial Information" is replaced with "AS 4105,
Reviews of Interim Financial Information."
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•
fff.

In the last sentence, the reference to "AU sec. 722" is replaced with "AS 4105."

In paragraph C16:

•
•
•

In the first sentence, the reference to "AU sec. 711, Filings
Under Federal Securities Statutes" is replaced with "AS
4101, Responsibilities Regarding Filings Under Federal
Securities Statutes."
In the second sentence, the reference to "AU sec. 711" is
replaced with "AS 4101."
In the last sentence, the reference to "AU sec. 711.10" is
replaced with "AS 4101.10."

Auditing Standard No. 6, Evaluating Consistency of Financial Statements
Auditing Standard No. 6, Evaluating Consistency of Financial Statements, as
amended, is amended as follows:
a. The section number "Auditing Standard No. 6" is replaced with
"AS 2820."
b. In the references before paragraph 1, the phrase "Supersedes AU
secs. 420 and 9420" is deleted.
c. Paragraph numbers 1 through 11 are replaced with .01 through
.11.
d. In paragraph 8:

•
•
•
e.
f.

In paragraph 9, the reference to "AU sec. 508" is replaced with
"AS 3101."
In the last sentence of paragraph 10:

•
•
•
g.

In the second sentence, the reference to "paragraph 7" is
replaced with "paragraph .07."
Each reference to "AU sec. 508" is replaced with "AS 3101."
In the last sentence of the note, the reference to "AU sec.
508" is replaced with "AS 3101."

The reference to "paragraph 31" is replaced with "paragraph .31."
The reference to "Auditing Standard No. 14" is replaced
with "AS 2810."
The reference to "AU sec. 508" is replaced with "AS 3101."

In paragraph 11:

•
•

In the fifth sentence, the reference to "paragraphs 7 and
8 and AU sec. 508" is replaced with "paragraphs .07 and
.08 and AS 3101."
In the last sentence, the reference to "paragraphs 9 and
10 and AU sec. 508" is replaced with "paragraphs .09 and
.10 and AS 3101."

Auditing Standard No. 7, Engagement Quality Review
Auditing Standard No. 7, Engagement Quality Review, as amended, is amended
as follows:
a. The section number "Auditing Standard No. 7" is replaced with
"AS 1220."
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b.
c.
d.

e.
f.

g.

In the references before paragraph 1, the phrase "Supersedes
SECPS Requirements of Membership § 1000.08(f)." is deleted.
Paragraph numbers 1 through 21 are replaced with .01 through
.21.
In the last sentence of footnote 1 to paragraph 2, the reference
to "AU section ("sec.") 722, Interim Financial Information" is replaced with "AS 4105, Reviews of Interim Financial Information."
In the last sentence of paragraph 9, the reference to "paragraphs
10 and 11" is replaced with "paragraphs .10 and .11."
In footnote 4 to paragraph 10e, the reference to "Paragraph 13
of PCAOB Auditing Standard No. 3" is replaced with "Paragraph
.13 of AS 1215."
In footnote 5 to paragraph 10g:

•
•
h.
i.
j.
k.
l.
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The reference to "AU sec. 550" is replaced with "AS 2710."
The reference to "AU sec. 711, Filings Under Federal Securities Statutes" is replaced with "AS 4101, Responsibilities
Regarding Filings Under Federal Securities Statutes."

In the first sentence of paragraph 11, the reference to "paragraph
10" is replaced with "paragraph .10."
In footnote 6 to paragraph 12, the reference to "AU sec. 230" is
replaced with "AS 1015."
In the last sentence of paragraph 14, the reference to "paragraphs
15 and 16" is replaced with "paragraphs .15 and .16."
In paragraph 15c, the reference to "paragraphs 10.d and 10.e" are
replaced with "paragraphs .10d and .10e."
In footnote 8 to paragraph 15e:

•
•

The reference to "AU sec. 722.18f" is replaced with "AS
4105.18f."
The reference to "AU sec. 711" is replaced with "AS 4101."

m.

In paragraph 15f, the reference to "paragraphs 10.h and 10.i" are
replaced with "paragraphs .10h and .10i."
n. In paragraph 16, the reference to "paragraph 15" is replaced with
"paragraph .15."
o. In paragraph 21, the reference to "PCAOB Auditing Standard No.
3, Audit Documentation," is replaced with "AS 1215."
Auditing Standard No. 8, Audit Risk
Auditing Standard No. 8, Audit Risk, is amended as follows:
a. The section number "Auditing Standard No. 8" is replaced with
"AS 1101."
b. Paragraph numbers 1 through 11 are replaced with .01 through
.11.
c. In the first sentence of footnote 1 to paragraph 1, the reference to
"Auditing Standard No. 5" is replaced with "AS 2201."
d. In paragraph 3:

•
•

In footnote 2, the reference to "Auditing Standard No. 14"
is replaced with "AS 2810."
In footnote 3:
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– The reference to "AU sec. 110" is replaced with "AS
1001."
– The reference to "AU sec. 230" is replaced with "AS
1015."
e.

In paragraph 5:

•
•
•
f.

In the last sentence, the reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In footnote 4, the reference to "Auditing Standard No. 15"
is replaced with "AS 1105."
In footnote 5, the reference to "Paragraph 59 of Auditing
Standard No. 12" is replaced with "AS 2110.59."

In paragraph 8:

•
•

In footnote 6, the reference to "Paragraph 59.a. of Auditing
Standard No. 12" is replaced with "AS 2110.59a."
In footnote 7, the reference to "Paragraphs 32–34 of Auditing Standard No. 13" is replaced with "Paragraphs .32–.34
of AS 2301."

g.

In footnote 8 to paragraph 11, the reference to "Paragraph 37 of
Auditing Standard No. 13" is replaced with "AS 2301.37."
Auditing Standard No. 9, Audit Planning
Auditing Standard No. 9, Audit Planning, as amended, is amended as follows:
a. The section number "Auditing Standard No. 9" is replaced with
"AS 2101."
b. Paragraph numbers 1 through 19 are replaced with .01 through
.19.
c. In the second sentence of footnote 3 to paragraph 6a, the reference to "AU sec. 161, The Relationship of Generally Accepted Auditing Standards to Quality Control Standards" is replaced with
"AS 1110, Relationship of Auditing Standards to Quality Control
Standards."
d. In paragraph 6c, the reference to "Auditing Standard No. 16" is
replaced with "AS 1301."
e. In paragraph 7:

•
•
f.

g.

h.

In the first sentence of footnote 7 to paragraph 9a, the reference
to "Auditing Standard No. 16, Communications with Audit Committees" is replaced with "AS 1301."
In footnote 8 to paragraph 9b, the reference to "paragraph 6 of
Auditing Standard No. 10" is replaced with "paragraph .06 of AS
1201."
In paragraph 9c:

•
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In the second sentence, the reference to "paragraphs 8–10"
is replaced with "paragraphs .08–.10."
In footnote 5, the reference to "Auditing Standard No. 11"
is replaced with "AS 2105."

The reference to "paragraph 7" is replaced with "paragraph .07."
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•
i.

k.

m.
n.

The reference to "Auditing Standard No. 13" is replaced
with "AS 2301."
The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."

In footnote 14 to paragraph 12a, the reference to "AU sec. 316" is
replaced with "AS 2401."
In footnote 15 to paragraph 12b, the reference to "Paragraph 10
of Auditing Standard No. 11" is replaced with "AS 2105.10."
In the note to paragraph 12g:

•
•
o.

The reference to "AU sec. 230" is replaced with "AS 1015."
The reference to "paragraph 16" is replaced with "paragraph .16."
The reference to "paragraph 5.a." is replaced with "paragraph .05a."
The reference to "Auditing Standard No. 13" is replaced
with "AS 2301."

In footnote 11 to paragraph 10a, the reference to "Auditing Standard No. 12" is replaced with "AS 2110."
In footnote 12 to paragraph 10b:

•
•
l.

In footnote 9, the reference to "Paragraph 6" is replaced
with "Paragraph .06."

In footnote 10 to paragraph 9d:

•
•
•
•
j.
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The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
In footnote 17, the reference to "Paragraphs B10–B16 of
Auditing Standard No. 5" is replaced with "AS 2201.B10–
.B16."

In paragraph 13:

•

In the first sentence:
– The reference to "AU sec. 322, The Auditor's Consideration of the Internal Audit Function in an Audit of
Financial Statements" is replaced with "AS 2605, Consideration of the Internal Audit Function."
– The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."

•

In the last sentence:
–

p.

The reference to "AU sec. 322" is replaced with "AS
2605."
–
The reference to "Auditing Standard No. 5" is replaced with "AS 2201."
In paragraph 14:

•
•

In the first sentence, the reference to "AU sec. 543, Part
of Audit Performed by Other Independent Auditors" is replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
In the last sentence, the reference to "paragraphs 11–13"
is replaced with "paragraphs .11–.13."
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•

In footnote 18, the reference to "paragraphs C8–C11 of
Auditing Standard No. 5" is replaced with "AS 2201.C8–
.C11."

In paragraph 18b, the reference to "AU sec. 315, Communications
Between Predecessor and Successor Auditors" is replaced with "AS
2610, Initial Audits—Communications Between Predecessor and
Successor Auditors."
r. In footnote 19 to paragraph 19, the reference to "paragraph 3 of
Auditing Standard No. 6" is replaced with "paragraph .03 of AS
2820."
s. In Appendix A, paragraph numbers A1 through A2 are replaced
with .A1 through .A2.
Auditing Standard No. 10, Supervision of the Audit Engagement
q.

Auditing Standard No. 10, Supervision of the Audit Engagement, is amended
as follows:
a. The section number "Auditing Standard No. 10" is replaced with
"AS 1201."
b. Paragraph numbers 1 through 6 are replaced with .01 through
.06.
c. In paragraph 3:

•
•
•
•
•
•
d.

In the last sentence, the reference to "Paragraphs 5–6" is
replaced with "Paragraphs .05–.06."
In footnote 2, the reference to "AU sec. 336" is replaced
with "AS 1210."
In footnote 3, the reference to "AU sec. 543, Part of Audit Performed by Other Independent Auditors" is replaced
with "AS 1205, Part of the Audit Performed by Other Independent Auditors."
In footnote 4, the reference to "AU sec. 322, The Auditor's
Consideration of the Internal Audit Function in an Audit
of Financial Statements" is replaced with "AS 2605, Consideration of the Internal Audit Function."
In footnote 5, the reference to "Paragraphs 16–19 of Auditing Standard No. 5" is replaced with "Paragraphs .16–.19
of AS 2201."
In footnote 6, the reference to "AU sec. 230" is replaced
with "AS 1015."

In paragraph 5a:

•

In footnote 7 to paragraph 5a:
– The reference to "AU sec. 230.06" is replaced with "AS
1015.06."
– The reference to "paragraph 5 of Auditing Standard No.
13" is replaced with "paragraph .05 of AS 2301."

•
e.

In footnote 9 to paragraph 5b:

•
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In footnote 8 to item (3), the reference to "Auditing Standard No. 12" is replaced with "AS 2110."
The reference to "paragraph 15 of Auditing Standard No.
9" is replaced with "paragraph .15 of AS 2101."
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•
•
f.
g.

i.

The reference to "Auditing Standard No. 14" is replaced
with "AS 2810."
The reference to "Auditing Standard No. 3" is replaced
with "AS 1215."

In footnote 11 to paragraph 6a, the reference to "Paragraph 10 of
Auditing Standard No. 12" is replaced with "AS 2110.10."
In footnote 12 to paragraph 6d:

•
•
j.

The reference to "paragraph 74 of Auditing Standard No.
12" is replaced with "AS 2110.74."
The reference to "paragraphs 20–23 and 35–36 of Auditing
Standard No. 14" is replaced with "paragraphs .20–.23
and .35–.36 of AS 2810."

In the note to paragraph 5, the reference to "AU sec. 230" is replaced with "AS 1015."
In footnote 10 to item (3) of paragraph 5c:

•
•
h.
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The reference to "paragraph 5.a. of Auditing Standard No.
13" is replaced with "AS 2301.05a."
The reference to "AU sec. 230.06" is replaced with "AS
1015.06."

In the note to paragraph 6:

•
•

The reference to "paragraph 5 of Auditing Standard No.
13, The Auditor's Responses to the Risks of Material Misstatement," is replaced with "AS 2301.05."
In footnote 13, the reference to "Paragraph 5.b. of Auditing
Standard No. 13" is replaced with "AS 2301.05b."

k.

In Appendix A, paragraph numbers A1 and A2 are replaced with
.A1 and .A2.
Auditing Standard No. 11, Consideration of Materiality in Planning and
Performing an Audit
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, is amended as follows:
a. The section number "Auditing Standard No. 11" is replaced with
"AS 2105."
b. Paragraph numbers 1 through 12 are replaced with .01 through
.12.
c. In footnote 1 to paragraph 1, the reference to "Auditing Standard
No. 14" is replaced with "AS 2810."
d. In paragraph 3:

•
•
e.

In paragraph 4:

•
•
f.

In the third sentence, the reference to "Auditing Standard
No. 14" is replaced with "AS 2810."
In footnote 4, the reference to "Auditing Standard No. 14"
is replaced with "AS 2810."
The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
In footnote 5, the reference to "Paragraph 20 of Auditing
Standard No. 5" is replaced with "AS 2201.20."

In paragraph 12:
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•
•

In the note, the reference to "Auditing Standard No. 14"
is replaced with "AS 2810."
In footnote 6 to the note, the reference to "Paragraph 17 of
Auditing Standard No. 14" is replaced with "AS 2810.17."

Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, is amended as follows:
a. The section number "Auditing Standard No. 12" is replaced with
"AS 2110."
b. Paragraph numbers 1 through 74 are replaced with .01 through
.74.
c. In footnote 1 to paragraph 1, the reference to "Paragraphs 5–8 of
Auditing Standard No. 8" is replaced with "Paragraphs .05–.08 of
AS 1101."
d. In paragraph 2:

•
•
e.

In the first sentence, the reference to "Paragraphs 4–58"
is replaced with "Paragraphs .04–.58."
In the last sentence, the reference to "Paragraphs 59–73"
is replaced with "Paragraphs .59–.73."

In paragraph 4:

•

In footnote 3:
– In the first sentence, the reference to "AU sec. 316" is
replaced with "AS 2401."
– In the last sentence, the reference to "Auditing Standard No. 18" is replaced with "AS 2410."

•
f.
g.
h.
i.
j.
k.

In paragraph 5a, the parenthetic reference to "paragraphs 7–17"
is replaced with "paragraphs .07–.17."
In paragraph 5b, the parenthetic reference to "paragraphs 18–40"
is replaced with "paragraphs .18–.40."
In paragraph 5c, the parenthetic reference to "paragraphs 41–45"
is replaced with "paragraphs .41–.45."
In paragraph 5d, the parenthetic reference to "paragraphs 46–48"
is replaced with "paragraphs .46–.48."
In paragraph 5e, the parenthetic reference to "paragraphs 49–53"
is replaced with "paragraphs .49–.53."
In paragraph 5f:

•
•
l.
m.
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In footnote 4, the reference to "Auditing Standard No. 15"
is replaced with "AS 1105."

The parenthetic reference to "paragraphs 54–58" is replaced with "paragraphs .54–.58."
In footnote 5 to the note, the reference to "Paragraph 11 of
Auditing Standard No. 15" is replaced with "AS 1105.11."

In footnote 7 to paragraph 9, the reference to "AU sec. 317" is
replaced with "AS 2405."
In paragraph 11:

Reorganization of PCAOB Auditing Standards

•
•
n.
o.
p.

•

The reference to "paragraphs 65–66" is replaced with
"paragraphs .65–.66."
In footnote 15, the reference to "Paragraph A3 of Auditing
Standard No. 5" is replaced with "AS 2201.A3."

In paragraph 32:

•
•
v.

In the first sentence, the reference to "paragraph 23" is
replaced with "paragraph .23."
In the last sentence, the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."
In footnote 14, the reference to "Paragraph 25 of Auditing
Standard No. 5" is replaced with "AS 2201.25."

In paragraph 25:

•
•
u.

In the third sentence, the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."
In the last sentence, the reference to "paragraphs 23–36"
is replaced with "paragraphs .23–.36."
In footnote 13, the reference to "Paragraph 5 of Auditing
Standard No. 5" is replaced with "AS 2201.05."

In the note to paragraph 24:

•
•
•
t.

In the last sentence of the first note, the reference to "paragraphs 37–38" is replaced with "paragraphs .37–.38."
In the last sentence of the second note, the reference to
"paragraphs 37–38" is replaced with "paragraphs .37–
.38."

In paragraph 22:

•
•
•
s.

In footnote 9, the reference to "Paragraph 13 of Auditing
Standard No. 5" is replaced with "Paragraph .13 of AS
2201."
In footnote 10 to the note, the reference to "Paragraph 10 of
Auditing Standard No. 15" is replaced with "AS 1105.10."

In paragraph 20:

•
•
r.

The reference to "paragraph 7" is replaced with "paragraph .07."
In the third bullet, the reference to "paragraph 10A" is
replaced with "paragraph .10A."

In footnote 7A to the fifth bullet in paragraph 13, the reference to
"AU secs. 316.66-.67A" is replaced with "AS 2401.66–.67A."
In footnote 8 to paragraph 18, the reference to "Paragraphs 21–
22" is replaced with "Paragraphs .21–.22."
In paragraph 19:

•

q.
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The reference to "paragraph 28.e." is replaced with "paragraph .28e."
In footnote 17, the reference to "Paragraphs 12–13" is replaced with "Paragraphs .12–.13."

In paragraph 34:
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•
•
w.

x.

In footnote 19 to paragraph 35, the reference to "AU sec. 322, The
Auditor's Consideration of the Internal Audit Function in an Audit
of Financial Statements" is replaced with "AS 2605, Consideration
of the Internal Audit Function."
In paragraph 37:

•
•
•
y.

•

bb.
cc.

dd.

ee.
ff.

In the first sentence, the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."
In footnote 23, the reference to "Paragraph 22 of Auditing
Standard No. 5" is replaced with "AS 2201.22."
In footnote 24, the reference to "paragraph 24 of Auditing
Standard No. 5" is replaced with "AS 2201.24."

In the last sentence of paragraph 41, the reference to "paragraph
59" is replaced with "paragraph .59."
In paragraph 42, the reference to "paragraph 8" is replaced with
"paragraph .08."
In paragraph 44, the reference to "AU sec. 722, Interim Financial Information" is replaced with "AS 4105, Reviews of Interim
Financial Information."
In footnote 26 to paragraph 45, the reference to "Paragraph 7 of
Auditing Standard No. 9" is replaced with "Paragraph .07 of AS
2101."
In the last sentence of paragraph 47, the reference to "AU sec.
722" is replaced with "AS 4105."
In paragraph 49:

•
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In the first sentence, the reference to "paragraph 18" is
replaced with "paragraph .18."
In footnote 21, the reference to "Paragraphs 16–35 of Auditing Standard No. 13" is replaced with "Paragraphs .16–
.35 of AS 2301."
In footnote 22, the reference to "Paragraph B1 of Auditing
Standard No. 5" is replaced with "AS 2201.B1."

In paragraph 40:

•
•
•
aa.

In the first sentence, the reference to "paragraph 20" is
replaced with "paragraph .20."
In the first and last sentences of the note, the references
to "Auditing Standard No. 5" are replaced with "AS 2201."
In footnote 20 to the note, the reference to "paragraphs
34–38 of Auditing Standard No. 5" is replaced with "AS
2201.34–.38."

In paragraph 39:

•
•

z.

In the first sentence, the reference to "paragraph 18" is
replaced with "paragraph .18."
In footnote 18, the reference to "paragraph B5" is replaced
with "paragraph .B5."

In footnote 28 to the first note to paragraph 49, the reference to "Paragraphs 52–53" is replaced with "Paragraphs
.52–.53."
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•
gg.

hh.

jj.

ll.

nn.
oo.

The parenthetic reference to "paragraphs 4–58" is replaced with "paragraphs .04–.58."
In the note, the reference to "paragraphs 65–69" is replaced with "paragraphs .65–.69."

In footnote 32 to the note to paragraph 59d, the reference to "Paragraphs 16–35 of Auditing Standard No. 13" is replaced with "AS
2301.16–.35."
In paragraph 59e:

•
•
•
mm.

In the first bullet, the reference to "AU sec. 316" is replaced
with "AS 2401."
In footnote 30 to the first bullet, the reference to "AU sec.
316.13" is replaced with "AS 2401.13."
In the second bullet, the parenthetic reference to "Auditing Standard No. 14" is replaced with "AS 2810."
In footnote 31 to the third bullet, the reference to "Paragraphs 20– 23 of Auditing Standard No. 14" is replaced
with "AS 2810.20–.23."

In footnote 31A to Item a(8) of paragraph 56, the reference to "AU
secs. 316.66-67A" is replaced with "AS 2401.66–.67A."
In paragraph 59a:

•
•
kk.

In the second note, the reference to "paragraph 67" is replaced with "paragraph .67."

In footnote 29 to paragraph 51, the reference to "paragraph 29 of
Auditing Standard No. 14" is replaced with "paragraph .29 of AS
2810."
In paragraph 53:

•
•
•
•
ii.
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The parenthetic reference to "paragraphs 60–64" is replaced with "paragraphs .60–.64."
In footnote 33, the reference to "Paragraph A10 of Auditing Standard No. 5" is replaced with "AS 2201.A10."
In footnote 34, the reference to "Paragraph A9 of Auditing
Standard No. 5" is replaced with "AS 2201.A9."

In paragraph 59f, the parenthetic reference to "paragraphs 70–
71" is replaced with "paragraphs .70–.71."
In the first sentence of paragraph 60, the reference to "paragraph
59.e." is replaced with "paragraph .59e."
In footnote 35 to the note to paragraph 62:

•
•

In the second sentence, the reference to "paragraphs 11,
14, and 25 of Auditing Standard No.14" is replaced with
"AS 2810.11, .14, and .25."
In the last sentence:
– The reference to "paragraph 61 of Auditing Standard
No. 5" is replaced with "AS 2201.61."
– The reference to "paragraph 5.c. of Auditing Standard
No. 13" is replaced with "AS 2301.5c."

pp.

In paragraph 65:
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•
•
qq.
rr.
ss.

In paragraph 67, the reference to "paragraph 65" is replaced with
"paragraph .65."
In paragraph 71a, the reference to "paragraph 60" is replaced with
"paragraph .60."
In paragraph 72:

•
•
tt.

vv.
ww.
xx.
yy.

The reference to "paragraphs 18–40" is replaced with
"paragraphs .18–.40."
In footnote 36, the reference to "Auditing Standard No.
13" is replaced with "AS 2301."

In footnote 37 to paragraph 73:

•
•
uu.

In the fourth sentence, the reference to "AU sec. 316.85"
is replaced with "AS 2401.85."
In the first sentence of the note, the reference to "AU sec.
316.85" is replaced with "AS 2401.85."

The phrase "AU sec. 316.88 and" is deleted.
The reference to "paragraph 14 of Auditing Standard No.
5" is replaced with "AS 2201.14," and "present" is replaced
with "presents."

In paragraph 73A, the reference to "paragraphs 18-40 and 72-73"
is replaced with "paragraphs .18–.40 and .72–.73."
In footnote 38 to paragraph 74, the reference to "paragraph 46 of
Auditing Standard No. 13" is replaced with "AS 2301.46."
In Appendix A, paragraph numbers A1 through A5 are replaced
with .A1 through .A5.
In Appendix B, paragraph numbers B1 through B6 are replaced
with .B1 through .B6.
In paragraph B1:

•
•

In footnote 1, the reference to "AU sec. 324, Service Organizations" is replaced with "AS 2601, Consideration of an
Entity's Use of a Service Organization."
In footnote 2, the reference to "paragraphs 16–17 of Auditing Standard No. 9" is replaced with "paragraphs .16–.17
of AS 2101."

Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement
Auditing Standard No. 13, The Auditor's Responses to the Risks of Material
Misstatement, is amended as follows:
a. The section number "Auditing Standard No. 13" is replaced with
"AS 2301."
b. Paragraph numbers 1 through 47 are replaced with .01 through
.47.
c. In paragraph 3, the reference to "Auditing Standard No. 12" is
replaced with "AS 2110."
d. In paragraph 4a, the reference to "paragraphs 5–7" is replaced
with "paragraphs .05–.07."
e. In paragraph 4b, the reference to "paragraphs 8–46" is replaced
with "paragraphs .08–.46."
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f.
g.

h.

i.
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In footnote 1 to paragraph 5a, the reference to "AU sec. 230" is
replaced with "AS 1015."
In paragraph 5b, the parenthetic reference to "paragraphs 5–6 of
Auditing Standard No. 10" is replaced with "paragraphs .05–.06
of AS 1201."
In footnote 2 to item (5) of paragraph 5c, the reference to "paragraphs 61 and B13 of Auditing Standard No. 5" is replaced with
"paragraphs .61 and .B13 of AS 2201."
In footnote 3 to paragraph 5d:

•
•

In the first sentence, the reference to "Paragraphs 12–13 of
Auditing Standard No. 12" is replaced with "AS 2110.12–
.13."
In the last sentence:
– The reference to "AU sec. 316" is replaced with "AS
2401."
– The reference to "AU sec. 411, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting Principles" is replaced with "AS 2815, The Meaning
of 'Present Fairly in Conformity with Generally Accepted
Accounting Principles.'"

j.
k.
l.

In footnote 4 to paragraph 7, the reference to "AU secs. 230.07–
.09" is replaced with "AS 1015.07–.09."
In footnote 5 to paragraph 7, the reference to "AU secs. 316.13" is
replaced with "AS 2401.13."
In paragraph 9c:

•
•
m.

In footnote 7 to item (1), the reference to "paragraph 7.b.
of Auditing Standard No. 8" is replaced with "paragraph
.07b of AS 1101."
In the note to item (2), the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."

In paragraph 10:

•

In the last sentence:
– The reference to "Paragraphs 16–35" is replaced with
"Paragraphs .16–.35."
– The reference to "paragraphs 36–46" is replaced with
"paragraphs .36–.46."

•
n.

In paragraph 11:

•
•
o.

In the first sentence of the note, the reference to "Paragraphs 16– 17" is replaced with "Paragraphs .16–.17."
In the note, the reference to "Auditing Standard No. 12"
is replaced with "AS 2110."
In footnote 10 to the note, the reference to "paragraph 71 of
Auditing Standard No. 12" is replaced with "AS 2110.71."

In paragraph 11A:

•

In the first sentence, the reference to "Paragraph 71.g. of
Auditing Standard No. 12" is replaced with "AS 2110.71g."
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•
•
p.

In paragraph 12:

•
•
q.
r.
s.
t.
u.
v.
w.

y.
z.
aa.

bb.
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In the first sentence, the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."
In the last sentence, the reference to "AU sec. 325" is replaced with "AS 1305."

In paragraph 35:

•
•
dd.

The reference to "Paragraph 10 of Auditing Standard No.
15" is replaced with "Paragraph .10 of AS 1105."
The reference to "AU sec. 329" is replaced with "AS 2305."

In footnote 15 to paragraph 20, the reference to "Paragraphs 37–
38 of Auditing Standard No. 12" is replaced with "AS 2110.37–
.38."
In the note to paragraph 27, the reference to "AU sec. 350" is
replaced with "AS 2315."
In the last sentence of paragraph 28, the reference to "Paragraph
16" is replaced with "Paragraph .16."
In the last sentence of footnote 16 to the ninth bullet of paragraph
31, the reference to "paragraph B28 of Auditing Standard No. 5"
is replaced with "AS 2201.B28."
In the note to paragraph 34:

•
•
cc.

In the second note, the reference to "Auditing Standard
No. 5" is replaced with "AS 2201."
In footnote 11 to the second note, the reference to "Paragraphs 14– 15 of Auditing Standard No. 5" is replaced with
"AS 2201.14–.15."

In the last sentence of paragraph 13, the reference to "paragraphs
16–17" is replaced with "paragraphs .16–.17."
In the note to paragraph 14, the reference to "AU secs. 316.54–.67"
is replaced with "AS 2401.54–.67."
In paragraph 15, the reference to "AU sec. 316" is replaced with
"AS 2401."
In paragraph 15a, the parenthetic reference to "AU secs. 316.58–
.62" is replaced with "AS 2401.58–.62."
In paragraph 15b, the parenthetic reference to "AU secs. 316.63–
.65" is replaced with "AS 2401.63–.65."
In paragraph 15c, the parenthetic reference to "AU secs. 316.66–
.67A" is replaced with "AS 2401.66–.67A."
In footnote 14 to paragraph 17:

•
•
x.

In the second sentence, the reference to "AU sec. 316.66.67A" is replaced with "AS 2401.66–.67A."
In the last sentence, the reference to "AU sec. 316.66-.67A"
is replaced with "AS 2401.66–.67A."

Each reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
In footnote 17, the reference to "Paragraph B1 of Auditing
Standard No. 5" is replaced with "AS 2201.B1."

In paragraph 38:
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•
•
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In footnote 18, the reference to "Paragraph A5 of Auditing
Standard No. 5" is replaced with "AS 2201.A5."
In footnote 19, the reference to "AU sec. 328" is replaced
with "AS 2502."

ee.

In the note to paragraph 39, the reference to "Auditing Standard
No. 15" is replaced with "AS 1105."
ff. In paragraph 40, the reference to "paragraph 9.b." is replaced with
"paragraph .09b."
gg. In the note to paragraph 41b, the reference to "AU secs. 316.58–
.62" is replaced with "AS 2401.58–.62."
hh. In item (1) of paragraph 44a, the reference to "paragraphs 32–34"
is replaced with "paragraphs .32–.34."
ii. In footnote 20 to paragraph 47, the reference to "Paragraph .44 of
AU sec. 350" is replaced with "AS 2315.44."
jj. In Appendix A, paragraph numbers A1 through A3 are replaced
with .A1 through .A3.
Auditing Standard No. 14, Evaluating Audit Results
Auditing Standard No. 14, Evaluating Audit Results, is amended as follows:
a. The section number "Auditing Standard No. 14" is replaced with
"AS 2810."
b. Paragraph numbers 1 through 37 are replaced with .01 through
.37.
c. In footnote 3 to paragraph 6b:

•
•
d.
e.
f.
g.
h.

The reference to "Paragraphs 46–48 of Auditing Standard
No. 12" is replaced with "Paragraphs .46–.48 of AS 2110."
The reference to "AU sec. 329" is replaced with "AS 2305."

In the note to paragraph 6, the reference to "paragraph 36" is
replaced with "paragraph .36."
In footnote 4 to paragraph 7, the reference to "Paragraph 47 of
Auditing Standard No. 12" is replaced with "AS 2110.47."
In the first sentence of paragraph 9, the reference to "paragraph
6.b." is replaced with "paragraph .06b."
In the second sentence of the note to paragraph 10, the reference
to "Auditing Standard No. 11" is replaced with "AS 2105."
In paragraph 12:

•

In the last sentence:
– The reference to "paragraph 13" is replaced with "paragraph .13."
– The reference to "AU sec. 350" is replaced with "AS
2315."

•
i.
j.
k.

In footnote 5, the reference to "AU sec. 350.26" is replaced
with "AS 2315.26."

In the last sentence of the note to paragraph 13, the reference to
"Paragraph 27" is replaced with "Paragraph .27."
In footnote 6 to paragraph 14b, the reference to "Auditing Standard No. 11" is replaced with "AS 2105."
In paragraph 17:
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•

In footnote 7:
– In the first sentence, the reference to "AU sec. 508" is
replaced with "AS 3101."
– In the last sentence, the reference to "AU sec. 508.35"
is replaced with "AS 3101.35."

•
•
•
l.
m.
n.
o.
p.
q.
r.

s.
t.
u.

In paragraph 18, the reference to "paragraph 17" is replaced with
"paragraph .17."
In the last sentence of paragraph 19, the reference to "paragraph
36" is replaced with "paragraph .36."
In the last sentence of paragraph 20, the reference to "AU sec.
316" is replaced with "AS 2401."
In footnote 14 to paragraph 20, the reference to "AU sec. 316.05"
is replaced with "AS 2401.05."
In paragraph 23, the reference to "AU secs. 316.79–.82A, AU sec.
317" is replaced with "AS 2401.79–.82A, AS 2405."
In the note to paragraph 25a, the reference to "paragraph 15" is
replaced with "paragraph .15."
In footnote 15 to paragraph 25c, the reference to "Paragraph 5.d.
of Auditing Standard No. 13" is replaced with "Paragraph .05d of
AS 2301."
In footnote 16 to paragraph 25d, the reference to "Paragraph 27"
is replaced with "Paragraph .27."
In the note to paragraph 27, the reference to "AU secs. 316.64–.65"
is replaced with "AS 2401.64–.65."
In footnote 17 to paragraph 28:

•
•
•
v.

w.

•
REL 2015-002

The first parenthetic reference to "paragraph 9" is replaced with "paragraph .09."
The second parenthetic reference to "paragraphs 20–23"
is replaced with "paragraphs .20–.23."
The third parenthetic reference to "paragraphs 24–27" is
replaced with "paragraphs .24–.27."

In the note to paragraph 29, the parenthetic reference to "paragraphs 49– 51 of Auditing Standard No. 12" is replaced with "AS
2110.49–.51."
In the first note to paragraph 30:

•

x.

In footnote 11 to the second note, the reference to "AU sec.
317" is replaced with "AS 2405."
In the third note, the reference to "Auditing Standard No.
11" is replaced with "AS 2105."
In footnote 12 to the third note, the reference to "Paragraphs 11–12 of Auditing Standard No. 11" is replaced
with "AS 2105.11–.12."

In the first sentence, the reference to "AU sec. 411, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles" is replaced with "AS
2815, The Meaning of 'Present Fairly in Conformity with
Generally Accepted Accounting Principles.'"
In the last sentence, the reference to "Auditing Standard
No. 6" is replaced with "AS 2820."

In paragraph 31:
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•
•
y.

aa.
bb.
cc.

dd.

In the last sentence, the reference to "AU sec. 508" is replaced with "AS 3101."
In footnote 21, the reference to "AU sec 508.22–.34" is replaced with "AS 3101.22–.34."

In the note to paragraph 36:

•
•
•
•
ff.

The reference to "Auditing Standard No. 8" is replaced
with "AS 1101."
In footnote 19, the reference to "Paragraph 3 of Auditing
Standard No. 8" is replaced with "AS 1101.03."

In paragraph 34a, the parenthetic reference to "paragraphs 14
and 17–19" is replaced with "paragraphs .14 and .17–.19."
In paragraph 34b, the parenthetic reference to "paragraphs 20–23
and 28–29" is replaced with "paragraphs .20–.23 and .28–.29."
In paragraph 34c, the parenthetic reference to "paragraph 36" is
replaced with "paragraph .36."
In footnote 20 to paragraph 34e, the reference to "Paragraphs 7–9
of Auditing Standard No. 15" is replaced with "Paragraphs .07–
.09 of AS 1105."
In paragraph 35:

•
•
ee.

In the note, the reference to "AU sec. 508" is replaced with
"AS 3101."
In footnote 18 to the note, the reference to "AU secs.
508.41–.44" is replaced with "AS 3101.41–.44."

In paragraph 32:

•
•
z.
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In the first sentence, the reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In footnote 22, the reference to "Paragraph 74 of Auditing
Standard No.12" is replaced with "AS 2110.74."
In the last sentence, the reference to "Auditing Standard
No. 13" is replaced with "AS 2301."
In footnote 23, the reference to "Paragraphs 32–34 of Auditing Standard No. 13" is replaced with "AS 2301.32–.34."

In paragraph 37:

•
•

Each reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
In footnote 24:
– The reference to "Paragraphs 62–70 of Auditing Standard No. 5" is replaced with "AS 2201.62–.70."
– The reference to "paragraphs 71–73 of Auditing Standard No. 5" is replaced with "AS 2201.71–.73."

gg.
hh.
ii.

In Appendix A, paragraph numbers A1 through A3 are replaced
with .A1 through .A3.
In footnote 2 to paragraph A2, the reference to "AU sec. 316" is
replaced with "AS 2401."
In footnote 3 to paragraph A3, the reference to "Paragraph 10" is
replaced with "Paragraph .10."
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jj.
kk.

In Appendix B, paragraph numbers B1 through B2 are replaced
with .B1 through .B2.
In paragraph B1:

•
•

The reference to "Paragraph 17" is replaced with "Paragraph .17."
In footnote 1:
– In the first sentence, the reference to "AU sec. 508" is
replaced with "AS 3101."
– In the last sentence, the reference to "AU sec. 508.35"
is replaced with "AS 3101.35."

•
ll.
mm.
nn.
oo.

pp.

In footnote 5 to the second note, the reference to "AU sec.
317" is replaced with "AS 2405."

In the last sentence of paragraph B2.o, the reference to "paragraph B2.l" is replaced with "paragraph .B2l."
In Appendix C, paragraph number C1 is replaced with .C1.
In paragraph C1, the reference to "paragraph 28" is replaced with
"paragraph .28."
In footnote 1 to item (2) of paragraph C1b, the reference to "Paragraph 9 of Auditing Standard No. 15" is replaced with "Paragraph
.09 of AS 1105."
In the parenthetic reference of footnote 2 to item (1) of paragraph
C1c:

•
•

The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
The reference to "AU sec. 508" is replaced with "AS 3101."

Auditing Standard No. 15, Audit Evidence
Auditing Standard No. 15, Audit Evidence, is amended as follows:
a. The section number "Auditing Standard No. 15" is replaced with
"AS 1105."
b. Paragraph numbers 1 through 29 are replaced with .01 through
.29.
c. In footnote 1 to paragraph 3:

•
•
d.

e.

In the first sentence, the reference to "Auditing Standard
No. 14" is replaced with "AS 2810."
In the second sentence, the reference to "Auditing Standard No. 3" is replaced with "AS 1215."

In footnote 2 to the first bullet of paragraph 5, the reference to
"Paragraph A5 of Auditing Standard No. 12" is replaced with
"Paragraph .A5 of AS 2110."
In footnote 3 to paragraph 10:

•
•

In the first sentence, the reference to "AU sec. 336" is replaced with "AS 1210."
In the last sentence:
– The reference to "AU sec. 324, Service Organizations"
is replaced with "AS 2601, Consideration of an Entity's
Use of a Service Organization."
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– The reference to "Auditing Standard No. 5" is replaced
with "AS 2201."
f.

In footnote 5 to paragraph 12, the reference to "paragraph 28 of
Auditing Standard No. 5" is replaced with "AS 2201.28."
g. In footnote 6 to paragraph 13a, the reference to "Auditing Standard No.12" is replaced with "AS 2110."
h. In footnote 7 to paragraph 13b, the reference to "Auditing Standard No. 13" is replaced with "AS 2301."
i. In the first sentence of paragraph 14, the reference to "Paragraphs
15–21" is replaced with "Paragraphs .15–.21."
j. In footnote 8 to paragraph 16, the reference to "AU sec. 331, Inventories" is replaced with "AS 2510, Auditing Inventories."
k. In footnote 9 to paragraph 17, the reference to "AU sec. 333" is
replaced with "AS 2805."
l. In footnote 10 to paragraph 18, the reference to "AU sec. 330" is
replaced with "AS 2310."
m. In footnote 11 to paragraph 21, the reference to "AU sec. 329" is
replaced with "AS 2305."
n. In paragraph 27, the reference to "paragraphs 25–26" is replaced
with "paragraphs .25–.26."
o. In footnote 12 to paragraph 27, the reference to "paragraphs 12–
13 and paragraphs 17–19 of Auditing Standard No. 14" is replaced
with "AS 2810.12–.13 and AS 2810.17–.19."
p. In footnote 13 to paragraph 28, the reference to "AU sec. 350" is
replaced with "AS 2315."
Auditing Standard No. 16, Communications with Audit Committees
Auditing Standard No. 16, Communications with Audit Committees, is amended
as follows:
a. The section number "Auditing Standard No. 16" is replaced with
"AS 1301."
b. Paragraph numbers 1 through 26 are replaced with .01 through
.26.
c. In the first sentence of footnote 5 to paragraph 8, the reference
to "paragraphs 5.f. and 54–57 of Auditing Standard No. 12" is
replaced with "paragraphs .05f and .54–.57 of AS 2110."
d. In the first sentence of footnote 6 to paragraph 8, the reference to
"AU sec. 317" is replaced with "AS 2405."
e. In paragraph 9:

•
•
f.
g.

In footnote 7, the reference to "paragraphs 8–9 of Auditing
Standard No. 9" is replaced with "paragraphs .08–.09 of
AS 2101."
In the first sentence of footnote 8, the reference to "Auditing Standard No. 12" is replaced with "AS 2110."

In footnote 9 to paragraph 10a, the reference to "paragraph 16 of
Auditing Standard No. 9" is replaced with "AS 2101.16."
In footnote 10 to paragraph 10b, the reference to "AU sec. 322, The
Auditor's Consideration of the Internal Audit Function in an Audit
of Financial Statements" is replaced with "AS 2605, Consideration
of the Internal Audit Function."
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h.

In footnote 11 to paragraph 10c, the reference to "paragraphs
16–19 of Auditing Standard No. 5" is replaced with "paragraphs
.16–.19 of AS 2201."

i.

In footnote 12 to paragraph 10d, the reference to "paragraphs 8–
14 of Auditing Standard No. 9" is replaced with "AS 2101.08–.14."

j.

In footnote 13 to paragraph 10e, the reference to "AU sec. 543, Part
of Audit Performed by Other Independent Auditors" is replaced
with "AS 1205, Part of the Audit Performed by Other Independent
Auditors."

k.

In footnote 14 to paragraph 11, the reference to "paragraph 15 of
Auditing Standard No. 9" is replaced with "AS 2101.15."

l.

In footnote 17 to item (1) of paragraph 12c, the reference to "AU
sec. 342" is replaced with "AS 2501."

m.

In footnote 20 to item (1) of paragraph 12d, the reference to "paragraph 71.g. of Auditing Standard No. 12" is replaced with "AS
2110.71g."

n.

In the first sentence of the note to paragraph 12, the reference to
"paragraph 12" is replaced with "paragraph .12."

o.

In footnote 21 to item (1) of paragraph 13a, the reference to "paragraphs 24–27 of Auditing Standard No. 14" is replaced with "paragraphs .24–.27 of AS 2810."

p.

In footnote 22 to item (2) of paragraph 13a, the reference to
"paragraph 27 of Auditing Standard No. 14" is replaced with "AS
2810.27."

q.

In footnote 23 to paragraph 13c, the reference to "AU sec. 342" is
replaced with "AS 2501."

r.

In footnote 24 to paragraph 13d, the reference to "AU sec. 316" is
replaced with "AS 2401."

s.

In footnote 25 to paragraph 13e:

•

In the first sentence, the reference to "paragraphs 30–31 of
Auditing Standard No. 14" is replaced with "AS 2810.30–
.31."

•

In the last sentence:
– The reference to "Auditing Standard No. 18" is replaced
with "AS 2410."
– The reference to "AU sec. 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern" is replaced with "AS 2415, Consideration of
an Entity's Ability to Continue as a Going Concern."

t.

In footnote 27 to paragraph 14:

•

In the first sentence, the reference to "AU sec. 550" is replaced with "AS 2710."

•

In the last sentence:
– The reference to "AU sec. 550" is replaced with "AS
2710."
– The reference to "Auditing Standard No. 17" is replaced
with "AS 2701."
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– The reference to "AU sec. 558" is replaced with "AS
2705."
– The reference to "AU sec. 711, Filings Under Federal
Securities Statutes" is replaced with "AS 4101, Responsibilities Regarding Filings Under Federal Securities
Statutes."
u.

In footnote 28 to paragraph 17:

•
•
v.

In footnote 29 of paragraph 17a:

•
•
w.
x.

z.
aa.

bb.
cc.
dd.
ee.

In the first sentence, the reference to "AU sec. 341.12" is
replaced with "AS 2415.12."
In the last sentence, the reference to "AU sec. 341.03c" is
replaced with "AS 2415.03c."

In footnote 32 to item (1) of paragraph 17c, the reference to "AU
sec. 341.10" is replaced with "AS 2415.10."
In footnote 33 to item (2) of paragraph 17c, the reference to "AU
sec. 341.12–.16" is replaced with "AS 2415.12–.16."
In footnote 34 to paragraph 18, the reference to "paragraph 20 of
Auditing Standard No. 14" is replaced with "paragraph .20 of AS
2810."
In footnote 36 to paragraph 18, the reference to "Auditing Standard No. 14" is replaced with "AS 2810."
In footnote 37 to paragraph 19, the reference to "paragraph 10 of
Auditing Standard No. 14" is replaced with "AS 2810.10."
In footnote 39 to the note to paragraph 23, the reference to "AU
sec. 508" is replaced with "AS 3101."
In footnote 40 to paragraph 24:

•
•
ff.

The reference to "AU sec. 341.06" is replaced with "AS
2415.06."
The reference to "AU sec 341.07" is replaced with "AS
2415.07."

In footnote 30 to paragraph 17b, the reference to "AU sec. 341.08"
is replaced with "AS 2415.08."
In footnote 31 to paragraph 17c:

•
•
y.

In the first sentence, the reference to "AU sec. 341" is replaced with "AS 2415."
In the last sentence, the reference to "AU secs. 341.03a–c"
is replaced with "AS 2415.03a–c."

The reference to "AU sec. 316.79–.81" is replaced with "AS
2401.79–.81."
The reference to "AU sec. 317.17" is replaced with "AS
2405.17."

In paragraph 25:

•
•
•

Footnote 41 is deleted.
In footnote 42, the reference to "Auditing Standard No. 3"
is replaced with "AS 1215."
In the note, the reference to "paragraphs 12 or 18" is replaced with "paragraphs .12 or .18."
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gg.
hh.

In Appendix A, paragraph numbers A1 through A4 are replaced
with .A1 through .A4.
Appendix B of Auditing Standard No.16 is replaced with the following:
This appendix identifies other PCAOB rules and standards related
to the audit that require communication of specific matters between
the auditor and the audit committee.

•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
ii.
jj.
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AS 6115, Reporting on Whether a Previously Reported Material Weakness Continues to Exist, paragraphs .60, .62,
and .64
AS 2201, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial
Statements, paragraphs .78–.81, .91, .C7, and .C14
AS 2110, Identifying and Assessing Risks of Material Misstatement, paragraphs .05f and .54–.57
AS 2410, Related Parties, paragraphs .07 and .19
Attestation Standard No. 1, Examination Engagements
Regarding Compliance Reports of Brokers and Dealers,
paragraphs 34 and 35
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers, paragraph
15
PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax Services
PCAOB Rule 3525, Audit Committee Pre-approval of Nonaudit Services Related to Internal Control Over Financial
Reporting
PCAOB Rule 3526, Communication with Audit Committees Concerning Independence
AS 2401, Consideration of Fraud in a Financial Statement
Audit, paragraphs .79–.81
AS 2405, Illegal Acts by Clients, paragraphs .08, .17, and
.20
AS 1305, Communications About Control Deficiencies in
an Audit of Financial Statements, paragraphs .04–.07 and
.09
AS 2502, Auditing Fair Value Measurements and Disclosures, paragraph .50
AS 2805, Management Representations, paragraph .05
AS 2710, Other Information in Documents Containing Audited Financial Statements, paragraphs .04 and .06
AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes, paragraph .13
AS 4105, Reviews of Interim Financial Information,
paragraphs.08–.09, .30–.31, and .33–.36

In Appendix C, paragraph numbers C1 through C2 are replaced
with .C1 through .C2.
In footnote 2 to item 2b of paragraph C1b, the reference to "AU
sec. 325" is replaced with "AS 1305."
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kk.

In footnote 3 to item (b) of paragraph C2, the reference to "AU sec.
722, Interim Financial Information" is replaced with "AS 4105,
Reviews of Interim Financial Information."
Auditing Standard No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements
Auditing Standard No. 17, Auditing Supplemental Information Accompanying
Audited Financial Statements, is amended as follows:
a. The section number "Auditing Standard No. 17" is replaced with
"AS 2701."
b. Paragraph numbers 1 through 15 are replaced with .01 through
.15.
c. In footnote 3 to the note to paragraph 3b, the reference to "Auditing Standard No. 11" is replaced with "AS 2105."
d. In footnote 6 to paragraph 7, the reference to "paragraph 10 of
Auditing Standard No. 14" is replaced with "paragraph .10 of AS
2810."
e. In footnote 7 to the note to paragraph 8, the reference to "paragraph 17 of Auditing Standard No. 14" is replaced with "AS
2810.17."
f. In footnote 8 to paragraph 12b:

•
•

In the first sentence, the reference to "AU sec. 561" is replaced with "AS 2905."
In the second sentence, the reference to "AU sec. 561" is
replaced with "AS 2905."

g.

In Appendix A, paragraph numbers A1 and A2 are replaced with
.A1 and .A2.
Auditing Standard No. 18, Related Parties
Auditing Standard No. 18, Related Parties, is amended as follows:
a. The section number "Auditing Standard No. 18" is replaced with
"AS 2410."
b. Paragraph numbers 1 through 19 are replaced with .01 through
.19.
c. In footnote 2 to paragraph 2:

•
•

d.

In the first sentence, the reference to "paragraphs 30-31 of
Auditing Standard No. 14" is replaced with "paragraphs
.30–.31 of AS 2810."
In the last sentence, the reference to "AU sec. 411, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles" is replaced with "AS
2815, The Meaning of 'Present Fairly in Conformity with
Generally Accepted Accounting Principles.'"

In paragraph 3:

•
•
•

In the first sentence, the reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In item a, the parenthetic reference to "paragraph 4" is
replaced with "paragraph .04."
In item b, the parenthetic reference to "paragraphs 5-7"
is replaced with "paragraphs .05–.07."
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•
•

In item c, the parenthetic reference to "paragraphs 8-9" is
replaced with "paragraphs .08–.09."
In the second note:
– The reference to "paragraphs 4-9" is replaced with
"paragraphs .04–.09."
– The reference to "Auditing Standard No. 12" is replaced
with "AS 2110."

e.

In footnote 3 to paragraph 4:

•
•
f.

In footnote 4 to paragraph 5:

•
•
g.
h.
i.

k.

In the first sentence, the reference to "AU sec. 333" is replaced with "AS 2805."
In the last sentence, the reference to "paragraph 5" is replaced with "paragraph .05."

In paragraph 6, the reference to "paragraph 5" is replaced with
"paragraph .05."
In footnote 7 to paragraph 7, the reference to "Auditing Standard
No. 16" is replaced with "AS 1301."
In footnote 8 to paragraph 8:

•
•
j.

In the first sentence, the reference to "paragraph 18 of
Auditing Standard No. 12" is replaced with "AS 2110.18."
In the last sentence, the reference to "paragraph 20 of
Auditing Standard No. 12" is replaced with "AS 2110.20."

In the first sentence, the reference to "paragraph 49 of
Auditing Standard No. 12" is replaced with "AS 2110.49."
In the last sentence, the reference to "paragraph 5 of Auditing Standard No. 10" is replaced with "paragraph .05
of AS 1201."

In footnote 9 to paragraph 9, the reference to "AU sec. 543, Part
of Audit Performed by Other Independent Auditors" is replaced
with "AS 1205, Part of the Audit Performed by Other Independent
Auditors."
In paragraph 10:

•
•

In footnote 10, the reference to "paragraph 59 of Auditing
Standard No. 12" is replaced with "AS 2110.59."
In the note:
– The reference to "paragraphs 4-9" is replaced with
"paragraphs .04–.09."
– The reference to "Auditing Standard No. 12" is replaced
with "AS 2110."

l.

In paragraph 11:

•
•

In footnote 11, the reference to "paragraph 3 of Auditing
Standard No. 13" is replaced with "paragraph .03 of AS
2301."
In footnote 12:
– The reference to "Auditing Standard No. 13" is replaced
with "AS 2301."
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– The reference to "paragraph 17 of Auditing Standard
No. 15" is replaced with "paragraph .17 of AS 1105."

•

In the note:
– In the first sentence, the reference to "AU sec. 316" is
replaced with "AS 2401."
– In the last sentence, the reference to "AU sec. 316.67"
is replaced with "AS 2401.67."

m.
n.
o.

In the last sentence of the note to paragraph 12, the reference to
"paragraph 12" is replaced with "paragraph .12."
In footnote 16 to paragraph 15, the reference to "paragraph 29 of
Auditing Standard No .15" is replaced with "AS 1105.29."
In paragraph 16:

•
•
•

p.
q.

s.
t.

–

In footnote 18 to item ii, the reference to "paragraph
74 of Auditing Standard No. 12" is replaced with "AS
2110.74."

–

In the last sentence of item iii:

•

The reference to "AU secs. 316.79-.82" is replaced
with "AS 2401.79–.82."

•

The reference to "AU sec. 317" is replaced with
"AS 2405."

In footnote 19 to paragraph 17, the reference to "paragraphs 30-31
of Auditing Standard No. 14" is replaced with "AS 2810.30–.31."
In footnote 20 to paragraph 18:

•
•
r.

In footnote 17 to item b, the reference to "AU sec. 333.04"
is replaced with "AS 2805.04."
In item e, the reference to "paragraph 12" is replaced with
"paragraph .12."
In item f:

In the first sentence, the reference to "paragraph .06.l. of
AU sec. 333" is replaced with "AS 2805.06l."
In the last sentence, the reference to "AU sec. 508" is replaced with "AS 3101."

In footnote 21 to paragraph 19, the reference to "Auditing Standard No. 16" is replaced with "AS 1301."
In Appendix A, paragraph numbers A1 through A3 are replaced
with .A1 through .A3.
In paragraph A1:

•
•

In the second sentence, the reference to "paragraph A2."
is replaced with "paragraph .A2."
In the third sentence, the reference to "paragraph A3." is
replaced with "paragraph .A3."

AU sec. 110, "Responsibilities and Functions of the Independent Auditor"
SAS No. 1, "Codification of Auditing Standards and Procedures," section 110,
"Responsibilities and Functions of the Independent Auditor" (AU sec. 110,
"Responsibilities and Functions of the Independent Auditor"), as amended, is
amended as follows:
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a.
b.

c.

The section number "AU Section 110" is replaced with "AS 1001."
In the third sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In paragraph 02:

•

In footnote 1:
– In the first sentence, the reference to "Auditing Standard No. 11" is replaced with "AS 2105."
– In the second sentence, the reference to "section 317" is
replaced with "AS 2405."

•
d.

e.
f.

In footnote 2, the phrase "section 230, Due Professional
Care in the Performance of Work, paragraphs .10 through
.13" is replaced with "paragraphs .10 through .13 of AS
1015, Due Professional Care in the Performance of Work."

In the first sentence of paragraph .05, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
Paragraph .10 is deleted.
Paragraph .11 and its following note is added:
The auditor should be aware of and consider auditing interpretations
applicable to his or her audit. If the auditor does not apply the auditing guidance included in an applicable auditing interpretation, the
auditor should be prepared to explain how he or she complied with
the provisions of the auditing standard addressed by such auditing
guidance.
Note: The term "auditing interpretations," as used in this paragraph,
refers to the publications entitled "Auditing Interpretation" issued
by the American Institute of Certified Public Accountants' Auditing
Standards Board as in existence on April 16, 2003, and in effect.

AU sec. 150, "Generally Accepted Auditing Standards"
SAS No. 95, "Generally Accepted Auditing Standards" (AU sec. 150, "Generally
Accepted Auditing Standards"), as amended, is rescinded.
AU sec. 161, "The Relationship of Generally Accepted Auditing Standards
to Quality Control Standards"
SAS No. 25, "The Relationship of Generally Accepted Auditing Standards to
Quality Control Standards," (AU sec. 161, "The Relationship of Generally Accepted Auditing Standards to Quality Control Standards"), as amended, is
amended as follows:
a. The section number "AU Section 161" is replaced with "AS 1110."
b. The title "The Relationship of Generally Accepted Auditing Standards to Quality Control Standards" is replaced with "Relationship of Auditing Standards to Quality Control Standards."
c. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 4)" is deleted.
d. In paragraph .01:

•
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In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
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The last sentence is deleted.

In the second sentence of paragraph .02, the phrase "generally
accepted auditing standards" is replaced with "the standards of
the PCAOB."
In paragraph .03:

•
•
•

In the first sentence, the phrase "Generally accepted auditing standards" is replaced with "Auditing standards."
In the second sentence, the phrase "generally accepted
auditing standards" is replaced with "auditing standards."
In the last sentence, the phrase "generally accepted auditing standards" is replaced with "the auditing standards."

AU sec. 201, "Nature of the General Standards"
SAS No. 1, "Codification of Auditing Standards and Procedures" (AU sec. 201,
"Nature of the General Standards"), is rescinded.
AU sec. 210, "Training and Proficiency of the Independent Auditor"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 210
"Training and Proficiency of the Independent Auditor" (AU sec. 210, "Training and Proficiency of the Independent Auditor"), as amended, is amended as
follows:
a.
b.

The section number "AU Section 210" is replaced with "AS 1010."
In paragraph .01, the introductory phrase "The first general standard is:" is deleted.
c. In paragraph .02, the phrase "This standard" is replaced with the
phrase "The statement in the preceding paragraph."
AU sec. 220, "Independence"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 220
"Independence" (AU sec. 220, "Independence"), as amended, is amended as follows:
a.
b.

The section number "AU Section 220" is replaced with "AS 1005."
In paragraph .01, the introductory phrase "The second general
standard is:" is deleted.
c. In the first sentence of paragraph .02, the phrase "This standard"
is replaced with the phrase "The statement in the preceding paragraph."
d. In paragraph .05, the phrase "that differ from the AICPA requirements in certain respects" is deleted.
AU sec. 230, "Due Professional Care in the Performance of Work"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 230
"Due Professional Care in the Performance of Work" (AU sec. 230, "Due Professional Care in the Performance of Work"), as amended, is amended as follows:
a.
b.
c.

The section number "AU Section 230" is replaced with "AS 1015."
Footnote * to the title of the standard is deleted.
In paragraph .01:

•
•

The introductory phrase "The third general standard is:"
is deleted.
Footnote 1 is deleted.
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d.

In the first sentence of paragraph .02, the phrase "This standard"
is replaced with "The statement in the preceding paragraph."

e.

In footnote 4 to paragraph .06, the reference to "Auditing Standard No. 10" is replaced with "AS 1201."

f.

In footnote 5 to paragraph .11, the reference to "section 342" is
replaced with "AS 2501."

g.

In paragraph .12:

•

In the fifth sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

•

In the sixth sentence, the parenthetic reference to "paragraph 9 of Auditing Standard No. 15" is replaced with
"paragraph .09 of AS 1105."

AU sec. 315, "Communications Between Predecessor and Successor
Auditors"
SAS No. 84, "Communications Between Predecessor and Successor Auditors"
(AU sec. 315, "Communications Between Predecessor and Successor Auditors"),
as amended, is amended as follows:
a.

The section number "AU Section 315" is replaced with "AS 2610."

b.

The title "Communications Between Predecessor and Successor
Auditors" is replaced with "Initial Audits—Communications Between Predecessor and Successor Auditors."

c.

In the references before paragraph .01, the phrase "(Supersedes
SAS No. 7)" is deleted.

d.

In last sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

e.

In paragraph .09:

•

The sentence "The successor auditor may wish to consider
other reasonable inquiries." is moved to the end of the
paragraph, after the fifth bullet.

•

In footnote 5 to the third bullet:
– The reference to "section 316" is replaced with "AS
2401."
– The reference to "section 317" is replaced with "AS
2405."
– The reference to "section 325" is replaced with "AS
1305."

•

In footnote 5A to the last bullet, the reference to "Paragraph .66 of AU sec. 316, Consideration of Fraud in a Financial Statement Audit," is replaced with "AS 2401.66."

f.

In the last sentence of footnote 8 to paragraph .12, the reference
to "section 543, Part of Audit Performed by Other Independent
Auditors, paragraph 10a" is replaced with "paragraph .10a of AS
1205, Part of the Audit Performed by Other Independent Auditors."

g.

In paragraph .16:
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In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the second sentence, the reference to "section 543, Part
of Audit Performed by Other Independent Auditors" is replaced with "AS 1205."
In the last sentence:
– The reference to "AU sec. 336" is replaced with "AS
1210."
– The reference to "AU sec. 322, The Auditor's Consideration of the Internal Audit Function in an Audit of
Financial Statements," is replaced with "AS 2605, Consideration of the Internal Audit Function."
– The reference to "paragraphs 16–19 of PCAOB Auditing
Standard No. 5" is replaced with "paragraphs .16–.19
of AS 2201."

h.

i.

In the first sentence of paragraph .20, the reference to "section
331, Inventories" is replaced with "AS 2510, Auditing Inventories."
In paragraph .21:

•
•
j.

In the last sentence, the reference to "section 561" is replaced with "AS 2905."
In footnote 9, the reference to "section 508, Reports on Audited Financial Statements, paragraphs .70 through .74"
is replaced with "paragraphs .70 through .74 of AS 3101,
Reports on Audited Financial Statements."

Under item 1 of paragraph 25:

•
•
•

In the first sentence of the illustrative letter's first paragraph, the phrase "auditing standards generally accepted
in the United States of America" is replaced with "the
standards of the Public Company Accounting Oversight
Board (United States)."
In the first bullet, the phrase "generally accepted auditing
standards" is replaced with "the standards of the PCAOB."
In item (2) of the illustrative paragraph, the phrase "generally accepted auditing standards" is replaced with "the
standards of the PCAOB."

AU sec. 316, "Consideration of Fraud in a Financial Statement Audit"
SAS No. 99, "Consideration of Fraud in a Financial Statement Audit" (AU sec.
316, "Consideration of Fraud in a Financial Statement Audit"), as amended, is
amended as follows:
a. The section number "AU Section 316" is replaced with "AS 2401."
b. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 82)" is deleted.
c. In paragraph .01:

•

In the first sentence, the reference to "Section 110, Responsibilities and Functions of the Independent Auditor, paragraph .02" is replaced with "Paragraph .02 of AS 1001,
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•
•
d.

In paragraph .01A:

•
•
•
e.
f.
g.

h.

i.

•
•

In footnote 20 to the fourth bullet, the reference to "AU
sec. 329" is replaced with "AS 2305."
In the fifth bullet, the parenthetic reference to "paragraph
54 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement" is replaced with "AS
2110.54."

In paragraph .54:

•
•
•
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In the first sentence, the reference to "Paragraph 8 of Auditing Standard No. 13, The Auditor's Responses to the
Risks of Material Misstatement," is replaced with "AS
2301.08."
In the last sentence, the reference to "Paragraph 12 of
Auditing Standard No. 13" is replaced with "AS 2301.12."
In the note, the reference to "Paragraph 71.b. of Auditing Standard No. 12, Identifying and Assessing Risks of
Material Misstatement," is replaced with "AS 2110.71b."

In paragraph .53:

•
•
k.

In the first sentence, the reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In the second sentence, the reference to "Auditing Standard No. 13" is replaced with "AS 2301."
In the last sentence, the reference to "Auditing Standard
No. 14" is replaced with "AS 2810."

In the second sentence of paragraph .04, the reference to "section
110.03" is replaced with "AS 1001.03."
In the fifth sentence of paragraph .09, the term "GAAS" is replaced
with "the standards of the PCAOB."
In footnote 7 to paragraph .12, the reference to "section 230, Due
Professional Care in the Performance of Work, paragraphs .10
through .13" is replaced with "paragraphs .10 through .13 of AS
1015, Due Professional Care in the Performance of Work."
In the second sentence of paragraph .13, the phrase "section 230,
Due Professional Care in the Performance of Work, paragraphs .07
through .09" is replaced with "AS 1015.07 through .09."
In paragraph .52:

•

j.

Responsibilities and Functions of the Independent Auditor."
In the note, the reference to "paragraphs 14–15 of PCAOB
Auditing Standard No. 5" is replaced with "paragraphs
.14–.15 of AS 2201."
In the first sentence of footnote 1, the reference to "section
317" is replaced with "AS 2405."

In footnote 21 to the second sub-bullet of the first bullet,
the reference to "AU sec. 330" is replaced with "AS 2310."
In footnote 22 to the second bullet, the reference to "AU
sec. 336" is replaced with "AS 1210."
In the third bullet:
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– In the fourth sentence, the reference to "section 342"
replaced with "AS 2501."
– In the fifth sentence, the parenthetic reference to "section 342.09 through .14" is replaced with "AS 2501.09
through .14."
l.

In the second sentence of paragraph .56, the reference to "paragraphs 8 through 15 of Auditing Standard No. 13, The Auditor's
Responses to the Risks of Material Misstatement," is replaced with
"AS 2301.08 through .15."

m.

In footnote 23 to item 1 of paragraph .58, the reference to "paragraphs 28 through 32 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement" is replaced with
"AS 2110.28 through .32."

n.

In the last sentence of the fifth bullet of paragraph .61, the reference to "paragraphs 11 through 14 of Auditing Standard No. 9" is
replaced with "paragraphs .11 through .14 of AS 2101."

o.

In the last sentence of paragraph .63, the reference to "Paragraphs
24 through 27 of Auditing Standard No. 14, Evaluating Audit
Results" is replaced with "AS 2810.24 through .27."

p.

In footnote 24 to paragraph .63, the reference to "section 342, Auditing Accounting Estimates, paragraphs .02 and .16," is replaced
with "AS 2501.02 and .16."

q.

In paragraph .66:

•

In the first note, the reference to "Auditing Standard No.
12, Identifying and Assessing Risks of Material Misstatement" is replaced with "AS 2110."

•

In the second note:
– In the second sentence, the reference to "paragraphs
14-16 of Auditing Standard No. 18" is replaced with
"paragraphs .14–.16 of AS 2410."
– In the last sentence, the reference to "Auditing Standard No. 18, Related Parties," is replaced with "AS
2410."

r.

In the note to paragraph .66A, the reference to "Paragraph 11A
of Auditing Standard No. 13" is replaced with "AS 2301.11A."

s.

In paragraph 67:

t.

•

In the note, the reference to "Paragraphs 20-23 of Auditing
Standard No. 14, Evaluating Audit Results," is replaced
with "AS 2810.20–.23."

•

In the second sentence of footnote 25A to the third bullet, the reference to "Auditing Standard No. 18, Related
Parties," is replaced with "AS 2410."

In paragraph 67A:

•

In the note, the reference to "AU sec. 550" is replaced with
"AS 2710."

•

In footnote 25B, the reference to "paragraphs 30-31 of Auditing Standard No. 14" is replaced with "AS 2810.30–.31."
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u.

In paragraph .80:

•

In the second sentence, the parenthetic reference to "section 325, 'Communications About Control Deficiencies in
An Audit of Financial Statements,' paragraph 4" is replaced with "paragraph .04 of AS 1305, Communications
About Control Deficiencies in an Audit of Financial Statements."

•

In the third sentence, the parenthetic reference to "paragraphs 72– 73 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement" is replaced
with "AS 2110.72–.73."

v.

In the second sentence of paragraph .81, the parenthetic reference
to "paragraphs 12–13 of Auditing Standard No. 16" is replaced
with "paragraphs .12–.13 of AS 1301."

w.

In paragraph .82:

x.

•

In item a, the reference to "AU sec. 315, Communications
Between Predecessor and Successor Auditors" is replaced
with "AS 2610, Initial Audits—Communications Between
Predecessor and Successor Auditors."

•

In footnote 40, the reference to "Section 315" is replaced
with "AS 2610."

In paragraph .83:

•

In the first bullet, the parenthetic reference to "paragraphs 52 and 53 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement" is replaced
with "AS 2110.52 and .53."

•

In the second bullet, the parenthetic reference to "paragraph 47, paragraphs 56 through 58, and paragraphs 65
through 69 of Auditing Standard No. 12, Identifying and
Assessing Risks of Material Misstatement" is replaced with
"AS 2110.47, AS 2110.56 through .58, and AS 2110.65
through .69."

•

In the third bullet:
– The first parenthetic reference to "(paragraphs 59
through 69 of Auditing Standard No. 12, Identifying
and Assessing Risks of Material Misstatement)" is replaced with "(AS 2110.59 through .69.)."
– The second parenthetic reference to "(paragraphs 5
through 15 of Auditing Standard No. 13, The Auditor's
Response to the Risks of Material Misstatement)" is replaced with "(AS 2301.05 through .15.)."
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•

In the fourth bullet, the parenthetic reference to "paragraph 68 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement" is replaced with
"AS 2110.68."

•

In the fifth bullet, the parenthetic reference to "paragraph
15 of Auditing Standard No. 13, The Auditor's Responses
to the Risks of Material Misstatements" is replaced with
"AS 2301.15."
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In the sixth bullet, the parenthetic reference to "paragraphs 5 through 9 of Auditing Standard No. 14, Evaluating Audit Results" is replaced with "AS 2810.05 through
.09."

y.

In the first sentence of item A.1 of paragraph .85, the reference
to "paragraphs 65 through 69 of Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement" is replaced
with "AS 2110.65 through .69."
z. Paragraphs .86 through .88 are deleted.
aa. Footnotes 5 and 6 to paragraph .86 are deleted.
bb. Footnote 8 to paragraph .87 is deleted.
cc. Footnotes 1 through 11 to paragraph .88 are deleted.
AU sec. 317, "Illegal Acts by Clients"
SAS No. 54, "Illegal Acts by Clients" (AU sec. 317, "Illegal Acts by Clients"), as
amended, is amended as follows:
a. The section number "AU Section 317" is replaced with "AS 2405."
b. In the references before paragraph .01, the phrase "(Supersedes
section 328)" is deleted.
c. In the first sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
d. In the last sentence of paragraph .05, the reference to "section
110" is replaced with "AS 1001."
e. In the last sentence of paragraph .07, the phrase "generally accepted auditing standards" is replaced with "PCAOB auditing
standards."
f. In paragraph .08:

•
•
g.
h.
i.

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "PCAOB auditing standards."
The parenthetic reference to "section 333" is replaced with
"AS 2805."

In footnote 2 to paragraph .21, the reference to "section 508" is
replaced with "AS 3101."
In the subtitle before paragraph .22, the phrase "in Accordance
With Generally Accepted Auditing Standards" is deleted.
In paragraph .23b:

•
•

The reference to "section 315, Communications Between
Predecessor and Successor Auditors" is replaced with "AS
2610, Initial Audits—Communications Between Predecessor and Successor Auditors."
In footnote 5, the reference to "section 315" is replaced
with "AS 2610."

AU sec. 9317, "Illegal Acts by Clients: Auditing Interpretations of Section
317"
AU sec. 9317, "Illegal Acts by Clients: Auditing Interpretations of Section 317,"
is amended as follows:
a. The section number "AU Section 9317" is replaced with "AI 13."
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b.

The title "Illegal Acts by Clients: Auditing Interpretations of Section 317" is replaced with "Illegal Acts by Clients: Auditing Interpretations of AS 2405."

c.

In paragraph .01:

•

In the first sentence, the phrase "The second standard of
field work requires" is replaced with "The auditing standards require."

•

In the last sentence:
– The reference to "section 317" is replaced with "AS 2405,
Illegal Acts by Clients."
– The phrase "the second standard of field work" is replaced with "AS 2110, Identifying and Assessing Risks
of Material Misstatement."

d.

In paragraph .03, the reference to "section 317" is replaced with
"AS 2405."

e.

In paragraph .05, the parenthetic reference to "section 317.22" is
replaced with "AS 2405.22."

AU sec. 322, "The Auditor's Consideration of the Internal Audit Function in
an Audit of Financial Statements"
SAS No. 54, "The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements" (AU sec. 322, "The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial Statements"), as amended,
is amended as follows:
a.

The section number "AU Section 322" is replaced with "AS 2605."

b.

The title "The Auditor's Consideration of the Internal Audit Function in an Audit of Financial Statements" is replaced with "Consideration of the Internal Audit Function."

c.

In the references before paragraph .01, the phrase "(Supersedes
SAS No. 9)" is deleted.

d.

In the last sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

e.

In the note to paragraph .01, the reference to "paragraphs 16–19
of PCAOB Auditing Standard No. 5" is replaced with "paragraphs
.16–.19 of AS 2201."

f.

In paragraph .02:

•

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

•

In footnote 2, the phrase "the AICPA Code of Professional
Conduct" is replaced with "PCAOB Rule 3520, Auditor
Independence."

g.

In footnote 3 to paragraph .04, the reference to "Auditing Standard No. 12" is replaced with "AS 2110."

h.

In footnote 5 to paragraph .18, the reference to "paragraph 8 of
Auditing Standard No. 15" is replaced with "paragraph .08 of AS
1105."
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In footnote 6 to paragraph .19, the reference to "section 543, Part
of Audit Performed by Other Independent Auditors" is replaced
with "AS 1205, Part of the Audit Performed by Other Independent
Auditors."
j. In the note to paragraph .22, the reference to "paragraphs 18–19
of PCAOB Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of
Financial Statements" is replaced with "AS 2201.18–.19."
k. In footnote 8 to paragraph .27, the reference to "Auditing Standard No. 10" is replaced with "AS 1201."
l. In the appendix, the title "The Auditor's Consideration of the Internal Audit Function in an Audit of Financial Statements" is
replaced with "Consideration of the Internal Audit Function."
AU sec. 324, "Service Organizations"
i.

SAS No. 70, "Service Organizations" (AU sec. 324, "Service Organizations"), as
amended, is amended as follows:
a.
b.
c.
d.
e.

f.

The section number "AU Section 324" is replaced with "AS 2601."
The title "Service Organizations" is replaced with "Consideration
of an Entity's Use of a Service Organization."
Footnote * to the title of the standard is deleted.
In the references before paragraph .01, the phrase "(Supersedes
SAS No. 44)" is deleted.
In the note to paragraph .01, the reference to "paragraphs B17–
B27 of Appendix B, Special Topics, of PCAOB Auditing Standard
No. 5" is replaced with " paragraphs .B17–.B27 of Appendix B,
Special Topics, of AS 2201."
In paragraph .07:

•
•
g.

h.

i.
j.
k.

In the first sentence, the reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In the third bullet, the second sentence is deleted.

In the first sentence of paragraph .16, the reference to "paragraph
18 and paragraphs 29 through 31 of Auditing Standard No. 13"
is replaced with "paragraph .18 and paragraphs .29 through .31
of AS 2301."
In the last sentence of paragraph .18, the reference to "section
543, Part of Audit Performed by Other Independent Auditors, paragraph .10a" is replaced with "paragraph .10a of AS 1205, Part of
the Audit Performed by Other Independent Auditors."
In the first sentence of paragraph 19, the reference to "section
543.12" is replaced with "AS 1205.12."
In the last sentence of paragraph .20, the reference to "section
325" is replaced with "AS 1305."
In the second sentence of paragraph .22:

•
•

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
The phrase "general standards and with the relevant fieldwork and reporting standards" is replaced with "relevant
PCAOB auditing standards."
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l.

In the second sentence of paragraph .23:

•

The reference to "Auditing Standard No. 14" is replaced
with "AS 2810."

•

The reference to "section 317" is replaced with "AS 2405."

m.

In paragraph .38, in the last sentence of the first paragraph of
the sample report on controls placed in operation at a service
organization, the phrase "standards established by the American
Institute of Certified Public Accountants" is replaced with "the
standards of the Public Company Accounting Oversight Board
(United States)."

n.

In the last sentence of paragraph .41, the reference to "Section
350" is replaced with "AS 2315."

o.

In paragraph .54, in the last sentence of the first paragraph of the
sample report on controls placed in operation at a service organization and tests of operating effectiveness, the phrase "standards
established by the American Institute of Certified Public Accountants" is replaced with "the standards of the Public Company Accounting Oversight Board (United States)."

AU sec. 9324, "Service Organizations: Auditing Interpretations of Section
324"
AU sec. 9324, "Service Organizations: Auditing Interpretations of Section 324,"
as amended, is amended as follows:
a.

The section number "AU Section 9324" is replaced with "AI 18."

b.

The title "Service Organizations: Auditing Interpretations of Section 324" is replaced with "Consideration of an Entity's Use of a
Service Organization: Auditing Interpretations of AS 2601."

c.

In paragraph .01:

•

In the first sentence, the reference to "section 324, Service
Organizations" is replaced with "AS 2601, Consideration
of an Entity's Use of a Service Organization."

•

In the second sentence, the reference to "Section 324.44f"
is replaced with "AS 2601.44f."

d.

In the first sentence of paragraph .02, the reference to "section
324.44f" is replaced with "AS 2601.44f."

e.

In paragraph .05:

•

In the third sentence, the reference to "Paragraphs .06
through .17 of section 324, Service Organizations," is replaced with "AS 2601.06 through .17."

•

In the fourth sentence, the reference to "section 324.06–
.17" is replaced with "AS 2601.06–.17."

•

In the last sentence, the reference to "section 324.06" is
replaced with "AS 2601.06."

f.

In the second sentence of paragraph .07, the reference to "Section
324.11–.16" is replaced with "AS 2601.11–.16."

g.

Following paragraph .16, in the Sample Scope Paragraph of a
Service Auditor's Report Using the Carve-Out Method:
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•
•
•
h.
i.

•

k.

m.

The heading "Independent Service Auditor's Report"
above the example report is replaced with "Service Auditor's Report of Independent Registered Public Accounting
Firm."
In the last sentence of the first paragraph of the report,
the phrase "standards established by the American Institute of Certified Public Accountants" is replaced with "the
standards of the Public Company Accounting Oversight
Board (United States)."

In paragraph .35, each reference to "Section 324.32" or "section
324.32" is replaced with "AS 2601.32."
In paragraph .36:

•
•
l.

The heading "Independent Service Auditor's Report"
above the example report is replaced with "Service Auditor's Report of Independent Registered Public Accounting
Firm."
In the last sentence of the report, the phrase "standards
established by the American Institute of Certified Public
Accountants" is replaced with "the standards of the Public
Company Accounting Oversight Board (United States)."
In the bracketed sentence, the reference to "section 324.38
and .54" is replaced with "AS 2601.38 and .54."

In the first sentence of paragraph .17, the reference to "section
324.12" is replaced with "AS 2601.12."
Following paragraph .18, in the Sample Service Auditor's Report
Using the Inclusive Method:

•

j.
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Each reference to "Section 324.32" or "section 324.32" is
replaced with "AS 2601.32."
Footnote 2 is deleted.

In the first sentence of paragraph .37, the reference to "section
550" is replaced with "AS 2710."
In paragraph .38:

•
•
•
•

In the first sentence, the reference to "Section 324.29g and
.44l" is replaced with "AS 2601.29g and .44l."
In the second sentence, the reference to "Section 324.44l"
is replaced with "AS 2601.44l."
In the third sentence, the reference to "section 324.38 and
.54" is replaced with "AS 2601.38 and .54."
In the fourth sentence, the reference to "section 324.54" is
replaced with "AS 2601.54."

n.

In the first sentence of paragraph .39, the reference to "section
324.38 and .54" is replaced with "AS 2601.38 and .54."
o. In the first sentence of paragraph .40, the reference to "section
324.38 and .54" is replaced with "AS 2601.38 and .54."
AU sec. 325, "Communications About Control Deficiencies in an Audit of
Financial Statements"
AU sec. 325, "Communications About Control Deficiencies in an Audit of Financial Statements," as amended, is amended as follows:
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a.

The section number "AU Section 325" is replaced with "AS 1305."

b.

Paragraph numbers 1 through 9 are replaced with .01 through
.09.

c.

The directions before paragraph 1 are replaced with the following:
Note: For an integrated audit of financial statements and internal
control over financial reporting, see paragraphs .78–.84 of AS 2201,
An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements.
Note: The following paragraphs apply in an audit of financial statements only:

d.

In the second note to paragraph 3, the reference to "paragraphs
62–70 of PCAOB Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is replaced with "AS 2201.62–.70."

e.

In the last sentence of paragraph 4, the reference to "paragraphs
2 and 3" is replaced with "paragraphs .02 and .03."

f.

In the last sentence of paragraph 9:

•
•

The reference to "AU sec. 325" is replaced with "AS 1305."
The reference to "paragraph 2" is replaced with "paragraph .02."

AU sec. 9325, "Communication of Internal Control Related Matters Noted
in anAudit: Auditing Interpretations of Section 325"
AU sec. 9325, "Communication of Internal Control Related Matters Noted in
an Audit: Auditing Interpretations of Section 325," as amended, is amended as
follows:
a.

The section number "AU Section 9325" is replaced with "AI 12."

b.

The title "Communication of Internal Control Related Matters
Noted in an Audit: Auditing Interpretations of Section 325" is
replaced with "Communications About Control Deficiencies in an
Audit of Financial Statements: Auditing Interpretations of AS
1305."

c.

In the note before paragraph .01:

•

In the first sentence:
– The reference to "AU sec. 325" is replaced with "AS
1305, Communications About Control Deficiencies in an
Audit of Financial Statements."
– The reference to "paragraph 2" is replaced with "paragraph .02."

•

In the last sentence, the reference to "paragraph A7 of Appendix A, Definitions, of PCAOB Auditing Standard No.
5" is replaced with "paragraph .A7 of Appendix A, Definitions, of AS 2201."

d.

In the first sentence of paragraph .01, the reference to "Section
325" is replaced with "AS 1305."

e.

In the second sentence of paragraph .02, the reference to "Section
325" is replaced with "AS 1305."
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f.

In the first sentence of paragraph .03, the reference to "Section
325" is replaced with "AS 1305."
g. In the example report below paragraph .04, in the second sentence, the phrase "standards established by the American Institute of Certified Public Accountants" is replaced with "the standards of the Public Company Accounting Oversight Board (United
States)."
AU sec. 9326, "Evidential Matter: Auditing Interpretations of Section 326"
AU sec. 9326, "Evidential Matter: Auditing Interpretations of Section 326," as
amended, is amended as follows:
a. The section number "AU Section 9326" is replaced with "AI 28."
b. The title "Evidential Matter: Auditing Interpretations of Section
326" is replaced with "Evidential Matter Relating to Income Tax
Accruals: Auditing Interpretations."
c. In paragraph .10:

•
•
•
•
•

In the first sentence, the phrase "third standard of field
work requires" is replaced with "auditing standards require."
In the second sentence, the reference to "Paragraph 35 of
Auditing Standard No. 14" is replaced with "Paragraph
.35 of AS 2810."
In the third sentence, the reference to "Section 508, Reports on Audited Financial Statements, paragraph .24" is
replaced with "Paragraph .24 of AS 3101, Reports on Audited Financial Statements."
In the fourth sentence, the reference to "section 333 on
Management Representations" is replaced with "AS 2805,
Management Representations."
In the fifth sentence:
– The reference to "Section 333.06" is replaced with "AS
2805.06."
– The reference to "section 333.08" is replaced with "AS
2805.08."

•

In the last sentence, the reference to "section 333.13" is
replaced with "AS 2805.13."

In the first sentence of paragraph .12, the phrase "Section 339, Audit Documentation, states that audit documentation is the principal record" is replaced with "Audit documentation is the written
record."
e. In paragraph .16, the reference to "section 336" is replaced with
"AS 1210."
f. In the first sentence of paragraph .18, the reference to "Section
336.01" is replaced with "AS 1210.01."
g. In the first sentence of paragraph .19, the reference to "section
337" is replaced with "AS 2505."
AU sec. 328, "Auditing Fair Value Measurements and Disclosures"
d.

SAS No. No. 101, "Auditing Fair Value Measurements and Disclosures" (AU
sec. 328, "Auditing Fair Value Measurements and Disclosures"), as amended,
is amended as follows:
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a.

The section number "AU Section 328" is replaced with "AS 2502."

b.

In paragraph .06 each reference to "Section 342" or "section 342"
is replaced with "AS 2501."

c.

In footnote 3 to paragraph .07, the reference to "section 332" is
replaced with "AS 2503."

d.

In the first sentence of paragraph .11, the reference to "Auditing
Standard No. 12" is replaced with "AS 2110."

e.

In the last sentence of the fifth bullet of paragraph .12, the reference to "section 324, Service Organizations" is replaced with "AS
2601, Consideration of an Entity's Use of a Service Organization."

f.

In the first sentence of paragraph .14, the reference to "Paragraph A5, second note of Auditing Standard No. 5" is replaced
with "Paragraph A5, second note of AS 2201."

g.

In the last sentence of paragraph .20, the reference to "section
336" is replaced with "AS 1210."

h.

In paragraph .22, the reference to "Section 336" or "section 336"
is replaced with "AS 1210."

i.

In footnote 6 to paragraph .40, the reference to "section 329, Analytical Procedures" is replaced with "AS 2305, Substantive Analytical Procedures."

j.

In footnote 7 to paragraph .41, the reference to "section 560" is
replaced with "AS 2801."

k.

In footnote 8 to paragraph .43, the reference to "paragraph 31 of
Auditing Standard No. 14" is replaced with "paragraph .31 of AS
2810."

l.

In the last sentence of paragraph .47, the parenthetic reference
to "paragraphs 12 through 18 and 24 through 27 of Auditing
Standard No. 14, Evaluating Audit Results" is replaced with "AS
2810.12 through .18 and AS 2810.24 through .27."

m.

In the first sentence of paragraph .48:

•
•
n.

The reference to "Section 333" is replaced with "AS 2805."
The reference to "generally accepted auditing standards"
is replaced with "the standards of the PCAOB."

In paragraph .50, the reference to "Paragraphs 12–13 of Auditing Standard No. 16" is replaced with "Paragraphs .12–.13 of AS
1301."

AU sec. 329, "Substantive Analytical Procedures"
SAS No. 56, "Analytical Procedures" (AU sec. 329, "Substantive Analytical Procedures"), as amended, is amended as follows:
a.

The section number "AU Section 329" is replaced with "AS 2305."

b.

In the references before paragraph .01, the phrase "(Supersedes
section 318)" is deleted.

c.

In paragraph .01:
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•

In the first note, the reference to "Auditing Standard No.
12" is replaced with "AS 2110."

•

In the second note, the reference to "Auditing Standard
No. 14" is replaced with "AS 2810."
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d.

In the last sentence of paragraph .09, the parenthetic reference
to "paragraph 11 of Auditing Standard No. 13" is replaced with
"paragraph .11 of AS 2301."
e. In footnote 1 to paragraph .09, the reference to "Auditing Standard No. 15" is replaced with "AS 1105."
f. In the last sentence of paragraph .21, the parenthetic reference to
"Auditing Standard No. 14, Evaluating Audit Results" is replaced
with "AS 2810."
AU sec. 330, "The Confirmation Process"
SAS No. 67, "The Confirmation Process" (AU sec. 330, "The Confirmation Process"), as amended, is amended as follows:
a.
b.
c.

The section number "AU Section 330" is replaced with "AS 2310."
In the references before paragraph .01, the phrase "(Supersedes
section 331.03–.08)" is deleted.
In paragraph .01

•
•

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the last bullet:
– In the first sentence, the reference to "section 331, Inventories, paragraphs .03–.08" is replaced with "paragraphs .03–.08 of AS 2510, Auditing Inventories."
– Each reference to "section 331.01" is replaced with "AS
2510.01."

d.

In paragraph .02:

•

In the second sentence:
– The reference to "section 350" is replaced with "AS
2315."
– The reference to "Auditing Standard No. 13" is replaced
with "AS 2301."

•
e.

In paragraph .03:

•
•
f.
g.

h.
i.

In the last sentence, the reference to "Auditing Standard
No. 13, The Auditor's Responses to the Risks of Material
Misstatement" is replaced with "AS 2301."

The reference to "section 336" is replaced with "AS 1210."
The reference to "section 337" is replaced with "AS 2505."

In the first sentence of paragraph .05, the reference to "Auditing
Standard No. 8" is replaced with "AS 1101."
In the last sentence of paragraph .06, the reference to "paragraph
8 of Auditing Standard No. 15" is replaced with "paragraph .08 of
AS 1105."
In the last sentence of paragraph .11, the reference to "Auditing
Standard No. 15, Audit Evidence," is replaced with "AS 1105."
In paragraph .15, the parenthetic reference to "section 230" is
replaced with "AS 1015."
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j.

In footnote 2 to paragraph .27, the reference to "Auditing Standard No. 18" is replaced with "AS 2410."
k. In the last sentence of footnote 3 to paragraph .28, the reference
to "Section 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements" is replaced with
"AS 2605, Consideration of the Internal Audit Function."
AU sec. 331, "Inventories"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 331
"Inventories" (AU sec. 331, "Inventories"), as amended, is amended as follows:
a. The section number "AU Section 331" is replaced with "AS 2510."
b. The title "Inventories" is replaced with "Auditing Inventories."
c. Footnote * to the title of the standard is deleted.
d. Footnote 3 to the subtitle before paragraph .14, "Inventories Held
in Public Warehouses," is deleted.
e. In paragraph .15, the reference to "sections 508.24 and 508.67"
is replaced with "paragraphs .24 and .67 of AS 3101, Reports on
Audited Financial Statements."
AU sec. 332, "Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities"
SAS No. 92, "Auditing Derivative Instruments, Hedging Activities, and Investments in Securities" (AU sec. 332, "Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities"), as amended, is amended as follows:
a. The section number "AU Section 332" is replaced with "AS 2503."
b. Footnote 1 to the title of the standard is deleted.
c. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 81)" is deleted.
d. In paragraph .01:

•
•
e.

In paragraph .06:

•
•
•
f.

g.
h.
i.
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In the last sentence, the reference to "paragraphs 11 and
12 of Auditing Standard No. 15" is replaced with "paragraphs .11 and .12 of AS 1105."
In footnote 3, the reference to "section 623, Special Reports, paragraph .04" is replaced with "paragraph .04 of
AS 3305, Special Reports."
In the first sentence, the reference to "Auditing Standard
No. 9" is replaced with "AS 2101."
In the second sentence, the reference to "Auditing Standard No. 10" is replaced with "AS 1201."
In the last sentence, the reference to "AU sec. 336" is replaced with "AS 1210."

In the last sentence of paragraph .07, the reference to "section
322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements" is replaced with "AS 2605,
Consideration of the Internal Audit Function."
In the first sentence of paragraph .09, the reference to "Auditing
Standard No. 12" is replaced with "AS 2110."
Footnote 6 to paragraph .10 is deleted.
In paragraph .11:
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•
•
•
j.
k.

l.
m.
n.

•

p.

q.

•

In the third sentence, the reference to "section 560, Subsequent Events, paragraphs .05–.06)" is replaced with "paragraphs .05–.06 of AS 2801, Subsequent Events."
In the last sentence, the reference to "section 560.03" is
replaced with "AS 2801.03."

In paragraph .35:

•
•
s.

In the first sentence of footnote 11 to the second bullet,
the reference to "Section 330" is replaced with "AS 2310,
The Confirmation Process."
In footnote 12 to the last bullet, the reference to "Section
329" is replaced with "AS 2305, Substantive Analytical
Procedures."

In footnote 13 to the second bullet of paragraph .22, the reference
to "Section 330.17" is replaced with "AS 2310.17."
In footnote 15 to paragraph .32, the reference to "section 508,
Reports on Audited Financial Statements, paragraphs .16–.18" is
replaced with "paragraphs .16–.18 of AS 3101, Reports on Audited
Financial Statements."
In paragraph .33:

•

r.

In the fourth sentence, the reference to "Paragraphs 28
through 32 and B1 through B6 of Auditing Standard No.
12, Identifying and Assessing Risks of Material Misstatement" is replaced with "AS 2110.28 through .32 and AS
2110.B1 through .B6."
In the last sentence, the reference to "section 324, Service
Organizations" is replaced with "AS 2601, Consideration
of an Entity's Use of a Service Organization."
In the note, the reference to "paragraph 39 of PCAOB Auditing Standard No. 5" is replaced with "paragraph .39 of
AS 2201."

In footnote 8 to the fifth bullet of paragraph .14, the reference to
"Section 324" is replaced with "AS 2601."
In the last sentence of paragraph .15, the reference to "Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement" is replaced with "AS 2110."
In paragraph .16a, the reference to "section 324" is replaced with
"AS 2601."
Footnote 10 to paragraph .18 is deleted.
In paragraph .21:

•

o.
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In the sixth sentence, the reference to "section 342" is replaced with "AS 2501."
In the last sentence, the reference to "paragraphs 24
through 27 of Auditing Standard No. 14" is replaced with
"paragraphs .24 through .27 of AS 2810."

In paragraph .39:

•
•

Each reference to "Section 336" is replaced with "AS 1210."
Each reference to "Section 324" is replaced with "AS 2601."
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t.
u.
v.

w.

x.

In paragraph .43a, the reference to "section 342" is replaced with
"AS 2501."
In paragraph .43b, the reference to "section 336" is replaced with
"AS 1210."
In the third sentence of paragraph .49, the reference to "section
411, The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles, paragraph .04" is replaced
with "paragraph .04 of AS 2815, The Meaning of 'Present Fairly
in Conformity with Generally Accepted Accounting Principles.'"
In paragraph .51, the parenthetic reference to "paragraph 31 of
Auditing Standard No. 14, Evaluating Audit Results" is replaced
with "AS 2810.31."
In paragraph .58:

•
•

In the first sentence, the reference to "Section 333" is replaced with "AS 2805."
In footnote 20, the reference to "section 333.17" is replaced
with "AS 2805.17."

AU sec. 333, "Management Representations"
SAS No. 85, "Management Representations" (AU sec. 333, "Management Representations"), as amended, is amended as follows:
a. The section number "AU Section 333" is replaced with "AS 2805."
b. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 19)" is deleted.
c. In paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
d. In footnote 1 to paragraph .02, the reference to "Section 230" is
replaced with "AS 1015."
e. In the third sentence of paragraph .03, the reference to "Auditing
Standard No. 18" is replaced with "AS 2410."
f. In the note to paragraph .05, the reference to "paragraphs 75–77
of PCAOB Auditing Standard No. 5" is replaced with "paragraphs
.75–.77 of AS 2201."
g. In paragraph .06g:

•
•
•

In footnote 4, the reference to "Auditing Standard No. 14"
is replaced with "AS 2810."
In the first sentence of footnote 6, the reference to "Paragraph 11 of Auditing Standard No. 14, Evaluating Audit
Results" is replaced with "AS 2810.11."
In footnote 7:
– In the first sentence:
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•

The reference to "section 317, Illegal Acts by
Clients, paragraph .17" is replaced with "paragraph .17 of AS 2405, Illegal Acts by Clients."

•

The reference to "section 316, Consideration of
Fraud in a Financial Statement Audit, paragraphs
.79 through .82" is replaced with "paragraphs .79
through .82 of AS 2401, Consideration of Fraud in
a Financial Statement Audit."
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– In the last sentence:

h.

i.
j.

•

l.

m.
n.

o.

p.
q.
r.

The reference to "section 317" is replaced with "AS
2405."

•

The reference to "section 316" is replaced with
"2401."

In footnote 9 to paragraph .06l, the reference to "paragraph 18 of
Auditing Standard No. 18, Related Parties" is replaced with "AS
2410.18."
In footnote 10 to paragraph .06o, the reference to "section 317" is
replaced with "AS 2405."
In footnote 11 to paragraph .06p:

•

k.

•

In the first sentence, the reference to "section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments, paragraph .05d" is replaced with " paragraph .05d of AS 2505, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments."
The parenthetic reference to "section 9337.15–.17" is replaced with "paragraphs .15–.17 of AI 17, Inquiry of a
Client's Lawyer Concerning Litigation, Claims, and Assessments: Auditing Interpretations of AS 2505."

In footnote 12 to paragraph .06q, the reference to "section 337.05b"
is replaced with "AS 2505.05b."
In footnote 13 to paragraph .06t:
a. The reference to "section 560, Subsequent Events, paragraph .12" is replaced with "paragraph .12 of AS 2801,
Subsequent Events."
b. The reference to "section 711, Filings Under Federal Securities Statutes, paragraph .10" is replaced with "paragraph
.10 of AS 4101, Responsibilities Regarding Filings Under
Federal Securities Statutes."
c. The reference to "section 634, Letters for Underwriters and
Certain Other Requesting Parties, paragraph .45, footnote
29" is replaced with "paragraph .45, footnote 31 of AS
6101, Letters for Underwriters and Certain Other Requesting Parties."
Footnote 14 to paragraph .07 is deleted.
In the fourth sentence of paragraph .09, the bracketed reference
to "section 530, Dating of the Independent Auditor's Report, paragraph .05" is replaced with "paragraph .05 of AS 3110, Dating of
the Independent Auditor's Report."
In footnote 15 to paragraph .12, the reference to "section 508, Reports on Audited Financial Statements, paragraph .71" is replaced
with "paragraph .71 of AS 3101, Reports on Audited Financial
Statements."
In footnote 16 to paragraph .12, the reference to "section 711.10"
is replaced with "AS 4101.10."
In footnote 18 to paragraph .13, the reference to "section 508.22–
.34" is replaced with "AS 3101.22–.34."
In the second sentence of item 4 of paragraph .16:
a. The reference to "section 316" is replaced with "AS 2401."
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b. The reference to "Auditing Standard No. 18" is replaced
with "AS 2410."
s. The second sentence in item 1 of paragraph .17 is deleted.
AU sec. 9333, "Management Representations: Auditing Interpretations of
Section
AU sec. 9333, "Management Representations: Auditing Interpretations of Section 333," is amended as follows:
a.
b.

The section number "AU Section 9333" is replaced with "AI 21."
The title "Management Representations: Auditing Interpretations of Section 333" is replaced with "Management Representations: Auditing Interpretations of AS 2805."
c. In the first sentence of paragraph .01, the reference to "Section
333" is replaced with "AS 2805."
d. In paragraph .02, each reference to "Section 317" or "section 317"
is replaced with "AS 2405."
e. In the second sentence of paragraph .03, the reference to "Section
333" is replaced with "AS 2805."
AU sec. 336, "Using the Work of a Specialist"
SAS No. 73, "Using the Work of a Specialist" (AU sec. 336, "Using the Work of
a Specialist"), as amended, is amended as follows:
a.
b.
c.

The section number "AU Section 336" is replaced with "AS 1210."
In the references before paragraph .01, the phrase "(Supersedes
SAS No. 11)" is deleted.
In paragraph .01:

•
•
d.
e.

In the second sentence of paragraph .02, the reference to "section
337" is replaced with "AS 2505."
In paragraph .04:

•
•
f.

g.
h.

i.

REL 2015-002

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In footnote 1, the reference to "Auditing Standard No. 10"
is replaced with "AS 1201."

The reference to "section 623" is replaced with "AS 3305."
In footnote 3, the reference to "section 623, Special Reports" is replaced with "AS 3305."

In the last sentence of paragraph .05, the reference to "Auditing Standard No. 10, Supervision of the Audit Engagement" is
replaced with "AS 1201."
In footnote 4 to paragraph .07c, the parenthetic sentence is
deleted.
In the last sentence of paragraph .13, the parenthetic reference
to "section 508, Reports on Audited Financial Statements, paragraphs .22 and .23" is replaced with "paragraphs .22 and .23 of
AS 3101, Reports on Audited Financial Statements."
In the last sentence of paragraph .14, the parenthetic reference
to "section 508.35, .36, and .41" is replaced with "AS 3101.35, .36,
and .41."
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AU sec. 9336, "Using the Work of a Specialist: Auditing Interpretations of
Section
AU sec. 9336, "Using the Work of a Specialist: Auditing Interpretations of Section 336," as amended, is amended as follows:
a.
b.

c.

d.
e.

f.
g.

The section number "AU Section 9336" is replaced with "AI 11."
The title "Using the Work of a Specialist: Auditing Interpretations
of Section 336" is replaced with "Using the Work of a Specialist:
Auditing Interpretations of AS 1210."
In the first sentence of paragraph .04, the reference to "Section
336, Using the Work of a Specialist, paragraph .06" is replaced
with "Paragraph .06 of AS 1210, Using the Work of a Specialist."
In the second sentence of paragraph .11, the reference to "Section
336.13" is replaced with "AS 1210.13."
In the fourth sentence of paragraph .15, the reference to "Paragraph 6 of Auditing Standard No. 15" is replaced with "Paragraph
.06 of AS 1105."
In the second sentence of paragraph .17, the reference to "section
336.09" is replaced with "AS 1210.09."
In paragraph .21:

•
•
•

In footnote 14, the reference to "section 336.13" is replaced
with "AS 1210.13."
In the third sentence, the reference to "section 508, Reports on Audited Financial Statements, paragraphs .35
through .60" is replaced with "paragraphs .35 through .60
of AS 3101, Reports on Audited Financial Statements."
In the last sentence, the reference to "section 508.22–.26
and 508.61–.63." is replaced with "AS 3101.22–.26 and AS
3101.61–.63."

AU sec. 337, "Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments"
SAS No. 12, "Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments" (AU sec. 336, "Inquiry of a Client's Lawyer Concerning Litigation,
Claims, and Assessments"), as amended, is amended as follows:
a.
b.
c.
d.

The section number "AU Section 337" is replaced with "AS 2505."
Footnote 1 to the title of the standard is deleted.
In paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
In footnote 2 to paragraph .03:

•
•
e.

f.

The first sentence is deleted.
In the last sentence, the term "SAS" is replaced with "auditing standard."

In footnote 4 to the subtitle before paragraph .08 ("Inquiry of a
Client's Lawyer"), the parenthetic reference to "section 337A" is
replaced with "AS 2505A."
In footnote 6 to the subtitle before paragraph .12 ("Limitations on
the Scope of a Lawyer's Response"), the parenthetic reference to
"section 337C" is replaced with "AS 2505C."
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g.

In the first sentence of paragraph .13, the parenthetic reference
to "section 508.22 and .23" is replaced with "paragraphs .22 and
.23 of AS 3101, Reports on Audited Financial Statements."
h. In the last sentence of paragraph .14, the reference to "section
508.45 through .49" is replaced with "AS 3101.45 through .49."
i. The section number "AU Section 337A" is replaced with "AS
2505A."
j. In AU Section 337A, the paragraph number ".01" is deleted.
k. Exhibit I, AU sec. 337B and related footnotes are deleted.
l. The section number "AU Section 337C" is replaced with "AS
2505C."
AU sec. 9337, "Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments: Auditing Interpretation of Section 337"
AU sec. 9337, "Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments: Auditing Interpretation of Section 337," as amended, is amended
as follows:
a.
b.

c.
d.

e.

f.

g.
h.

i.

The section number "AU Section 9337" is replaced with "AI 17."
The title "Inquiry of a Client's Lawyer Concerning Litigation,
Claims, and Assessments: Auditing Interpretations of Section
337" is replaced with "Inquiry of a Client's Lawyer Concerning
Litigation, Claims, and Assessments: Auditing Interpretation of
AS 2505."
In the first sentence of paragraph .01, the reference to "section
337" is replaced with "AS 2505."
In the first sentence of paragraph .04, the reference to "[section
337A] to section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments," is replaced with "[AS 2505A]
to AS 2505."
In the first sentence of paragraph .05, the reference to "Section
560.10 through .12 indicates" is replaced with "Paragraphs .10
through .12 of AS 2801, Subsequent Events, indicate."
In the first sentence of paragraph .06, the reference to "[section
337A] to section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments," is replaced with "[AS 2505A]
to AS 2505."
In the first sentence of paragraph .07, the reference to "[section
337A] to section 337" is replaced with "[AS 2505A] to AS 2505."
In the first sentence of paragraph .08, the reference to "Section
337, Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments, paragraph .05c," is replaced with "AS 2505.05c."
In the second sentence of paragraph .09:

•
•
j.
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The parenthetic reference to "section 337.13" is replaced
with "AS 2505.13."
The reference to "section 337.05c" is replaced with "AS
2505.05c."

In the first sentence of paragraph .10, the reference to "[section
337A] of section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments," is replaced with "[AS 2505A]
of AS 2505."
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k.

In paragraph .11:

•
•
l.

n.
o.

In the first sentence, the reference to "Section 337.09," is
replaced with "AS 2505.09."
In the second sentence, the reference to "section 337" is
replaced with "AS 2505."

In the last sentence of footnote 1 to paragraph .13:

•
•
m.
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The reference to "section 337" is replaced with "AS 2505."
The bracketed reference to "section 337C" is replaced with
"AS 2505C."

In footnote 2 to paragraph .14, the parenthetic reference to "sections 9337.01–.05" is replaced with "paragraphs .01–.05."
In the first sentence of paragraph .15, the reference to "Section
337.06" is replaced with "AS 2505.06."
In paragraph .16:

•
•

In the first sentence, the reference to "Section 337" is replaced with "AS 2505."
In the second sentence:
– The reference to "section 337.05 and .07" is replaced
with "AS 2505.05 and .07."
– The reference to "section 333, Management Representations, paragraph .06m and n" is replaced with "paragraphs .06o and p of AS 2805, Management Representations."

p.

q.

In the first sentence of paragraph .18, the reference to "Section 337, Inquiry of a Client's Lawyer Concerning Litigation,
Claims, and Assessments, paragraph .09d(2)," is replaced with
"AS 2505.09d(2)."
In paragraph .19:

•
•
r.

In the first sentence of paragraph .22:

•
•
s.

t.
u.
v.

In the first sentence, the reference to "[section 337C] to
section 337" is replaced with "[AS 2505C] to AS 2505."
In the second sentence, the bracketed reference to "section
337C" is replaced with "AS 2505C."

The reference to "section 337.14" is replaced with "AS
2505.14."
The bracketed reference to "section 337C" is replaced with
"AS 2505C."

In the last sentence of paragraph .23, the reference to "section
508.45 through .49" is replaced with "paragraphs .45 through .49
of AS 3101, Reports on Audited Financial Statements."
In the first sentence of paragraph .24, the reference to "Section
337.06" is replaced with "AS 2505.06."
In the first sentence of paragraph .25, the reference to "Section
337.08" is replaced with "AS 2505.08."
In footnote 4 to paragraph .26, the reference to "section 337.08"
is replaced with "AS 2505.08."
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w.

In paragraph .32:

•
•

In the third sentence, the bracketed reference to "section
337C" is replaced with "AS 2505C."
In footnote 5, each bracketed reference to "section 337C"
is replaced with "AS 2505C."

AU sec. 341, "The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern"
SAS No. 59, "The Auditor's Consideration of an Entity's Ability to Continue
as Going Concern" (AU sec. 341, "The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern"), as amended, is amended as follows:
a. The section number "AU Section 341" is replaced with "AS 2415."
b. The title "The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern" is replaced with "Consideration of
an Entity's Ability to Continue as a Going Concern."
c. In the references before paragraph .01, the phrase "(Supersedes
section 340)" is deleted.
d. In paragraph .01:

•
•

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the last sentence of footnote 1, the parenthetic reference
to "section 9508.33–.38" is replaced with "AI 23.33–.38."

e.

In the last sentence of paragraph .02, the reference to "Auditing
Standard No. 15" is replaced with "AS 1105."
f. In the first sentence of footnote 3 to the fifth bullet of paragraph
.10, the phrase "generally accepted auditing standards" is replaced with "PCAOB auditing standards."
g. In the last sentence of footnote 4 to paragraph .12, the parenthetic
reference to "section 508" is replaced with "AS 3101."
h. In the last sentence of paragraph .14, the reference to "section
508, Reports on Audited Financial Statements" is replaced with
"AS 3101."
i. In the last sentence of paragraph .15, the reference to "section
508" is replaced with "AS 3101."
j. In the first sentence of paragraph .17A, the reference to "Paragraph 17 of Auditing Standard No. 16" is replaced with "Paragraph .17 of AS 1301."
AU sec. 9341, "The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern: Auditing Interpretations of Section 341"
AU sec. 9341, "The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern: Auditing Interpretations of Section 341," as amended, is
amended as follows:
a. The section number "AU Section 9341" is replaced with "AI 15."
b. The title "The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern: Auditing Interpretations of Section 341" is replaced with "Consideration of an Entity's Ability
to Continue as a Going Concern: Auditing Interpretations of AS
2415."
c. In paragraph .02:
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In footnote 2, the reference to "Section 530, Dating of the
Independent Auditor's Report, paragraph .05" is replaced
with "Paragraph .05 of AS 3110, Dating of the Independent
Auditor's Report."
In the second bullet, the reference to "section 560, Subsequent Events, paragraph .12" is replaced with "paragraph
.12 of AS 2801, Subsequent Events."
In the third bullet, the reference to "section 341, The Auditor's Consideration of an Entity's Ability to Continue as
a Going Concern, paragraphs .06 through .11," is replaced
with "paragraphs .06 through .11 of AS 2415, Consideration of an Entity's Ability to Continue as a Going Concern."

AU sec. 342, "Auditing Accounting Estimates"
SAS No. 57, "Auditing Accounting Estimates" (AU sec. 342, "Auditing Accounting Estimates"), as amended, is amended as follows:
a.
b.

c.

The section number "AU Section 342" is replaced with "AS 2501."
In the first sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In paragraph .07c:

•
•
d.

In footnote 2, the reference to "Section 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles" is replaced with "AS 2815,
The Meaning of 'Present Fairly in Conformity with Generally Accepted Accounting Principles.'"
In footnote 3, the reference to "paragraph 31 of Auditing
Standard No. 14" is replaced with "paragraph .31 of AS
2810."

In paragraph .08b:

•
•

In item 1, the parenthetic reference to "Auditing Standard
No. 12" is replaced with "AS 2110."
In item 3, the parenthetic reference to "section 337" is
replaced with "AS 2505."

e.

In paragraph .11h, the parenthetic reference to "section 336" is
replaced with "AS 1210."
f. In paragraph .14, the reference to "Paragraphs 24 through 27 of
Auditing Standard No. 14, Evaluating Audit Results," is replaced
with "AS 2810.24 through .27."
AU sec. 9342, "Auditing Accounting Estimates: Auditing Interpretations of
Section
AU sec. 9342, "Auditing Accounting Estimates: Auditing Interpretations of Section 342," as amended, is amended as follows:
a.
b.

c.

The section number "AU Section 9342" is replaced with "AI 16."
The title "Auditing Accounting Estimates: Auditing Interpretations of Section 342" is replaced with "Auditing Accounting Estimates: Auditing Interpretations of AS 2501."
In the first sentence of paragraph .06—the example paragraph—
the phrase "auditing standards generally accepted in the United
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States of America" is replaced with "the standards of the Public
Company Accounting Oversight Board."
d.

In the last sentence of paragraph .07, the reference to "Auditing
Standard No. 17" is replaced with "AS 2701."

e.

In the last sentence of paragraph .09, the reference to "section
550" is replaced with "AS 2710."

f.

In the second flowchart of paragraph .10, "Auditing Guidance for
Fair Value Information: Required and Voluntary Information":

•

The reference to "paragraph 10 of Auditing Standard
No. 17, Auditing Supplemental Information Accompanying Audited Financial Statements," is replaced with "AS
2701.10."

•
•

The reference to "section 550" is replaced with "AS 2710."
The reference to "interpretation 11 of section 623, 'Reporting on Current-Value Financial Statements That Supplement Historical Cost Financial Statements in a GeneralUse Presentation of Real Estate Entities'" is replaced with
"AI 24, Special Reports: Auditing Interpretations of AS
3305, interpretation 11, 'Reporting on Current- Value Financial Statements That Supplement Historical Cost Financial Statements in a General-Use Presentation of Real
Estate Entities.'"

AU sec. 350, "Audit Sampling"
SAS No. 39, "Audit Sampling" (AU sec. 350, "Audit Sampling"), as amended, is
amended as follows:
a.

The section number "AU Section 350" is replaced with "AS 2315."

b.

In the references before paragraph .01, the phrase "(Supersedes
Statement of Auditing Standards No. 1, sections 320A, and
320B.)" is deleted.

c.

In the last sentence of footnote 2 to paragraph .02, the reference
to "Auditing Standard No. 14" is replaced with "AS 2810."

d.

In the note to paragraph .06:

•

The reference to "Auditing Standard No. 15" is replaced
with "AS 1105."

•

The reference to "Auditing Standard No. 14, Evaluating
Audit Results," is replaced with "AS 2810."

e.

In the first sentence of paragraph .07, the phrase "referred to in
the third standard of field work" is deleted.

f.

In the note to paragraph .09, the reference to "Auditing Standard
No. 8" is replaced with "AS 1101."

g.

In the last sentence of paragraph .11, the parenthetic reference
to "section 161, The Relationship of Generally Accepted Auditing Standards to Quality Control Standards" is replaced with
"AS 1110, Relationship of Auditing Standards to Quality Control
Standards."

h.

In paragraph .15, the reference to "Auditing Standard No. 9" is
replaced with "AS 2101."
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i.

In the first sentence of paragraph .18A, the reference to "Paragraphs 8– 9 of Auditing Standard No. 11" is replaced with "Paragraphs .08–.09 of AS 2105."
j. The first sentence in paragraph .19 is deleted.
k. In footnote 6 to paragraph .26, the reference to "Paragraphs 10
through 23 of Auditing Standard No. 14, Evaluating Audit Results," is replaced with "AS 2810.10 through .23."
l. In the last sentence of paragraph .39, the reference to "Paragraphs
44 through 46 of Auditing Standard No. 13" is replaced with "Paragraphs .44 through .46 of AS 2301."
m. In the note to paragraph .44, the reference to "Paragraph 47 of
Auditing Standard No. 13, The Auditor's Responses to the Risks
of Material Misstatement" is replaced with "AS 2301.47."
AU sec. 390, "Consideration of Omitted Procedures After the Report Date"
SAS No. 46, "Consideration of Omitted Procedures After the Report Date" (AU
sec. 390, "Consideration of Omitted Procedures After the Report Date"), is
amended as follows:
a. The section number "AU Section 390" is replaced with "AS 2901."
b. In the last sentence of paragraph .01, the reference to "section
561" is replaced with "AS 2905, Subsequent Discovery of Facts
Existing at the Date of the Auditor's Report."
c. In footnote 2 to paragraph .02, the reference to "section 161, The
Relationship of Generally Accepted Auditing Standards to Quality
Control Standards, paragraph .02" is replaced with "paragraph
.02 of AS 1110, Relationship of Auditing Standards to Quality
Control Standards."
d. In paragraph .06, the reference to "section 561.05–.09" is replaced
with "AS 2905.05–.09."
AU sec. 410, "Adherence to Generally Accepted Accounting Principles"
SAS No. 1, "Codification of Auditing Standards and Procedures" (AU sec. 410,
"Adherence to Generally Accepted Accounting Principles"), as amended, is rescinded.
AU sec. 9410, "Adherence to Generally Accepted Accounting Principles:
Auditing Interpretations of Section 410"
AU sec. 9410, "Adherence to Generally Accepted Accounting Principles: Auditing Interpretations of Section 410," as amended, is rescinded.
AU sec. 411, "The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles"
SAS No. 69, "The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles" (AU sec. 411, "The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles"), as amended, is
amended as follows:
a. The section number "AU Section 411" is replaced with "AS 2815."
b. The title "The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles" is replaced with "The
Meaning of 'Present Fairly in Conformity with Generally Accepted
Accounting Principles.'"
c. Footnote * to the title of the standard is deleted.
d. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 5)" is deleted.
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e.

f.

In the second sentence of paragraph .01, the parenthetic reference
to "section 508.08h" is replaced with "paragraph .08h of AS 3101,
Reports on Audited Financial Statements."
In paragraph .04:

•
•
•

In item (c), the parenthetic reference to "paragraph 31 of
Auditing Standard No. 14" is replaced with "paragraph
.31 of AS 2810."
In item (d), the parenthetic reference to "paragraph 31 of
Auditing Standard No. 14, Evaluating Audit Results" is
replaced with "AS 2810.31."
In the last sentence of footnote 1:
– The parenthetic reference to "sections 150.04" is
deleted.
– The parenthetic reference to "Auditing Standard No.
11" is replaced with "AS 2105."
– The parenthetic reference to "508.36" is replaced with
"3101.36."

g.

In the second sentence of paragraph .08:

•
•

The reference to "Section 544, Lack of Conformity With
Generally Accepted Accounting Principles, paragraph .04"
is replaced with "Paragraph .04 of AS 3310, Special Reports on Regulated Companies."
The reference to "section 623, Special Reports" is replaced
with "AS 3305, Special Reports."

AU sec. 504, "Association With Financial Statements"
SAS No. 26, "Association With Financial Statements" (AU sec. 504, "Association
With Financial Statements"), as amended, is amended as follows:
a.
b.
c.

d.

The section number "AU Section 504" is replaced with "AS 3320."
In the title, the "W" in the word "With" is changed to lower case.
In the references before paragraph .01, the phrase "(Supersedes
Statement on Auditing Standards No. 1, Sections 516, 517, and
518 and Statement on Auditing Standards No. 15, paragraph 13–
15)" is deleted.
In paragraph .01:

•
•
e.

In paragraph .02:

•
•
f.
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The introductory phrase "The fourth standard of reporting
is:" is deleted.
In the last sentence, the phrase "fourth reporting standard" is replaced with "preceding paragraph."

In the first sentence, the phrase "the fourth reporting
standard" is replaced with "paragraph .01."
In the last sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

In paragraph .04:
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•
•
g.

k.

l.

m.

n.

The parenthetic reference to "section 623.02–.10" is replaced with "paragraphs .02–.10 of AS 3305."
Following the second sentence, the parenthetic phrase ",
city and state or country," is added following "(Signature."

In paragraph .08:

•
•
j.

Following the first sentence, the parenthetic phrase ", city
and state or country," is added following "(Signature."
In the second sentence, the phrase "the fourth standard
of reporting" is replaced with "paragraph .01."

In paragraph .07:

•
•
i.

In the second sentence, the reference to "section 508" is
replaced with "AS 3101."
In the last sentence, the reference to "section 722, Interim Financial Information" is replaced with "AS 4105,
Reviews of Interim Financial Information."

In paragraph .05:

•
•
h.
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In the first sentence, the phrase "The second general standard requires that" is deleted.
The quotation marks included in the first sentence are
deleted.

In the first sentence of paragraph .09, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
Following the last sentence of paragraph .10, the parenthetic
phrase ", city and state or country," is added following "(Signature."
In the first sentence of paragraph .15, the parenthetic reference
to "section 530.06–.08" is replaced with "paragraphs .06–.08 of AS
3110, Dating of the Independent Auditor's Report."
In paragraph .18, the phrase "applicable standards established
by the American Institute of Certified Public Accountants" is replaced with "the standards of the PCAOB."
In paragraph .19:

•
•

The parenthetic reference to "section 634" is replaced with
"AS 6101."
Footnote * is deleted.

o.

In paragraph [.20], the parenthetic reference to "section 634" is
replaced with "AS 6101."
AU sec. 9504, "Association With Financial Statements: Auditing Interpretations of Section 504"
AU sec. 9504, "Association With Financial Statements: Auditing Interpretations of Section 504," as amended, is amended as follows:
a.
b.

The section number "AU Section 9504" is replaced with "AI 25."
The title "Association With Financial Statements: Auditing Interpretations of Section 504" is replaced with "Association with
Financial Statements: Auditing Interpretations of AS 3320."
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c.
d.

In paragraph .07, the reference to "section 722" is replaced with
"AS 4105, Reviews of Interim Financial Information."
In paragraph .15:

•
•
e.
f.

In the first sentence, the reference to "Section 150.02" is
replaced with "Paragraph .04 of AS 3101, Reports on Audited Financial Statements."
In the second sentence, the reference to "Section 504.03"
is replaced with "Paragraph .03 of AS 3320, Association
with Financial Statements."

In the first sentence of paragraph .19, the reference to "Section
504" is replaced with "AS 3320."
In paragraph .20:

•
•

In the first sentence, the reference to "Section 504" is replaced with "AS 3320."
The third and fourth sentences are deleted.

g.

Paragraph .21 is replaced with "PCAOB Rules establish requirements regarding auditor independence."
h. In the first sentence of paragraph .22, the reference to "Section
504.10" is replaced with "AS 3320.10."
AU sec. 508, "Reports on Audited Financial Statements"
SAS No. 58, "Reports on Audited Financial Statements" (AU sec. 508, "Reports
on Audited Financial Statements"), as amended, is amended as follows:
a.
b.
c.
d.

The section number "AU Section 508" is replaced with "AS 3101."
Footnote * to the title of the standard is deleted.
In the references before paragraph .01, the phrase "(Supersedes
sections 505, 509, 542, 545, and 546)" is deleted.
In paragraph .01:

•

In footnote 1:
– In the first sentence, the phrase "generally accepted
auditing standards" is replaced with "the standards of
the PCAOB."
– The second sentence is deleted.

•

In the note:
– In the second sentence:

•

The reference to "paragraphs 85–98 of PCAOB
Auditing Standard No. 5" is replaced with "paragraphs .85–.98 of AS 2201."

•

The reference to "Appendix C, Special Reporting
Situations, of PCAOB Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements" is replaced with "Appendix C, Special
Reporting Situations, of AS 2201."

– In the last sentence, the reference to "paragraphs 86–
88 of PCAOB Auditing Standard No. 5, An Audit of
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Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements" is
replaced with "AS 2201.86–.88."
e.

In paragraph .02:

•
•
f.

In paragraph .03:

•
•
•
g.
h.

j.

k.

m.
n.
o.

In the first sentence, the phrase "fourth standard" is replaced with "requirements in paragraph .04."
In the second sentence, the phrase "the fourth reporting
standard" is replaced with "paragraph .04."
In the third sentence, the parenthetic phrase "fourth standard of reporting" is replaced with "requirements in paragraph .04."

In the last sentence of paragraph .07, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the last sentence of footnote 3 to paragraph .08a, the phrase
"section 504, Association With Financial Statements," is replaced
with "AS 3320."
In paragraph .08d:

•
•

l.

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
The second sentence is deleted.
In the last sentence, the phrase "fourth reporting standard" is replaced with "requirements in paragraph .04."

In paragraph .04, the introductory phrase "The fourth standard
of reporting is as follows:" is deleted.
In paragraph .05:

•
•
•
i.

The reference to "section 504, Association With Financial
Statements" is replaced with "AS 3320, Association with
Financial Statements."
The reference to "section 623" is replaced with "AS 3305."

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

In the first sentence of footnote 5 to item (3) of paragraph .08f,
the reference to "Section 411, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles, paragraphs .03 and .04," is replaced with "Paragraphs .03 and .04 of
AS 2815, The Meaning of 'Present Fairly in Conformity with Generally Accepted Accounting Principles.'"
Footnote 6 to paragraph .08h is deleted.
Paragraph ".08k" is replaced with ".08l."
Paragraph ".08j" is replaced with ".08k."
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p.

Paragraph .08j is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

q.

Footnote 6A is added to the end of the added paragraph .08j:
See SEC Rule 2-02(a) of Regulation S-X, 17 C.F.R. §210.2-02(a).

r.

In the first sentence of footnote 7 to paragraph .08j, the reference
to "section 530" is replaced with "AS 3110."

s.

In the first example report following paragraph .08j:

t.

•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."

•

In the first sentence of the second paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."

•

The phrase "[City and State or Country]" is added following the term "[Signature]."

In the second example report following paragraph .08j:

•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."

•

In the first sentence of the second paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."

•

The phrase "[City and State or Country]" is added following the term "[Signature]."

u.

In the first sentence of footnote 11 to paragraph .11b, the reference to "Section 341, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern" is replaced with "AS 2415,
Consideration of an Entity's Ability to Continue as a Going Concern."

v.

In the last sentence of paragraph .11f, the parenthetic reference
to "section 722, Interim Financial Information, paragraph .50"
is replaced with "paragraph .50 of AS 4105, Reviews of Interim
Financial Information."

w.

In the last sentence of paragraph .11g, the parenthetic reference
to "section 558, Required Supplementary Information, paragraph
.02" is replaced with "paragraph .02 of AS 2705, Required Supplementary Information."

x.

In the last sentence of paragraph .11h, the parenthetic reference to "section 550, Other Information in Documents Containing
Audited Financial Statements, paragraph. 04" is replaced with
"paragraph .04 of AS 2710, Other Information in Documents Containing Audited Financial Statements."
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y.

z.

In the last sentence of paragraph .12, the parenthetic reference
to "section 543, Part of Audit Performed by Other Independent
Auditors" is replaced with "AS 1205, Part of the Audit Performed
by Other Independent Auditors."
Following paragraph .13:

•
•

aa.
bb.

cc.

dd.

•

ff.

•

hh.

ii.

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the first paragraph in the example
report, the phrase "auditing standards generally accepted
in the United States of America" is replaced with "the
standards of the Public Company Accounting Oversight
Board (United States)."

In the fourth sentence of paragraph .28, the reference to "section
530, Dating of the Independent Auditor's Report," is replaced with
"AS 3110."
Following paragraph .34:

•

gg.

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the second paragraph in the example report, the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

In the first sentence of paragraph .17A, the reference to "PCAOB
Auditing Standard No. 6" is replaced with "AS 2820."
In the first sentence of paragraph .22, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the third sentence of footnote 14 to paragraph .24, the reference
to "section 331, Inventories" is replaced with "AS 2510, Auditing
Inventories."
Following paragraph .26:

•

ee.
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The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the second paragraph in the example report, the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

In the first sentence of paragraph .35, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
Following paragraph .39, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
In the third sentence of paragraph .41, the reference to "Statement on Auditing Standards" is replaced with "PCAOB standard."
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jj.

kk.

ll.

mm.

nn.

oo.

pp.

Following paragraph .42, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
Following paragraph .44, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
In the last sentence of paragraph .49, the parenthetic reference
to "paragraph 13 of Auditing Standard No. 14" is replaced with
"paragraph .13 of AS 2810."
Following paragraph .52, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
Following paragraph .60, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
In the first sentence of footnote 20 to paragraph .62, the reference to "Section 504, Association With Financial Statements,
paragraph .05" is replaced with "AS 3320.05."
Following paragraph .63:

•
•
qq.

In paragraph .65:

•
•
•
rr.

ss.

tt.

In the first sentence, the phrase "The fourth standard of
reporting" is replaced with "Paragraph .04."
In the second sentence, the phrase "the fourth reporting
standard" is replaced with "paragraph .04."
The parenthetic reference to "section 530, Dating of the
Independent Auditor's Report, paragraph .01" is replaced
with "AS 3110.01."

In the first sentence of footnote 23 to paragraph .65, the parenthetic reference to "section 530, Dating of the Independent Auditor's Report, paragraphs .06 through .08" is replaced with "AS
3110.06 through .08."
In the second sentence of paragraph .66, the parenthetic reference
to "paragraph 31 of Auditing Standard No. 14, Evaluating Audit
Results" is replaced with "AS 2810.31."
Following paragraph .67:

•
•
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The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the second sentence of footnote 21 to the example report, the phrase "generally accepted auditing standards"
is replaced with "the standards of the PCAOB."

The heading "Independent Auditor's Report" above each
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the first paragraph in the example report titled, "Standard Report on the Current-Year
Financial Statements With a Disclaimer of Opinion on the
Prior-Year Statements of Income, Retained Earnings, and
Cash Flows," the phrase "auditing standards generally
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accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."
In the last sentence of footnote 25 to the example report
titled, "Standard Report on the Current-Year Financial
Statements With a Disclaimer of Opinion on the PriorYear Statements of Income, Retained Earnings, and Cash
Flows," the reference to "PCAOB Auditing Standard No.
6, Evaluating Consistency of Financial Statements," is replaced with "AS 2820."

uu.

Following paragraph .69, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
vv. In the sixth sentence of paragraph .71, the reference to "section
543, Part of Audit Performed by Other Independent Auditors, paragraphs .10 through .12" is replaced with "AS 1205.10 through .12."
ww. In the first sentence of footnote 28 to paragraph .71, the reference
to "section 333" is replaced with "AS 2805."
xx. In paragraph .73, the parenthetic reference to "section 530, Dating
of the Independent Auditor's Report, paragraph .05" is replaced
with "AS 3110.05."
yy. Following paragraph .74, the heading "Independent Auditor's Report" above the example report is replaced with "Report of Independent Registered Public Accounting Firm."
AU sec. 9508, "Reports on Audited Financial Statements: Auditing
Interpretations of Section 508"
AU sec. 9508, "Reports on Audited Financial Statements: Auditing Interpretations of Section 508," as amended, is amended as follows:
a.
b.

c.

d.

The section number "AU Section 9508" is replaced with "AI 23."
The title "Reports on Audited Financial Statements: Auditing Interpretations of Section 508" is replaced with "Reports on Audited
Financial Statements: Auditing Interpretations of AS 3101."
In the first sentence of paragraph .01, the reference to "Section
508, Reports on Audited Financial Statements, paragraph .24"
is replaced with "Paragraph .24 of AS 3101, Reports on Audited
Financial Statements."
In paragraph .02:

•
•
e.
f.

In the first sentence, the reference to "section 331, Inventories, paragraphs .09–.12" is replaced with "paragraphs
.09–.12 of AS 2510, Auditing Inventories."
In the last sentence, the reference to "Section 331.09" is
replaced with "AS 2510.09."

In the first sentence of paragraph .03, the reference to "Section
331.10 and .11" is replaced with "AS 2510.10 and .11."
In the first sentence of paragraph .04:

•
•

The reference to "Section 331.12" is replaced with "AS
2510.12."
The reference to "section 331.09–.11" is replaced with "AS
2510.09–.11."
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g.

In paragraph .36:

•

•

h.

i.

j.

In the first sentence of the second paragraph of the Report
on Single Year Financial Statements in Year of Adoption
of Liquidation Basis example report, the phrase "auditing standards generally accepted in the United States of
America" is replaced with "the standards of the Public
Company Accounting Oversight Board (United States)."
In the first sentence of the second paragraph of the Report
on Comparative Financial Statements in Year of Adoption
of Liquidation Basis example report, the phrase "auditing standards generally accepted in the United States of
America" is replaced with "the standards of the Public
Company Accounting Oversight Board (United States)."

In the second sentence of paragraph .52, the reference to "section
508, Reports on Audited Financial Statements," is replaced with
"AS 3101."
The title of auditing interpretation 14 "Reporting on Audits Conducted in Accordance With Auditing Standards Generally Accepted in the United States of America and in Accordance With
International Standards on Auditing" is replaced with "Reporting on Audits Conducted in Accordance with the Standards of
the PCAOB and in Accordance with International Standards on
Auditing."
In paragraph .56:

•

In the first sentence:
– The reference to "Section 508, Reports on Audited Financial Statements," is replaced with "AS 3101."
– The phrase "generally accepted auditing standards" is
replaced with "the standards of the PCAOB."

•
k.

In the last sentence, the phrase "standards generally accepted in the United States of America" is replaced with
"the standards of the PCAOB."

In paragraph .57:

•

In the second sentence:
– The reference to "Section 508" is replaced with "AS
3101."
– The phrase "generally accepted auditing standards" is
replaced with "the standards of the PCAOB."
– The reference to "section 508" is replaced with "AS
3101."

•
l.

•
•
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Footnote 1 is deleted.

In paragraph .58:
The phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards
of the PCAOB."
The phrase "generally accepted in the United States of
America" is replaced with "of the PCAOB."
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m.

In the first sentence of paragraph .59:

•
•

n.

•

In the first sentence, the reference to "section 508, Reports on Audited Financial Statements, paragraph .74" is
replaced with "AS 3101.74."
In the third sentence, the reference to "section 508" is replaced with "AS 3101."

In paragraph .63:

•
•
p.

The first occurrence of the phrase "auditing standards
generally accepted in the United States" is replaced with
"the standards of the PCAOB."
The second occurrence of the phrase "auditing standards
generally accepted in the United States of America" (found
in the example paragraph) is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

In paragraph .61:

•

o.
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In the second sentence, the reference to "section 508.74"
is replaced with "AS 3101.74."
In the last sentence, the reference to "section 561" is replaced with "AS 2905."

In footnote 4 to paragraph .67:

•
•

In the second sentence, the reference to "section 315" is
replaced with "AS 2610."
In the last sentence, the reference to "Section 561" is replaced with "AS 2905."

q.

In the first sentence of paragraph .71, the reference to "section
508.74" is replaced with "AS 3101.74."
r. In paragraph .74, the reference to "section 508.74" is replaced
with "AS 3101.74."
s. In the second sentence of paragraph .75, the reference to "Section
508.74" is replaced with "AS 3101.74."
t. Auditing Interpretation 16 is deleted.
u. Footnotes 6 and 7 to paragraph .84 are deleted.
AU sec. 530, "Dating of the Independent Auditor's Report"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 530,
"Dating of the Independent Auditor's Report" (AU sec. 530, "Dating of the Independent Auditor's Report"), as amended, is amended as follows:
a. The section number "AU Section 530" is replaced with "AS 3110."
b. In paragraph .02:

•
•
•

In the last sentence, the reference to "section 711.10–
.13" is replaced with "paragraphs .10–.13 of AS 4101, Responsibilities Regarding Filings Under Federal Securities
Statutes."
In footnote 1, the reference to "section 561" is replaced
with "AS 2905, Subsequent Discovery of Facts Existing at
the Date of the Auditor's Report."
Footnote * is deleted.
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c.

d.
e.
f.

In the first sentence of paragraph .03, the parenthetic reference
to "section 560.03" is replaced with "paragraph .03 of AS 2801,
Subsequent Events."
In the first sentence of paragraph .04, the parenthetic reference
to "section 560.05" is replaced with "AS 2801.05."
In the last sentence of paragraph .05, the reference to "section
560.12" is replaced with "AS 2801.12."
In paragraph .06:

•

In the fifth sentence:
– The reference to "section 711" is replaced with "AS
4101."
– The reference to "section 508.70–.73" is replaced with
"paragraphs .70–.73 of AS 3101, Reports on Audited Financial Statements."

•

Footnote * is deleted.

g.

In the second sentence of paragraph .07, the reference to "section
560.08" is replaced with "AS 2801.08."
h. In the first sentence of paragraph .08, the parenthetic reference
to "section 560.05 and 560.08" is replaced with "AS 2801.05 and
AS 2801.08."
AU sec. 532, "Restricting the Use of an Auditor's Report"
SAS No. 87, "Restricting the Use of an Auditor's Report" (AU sec. 532, "Restricting the Use of an Auditor's Report"), as amended, is rescinded.
AU sec. 543, "Part of Audit Performed by Other Independent Auditors"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 543,
"Part of Audit Performed by Other Independent Auditors" (AU sec. 543, "Part
of Audit Performed by Other Independent Auditors"), as amended, is amended
as follows:
a. The section number "AU Section 543" is replaced with "AS 1205."
b. The title "Part of Audit Performed by Other Independent Auditors" is replaced with "Part of the Audit Performed by Other Independent Auditors."
c. In paragraph .01:

•
•

In footnote 1, the reference to "Section 315" is replaced
with "AS 2610, Initial Audits—Communications Between
Predecessor and Successor Auditors."
In the first note:
– The reference to "paragraphs C8–C11" is replaced with
"paragraphs .C8–.C11."
– The reference to "PCAOB Auditing Standard No. 5" is
replaced with "AS 2201."

•

In the second note:
– The reference to "AU sec. 543" is replaced with "AS
1205."
– The reference to "Auditing Standard No. 10" is replaced
with "AS 1201."
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d.

Following paragraph .09:

•
•

e.

f.

g.
h.

i.
j.
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The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the second paragraph in the example report, the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

In paragraph .10b, the phrase "American Institute of Certified
Public Accountants and, if appropriate," is replaced with "PCAOB
and."
In item (ii) of paragraph .10c, the phrase "generally accepted
auditing standards promulgated by the American Institute of
Certified Public Accountants" is replaced with "standards of the
PCAOB."
In paragraph .12, the reference to "AU sec. 543.10" is replaced
with "AS 1205.10."
In paragraph .12a, the reference to "paragraphs 12 and 13 of
PCAOB Auditing Standard No. 3" is replaced with "paragraphs
.12 and .13 of AS 1215, Audit Documentation."
In paragraph .12c, the reference to "paragraph 8 of PCAOB Auditing Standard No. 3" is replaced with "AS 1215.08."
In footnote 5 to paragraph .12:

•
•

The reference to "AU sec. 324" is replaced with "AS 2601,
Consideration of an Entity's Use of a Service Organization."
The reference to "section 543.12" is replaced with "AS
1205.12."

AU sec. 9543, "Part of Audit Performed by Other Independent Auditors:
Auditing Interpretations of Section 543"
AU sec. 9543, "Part of Audit Performed by Other Independent Auditors: Auditing Interpretations of Section 543," as amended, is amended as follows:
a.
b.

c.

d.

e.

The section number "AU Section 9543" is replaced with "AI 10."
The title "Part of Audit Performed by Other Independent Auditors: Auditing Interpretations of Section 543" is replaced with
"Part of the Audit Performed by Other Independent Auditors: Auditing Interpretations of AS 1205."
In the first sentence of paragraph .01, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the first sentence of footnote 2 to paragraph .01, the reference
to "section 543" is replaced with "AS 1205, Part of the Audit Performed by Other Independent Auditors."
In paragraph .02:

•

In the first sentence, the reference to "Section 543, Part
of Audit Performed by Other Independent Auditors, paragraph .10," is replaced with "AS 1205.10."
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•
f.

In paragraph .04:

•
•
g.

In the last sentence, the reference to "Section 543.10c(iv)"
is replaced with "AS 1205.10c(iv)."

In the first sentence, the reference to "Section 543, Part
of Audit Performed by Other Independent Auditors," is replaced with "AS 1205."
In the second sentence, the reference to "Section 543.03"
is replaced with "AS 1205.03."

In paragraph .05:

•
•

In the first sentence, the phrase "Section 334, Related Parties, states that there may be inquiry of the principal auditor regarding related parties." is deleted.
In the second sentence:
– The phrase "In addition," is deleted.
– The "b" in "before" is capitalized.

h.
i.
j.
k.

In footnote 3 to paragraph .11, the reference to "section 9543.04–
.07" is replaced with "paragraphs .04–.07."
In paragraph .15, the reference to "section 9543.11" is replaced
with "paragraph .11."
In footnote 5 to paragraph .17, the reference to "section 561" is
replaced with "AS 2905."
In paragraph .18:

•
•

In the first sentence, the reference to "section 543" is replaced with "AS 1205."
In the last sentence, the reference to "section 543.12" is
replaced with "AS 1205.12."

l.

In the last sentence of paragraph .19, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
AU sec. 544, "Lack of Conformity With Generally Accepted Accounting
Principles"
SAS No. 1, "Codification of Auditing Standards and Procedures" section 544,
"Lack of Conformity With Generally Accepted Accounting Principles" (AU sec.
544, "Lack of Conformity With Generally Accepted Accounting Principles"), as
amended, is amended as follows:
a.
b.

c.

The section number "AU Section 544" is replaced with "AS 3310."
The title "Lack of Conformity With Generally Accepted Accounting Principles" is replaced with "Special Reports on Regulated
Companies."
In paragraph .02:

•
•
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In the third sentence, the phrase "first reporting standard"
is replaced with "requirement in paragraph .08h of AS
3101, Reports on Audited Financial Statements."
In footnote 1, the parenthetic reference to "section 623,
Special Reports, paragraphs .02 and .10" is replaced with
"paragraphs .02 and .10 of AS 3305, Special Reports."
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In the last sentence of paragraph .04:

•
•

The parenthetic reference to "section 508, Reports on Audited Financial Statements, paragraph .08" is replaced
with "AS 3101.08."
The parenthetic reference to "section 508.35–.60" is replaced with "AS 3101.35–.60."

AU sec. 550, "Other Information in Documents Containing Audited
Financial Statements"
SAS No. 8, "Other Information in Documents Containing Audited Financial
Statements" (AU sec. 550, "Other Information in Documents Containing Audited Financial Statements"), as amended, is amended as follows:
a.
b.

The section number "AU Section 550" is replaced with "AS 2710."
In paragraph .03:

•

In the second sentence:
– The parenthetic reference to "sections 634" is replaced
with "AS 6101, Letters for Underwriters and Certain
Other Requesting Parties."
– The parenthetic reference to "711" is replaced with "AS
4101, Responsibilities Regarding Filings Under Federal
Securities Statutes."

•
•
•

Footnote † is deleted.
Footnote †† is deleted.
In the last sentence:
– The parenthetic reference to "Auditing Standard No.
17" is replaced with "AS 2701."
– The reference to "AU sec. 623" is replaced with "AS
3305, Special Reports."

•

Footnote ** is deleted.

AU sec. 9550, "Other Information in Documents Containing Audited
Financial Statements: Auditing Interpretations of Section 550"
AU sec. 9550, "Other Information in Documents Containing Audited Financial
Statements: Auditing Interpretations of Section 550," as amended, is amended
as follows:
a.
b.

c.

d.
e.

The section number "AU Section 9550" is replaced with "AI 20."
The title "Other Information in Documents Containing Audited
Financial Statements: Auditing Interpretations of Section 550" is
replaced with "Other Information in Documents Containing Audited Financial Statements: Auditing Interpretations of AS 2710."
In the first sentence of paragraph .07, the reference to "section
550, Other Information in Documents Containing Audited Financial Statements, paragraph .02" is replaced with "paragraph .02
of AS 2710, Other Information in Documents Containing Audited
Financial Statements."
In paragraph .09, each reference to "section 550" is replaced with
"AS 2710."
In paragraph .11:
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•
•
f.

g.

In the first sentence of paragraph .12, the reference to "section
550, Other Information in Documents Containing Audited Financial Statements, paragraph .02" is replaced with "AS 2710.02."
In paragraph .13:

•
•
h.

•

In the second sentence, the phrase "generally accepted auditing standards" is replaced with "PCAOB auditing standards."
In the last sentence, the reference to "section 550.06" is
replaced with "AS 2710.06."

In paragraph .15:

•

•
j.

Each reference to "section 550" is replaced with "AS 2710."
In the last sentence, the reference to "section 550.06" is
replaced with "AS 2710.06."

In paragraph .14:

•

i.

In the second sentence, the reference to "section 550" is
replaced with "AS 2710."
In the last sentence, the reference to "section 550.06" is
replaced with "AS 2710.06."

In the first sentence, the reference to "The auditing interpretation of section 325, Communication of Internal
Control Related Matters Noted in an Audit, titled 'Reporting on the Existence of Material Weaknesses' (section
9325.01–.07)" is replaced with "AI 12, Communications
About Control Deficiencies in an Audit of Financial Statements: Auditing Interpretations of AS 1305, titled 'Reporting on the Existence of Material Weaknesses' (AI 12.01–
.07)."
In the first sentence of footnote 8, the reference to "Section 325.8" is replaced with "Paragraph .08 of AS 1305,
Communications About Control Deficiencies in an Audit
of Financial Statements."

In paragraph .17:

•
•

In the first sentence, the reference to "section 550, Other
Information in Documents Containing Audited Financial
Statements" is replaced with "AS 2710."
In the last sentence, each reference to "section 550" is replaced with "AS 2710."

k.

In the second sentence of paragraph .18, the reference to "section
550" is replaced with "AS 2710."
AU sec. 552, "Reporting on Condensed Financial Statements and Selected
Financial Data"
SAS No. 42, "Reporting on Condensed Financial Statements and Selected Financial Data" (AU sec. 552, "Reporting on Condensed Financial Statements
and Selected Financial Data"), as amended, is amended as follows:
a.
b.
c.
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The section number "AU Section 552" is replaced with "AS 3315."
Footnote * to the title of the standard is deleted.
In paragraph .01:

Reorganization of PCAOB Auditing Standards

•
•
d.

e.

f.

•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the first paragraph in the example
report, the phrase "auditing standards generally accepted
in the United States of America" is replaced with "the
standards of the Public Company Accounting Oversight
Board (United States)."

In footnote 6 to paragraph .07:

•
•
•

h.

In footnote 1, the reference to "section 504, Association
With Financial Statements, footnote 2" is replaced with
"footnote 2 of AS 3320, Association with Financial Statements."
In the last sentence, the reference to "Auditing Standard
No. 17" is replaced with "AS 2701."

In paragraph .02, the reference to "section 508, Reports on Audited Financial Statements, paragraphs .41 through .44, section
623, Special Reports, or other applicable Statements on Auditing
Standards" is replaced with "paragraphs .41 through .44 of AS
3101, Reports on Audited Financial Statements, AS 3305, Special
Reports, or other applicable PCAOB auditing standards."
In footnote 4 to paragraph .05, the parenthetic reference to "section 711, Filings Under Federal Securities Statutes" is replaced
with "AS 4101, Responsibilities Regarding Filings Under Federal
Securities Statutes."
Following paragraph .06:

•

g.

4101

In the second sentence, the parenthetic reference to "section 508, Reports on Audited Financial Statements, paragraphs .41 through .44" is replaced with "AS 3101.41
through .44."
The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the fourth sentence of the example report, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."

In paragraph .08:

•
•

In item c of footnote 8, the parenthetic reference to "section 722, Interim Financial Information, paragraph .03"
is replaced with "paragraph .03 of AS 4105, Reviews of
Interim Financial Information."
In the example independent auditor's review report following paragraph .08:
– In the first sentence of the second paragraph, the
phrase "standards established by the American Institute of Certified Public Accountants" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."
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– In the third sentence of the second paragraph, the
phrase "generally accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board."
– In the first sentence of the fourth paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board."
i.
j.

In footnote 11 to paragraph .09, the reference to "section 623,
Special Reports," is replaced with "AS 3305."
Following paragraph .10:

•
•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the example report:
– In the first sentence of the second paragraph, the
phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards of the Public Company Accounting Oversight
Board (United States)."
– In the first sentence of the fourth paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board."

AU sec. 558, "Required Supplementary Information"
SAS No. 52, "Omnibus Statement on Auditing Standards—1987, Required
Supplementary Information" (AU sec. 558, "Required Supplementary Information"), as amended, is amended as follows:
a. The section number "AU Section 558" is replaced with "AS 2705."
b. In the references before paragraph .01, the phrase "(Supersedes
section 553)" is deleted.
c. Footnote * is deleted.
d. Footnote 1 to paragraph .01 is deleted.
e. In paragraph .02:

•
•
f.
g.

In the last sentence of paragraph .03, the reference to "section
550," is replaced with "AS 2710."
In paragraph .04:

•
•
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In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the second sentence of footnote 2, the reference to "section 550" is replaced with "AS 2710."

In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In the second sentence, the phrase "generally accepted auditing standards" is replaced with "PCAOB auditing standards."
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In paragraph .05:

•
•

In the first sentence, the reference to "section 550" is replaced with "AS 2710."
In the second sentence, the reference to "Auditing Standard No. 17" is replaced with "AS 2701."

i.

In the last sentence of footnote 6 to paragraph .07b, the reference to "section 552, Reporting on Condensed Financial Statements and Selected Financial Data, paragraph .10" is replaced
with "paragraph .10 of AS 3315, Reporting on Condensed Financial Statements and Selected Financial Data."
j. In paragraph .07c, the parenthetic reference to "section 333" is
replaced with "AS 2805."
k. In paragraph .07d, the phrase ", interpretations, guides, or statements of position" is replaced with "or interpretations."
l. In footnote 7 to paragraph .08, the reference to "Auditing Standard No. 17, Auditing Supplemental Information Accompanying
Audited Financial Statements," is replaced with "AS 2701."
m. In the second sentence of paragraph .09, the reference to "section
550.07" is replaced with "AS 2701."
AU sec. 9558, "Required Supplementary Information: Auditing Interpretations of Section 558"
AU sec. 9558, "Required Supplementary Information: Auditing Interpretations
of Section 558," is amended as follows:
a. The section number "AU Section 9558" is replaced with "AI 19."
b. The title "Required Supplementary Information: Auditing Interpretations of Section 558" is replaced with "Required Supplementary Information: Auditing Interpretations of AS 2705."
c. In the last sentence of paragraph .01, the reference to "section
558" is replaced with "AS 2705."
d. In the second sentence of paragraph .02, the reference to "section
558" is replaced with "AS 2705."
e. In the first sentence of paragraph .04, the reference to "section
558" is replaced with "AS 2705."
f. In the first sentence of paragraph .06, the reference to "section
558" is replaced with "AS 2705."
AU sec. 560, "Subsequent Events"
SAS No. 1, "Codification of Auditing Standards and Procedures," section 560,
"Subsequent Events" (AU sec. 560, "Subsequent Events"), as amended, is
amended as follows:
a. The section number "AU Section 560" is replaced with "AS 2801."
b. In the note to paragraph .01, the reference to "paragraphs 93–97
of PCAOB Auditing Standard No. 5" is replaced with "paragraphs
.93–.97 of AS 2201."
c. In paragraph .09, the parenthetic reference to "section 508.19"
is replaced with "paragraph .19 of AS 3101, Reports on Audited
Financial Statements."
d. In paragraph .12d, the parenthetic reference to "section 337" is
replaced with "AS 2505, Inquiry of a Client's Lawyer Concerning
Litigation, Claims, and Assessments."
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e.

In paragraph .12e, the parenthetic reference to "section 333" is
replaced with "AS 2805."
AU sec. 561, "Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report"
SAS No. 1, "Codification of Auditing Standards and Procedures," section 561,
"Subsequent Discovery of Facts Existing at the Date of the Auditor's Report"
(AU sec. 561, "Subsequent Discovery of Facts Existing at the Date of the Auditor's Report"), as amended, is amended as follows:
a.
b.

The section number "AU Section 561" is replaced with "AS 2905."
In paragraph .01:

•
•

In the first sentence of footnote 1, the reference to "section
560" is replaced with "AS 2801."
In the note, the reference to "paragraph 98 of PCAOB Auditing Standard No. 5" is replaced with "paragraph .98 of
AS 2201."

c.

In the first sentence of footnote 2 to paragraph .03, the reference
to "section 711.10–.13" is replaced with "paragraphs .10–.13 of AS
4101, Responsibilities Regarding Filings Under Federal Securities
Statutes."
AU sec. 9561, "Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report: Auditing Interpretations of Section 561"
AU sec. 9561, "Subsequent Discovery of Facts Existing at the Date of the Auditor's Report: Auditing Interpretations of Section 561," is amended as follows:
a.
b.

The section number "AU Section 9561" is replaced with "AI 22."
The title "Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report: Auditing Interpretations of Section 561" is
replaced with "Subsequent Discovery of Facts Existing at the Date
of the Auditor's Report: Auditing Interpretations of AS 2905."
c. In the second sentence of paragraph .02, the reference to "Section
561" is replaced with "AS 2905."
AU sec. 623, "Special Reports"
SAS No. 62, "Special Reports" (AU sec. 623, "Special Reports"), as amended, is
amended as follows:
a.
b.
c.

d.

The section number "AU Section 623" is replaced with "AS 3305."
In the references before paragraph .01, the phrase "(Supersedes
section 621)" is deleted.
In the first sentence of paragraph .02, the phrase "Generally accepted auditing standards" is replaced with "The standards of the
PCAOB."
In paragraph .03:

•

•
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In the first sentence, the parenthetic reference to "section 411, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles" is replaced with "AS 2815, The Meaning of 'Present Fairly in
Conformity with Generally Accepted Accounting Principles.'"
In the second sentence, the parenthetic reference to "section 411.05" is replaced with "AS 2815.05."
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e.

f.

In the last sentence of footnote 1 to paragraph .05a, the reference to "section 504, Association With Financial Statements" is
replaced with "AS 3320, Association with Financial Statements."
In item (1) of paragraph .05c:

•
•

g.

h.
i.

4105

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

In footnote 5 to paragraph .05f, the reference to "section 544, Lack
of Conformity With Generally Accepted Accounting Principles" is
replaced with "AS 3310, Special Reports on Regulated Companies."
Paragraph ".05h" is replaced with ".05i."
Paragraph .05h is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

j.

Footnote 5A is added to the end of the added paragraph .05h:
See SEC Rule 2-02(a) of Regulation S-X, 17 C.F.R. §210.2-02(a).

k.
l.

m.

In footnote 6 to paragraph .05h, the reference to "section 530" is
replaced with "AS 3110."
In paragraph .06, the parenthetic reference to "section 508, Reports on Audited Financial Statements, paragraph .08" is replaced
with "paragraph .08 of AS 3101, Reports on Audited Financial
Statements."
Following paragraph .08:

•
•

n.

o.

p.

The heading "Independent Auditor's Report" above each
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the second paragraph of each example report, the phrase "auditing standards generally
accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

In the third sentence of paragraph .09, the reference to "section
411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, paragraph .04" is replaced with
"AS 2815.04."
In the last sentence of paragraph .11, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In paragraph .12:

•

In the second sentence:
– The phrase "first standard of reporting" is replaced with
"requirement in AS 3101.08h."

REL 2015-002

4106

Select PCAOB Releases

•
q.

r.

In paragraph .14, the parenthetic reference to "section 508, Reports on Audited Financial Statements, paragraph .64" is replaced
with "AS 3101.64."
In item (1) of paragraph .15c:

•
•

s.
t.
u.

– The phrase "ten generally accepted auditing standards"
is replaced with "standards of the PCAOB."
In the last sentence, the phrase "The first standard of reporting" is replaced with "AS 3101.08h."

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

In footnote 12 to paragraph .15e, the reference to "Paragraph 31"
is replaced with "Paragraph .31."
Paragraph ".15h" is replaced with ".15i."
Paragraph .15h is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

v.

Footnote 13A is added to the end of the added paragraph .15h:
See footnote 5A.

w.

x.

In paragraph .17, the reference to "section 508, Reports on Audited Financial Statements, paragraph .11" is replaced with "AS
3101.11."
Following paragraph .18:

•
•

•

•

•
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The heading "Independent Auditor's Report" above each
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the first sentence of the second paragraph in the example report titled, "Report Relating to Accounts Receivable," the phrase "auditing standards generally accepted
in the United States of America" is replaced with "the
standards of the Public Company Accounting Oversight
Board (United States)."
In the first sentence of the second paragraph in the example report titled, "Report Relating to Amount of Sales
for the Purpose of Computing Rental," the phrase "auditing standards generally accepted in the United States of
America" is replaced with "the standards of the Public
Company Accounting Oversight Board (United States)."
In the first sentence of the second paragraph in the example report titled, "Report Relating to Royalties," the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."
In the example report titled, "Report on Profit Participation":
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– In the first sentence of the first paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards
of the Public Company Accounting Oversight Board
(United States)."
– In the first sentence of the second paragraph, the
phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards of the Public Company Accounting Oversight
Board."

•

In the example report titled, "Report on Federal and State
Income Taxes Included in Financial Statements":
– In the first sentence of the first paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards
of the Public Company Accounting Oversight Board
(United States)."
– In the first sentence of the second paragraph, the
phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards of the Public Company Accounting Oversight
Board."

y.

In footnote 18 to paragraph .19, the reference to "section 801,
Compliance Auditing Applicable to Governmental Entities and
Other Specified Recipients of Governmental Financial Assistance"
is replaced with "AS 6110, Compliance Auditing Considerations
in Audits of Recipients of Governmental Financial Assistance."

z.

In the first sentence of paragraph .20b:

•

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."

•

The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

aa.

Paragraph ".20g" is replaced with ".20h."

bb.

Paragraph .20g is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

cc.

Footnote 20A is added to the end of the added paragraph .20g:
See footnote 5A.

dd.

Following paragraph .21:

•

The heading "Independent Auditor's Report" above each
example report is replaced with "Report of Independent
Registered Public Accounting Firm."

•

In the first sentence of the example report titled, "Report
on Compliance With Contractual Provisions Given in a
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Separate Report," the phrase "auditing standards generally accepted in the United States of America" is replaced
with "the standards of the Public Company Accounting
Oversight Board (United States)."

•

ee.
ff.

In the first sentence of the example report titled, "Report
on Compliance With Regulatory Requirements Given in
a Separate Report When the Auditor's Report on the Financial Statements Included an Explanatory Paragraph
Because of an Uncertainty," the phrase "auditing standards generally accepted in the United States of America"
is replaced with "the standards of the Public Company Accounting Oversight Board (United States)."

In the fourth sentence of paragraph .24, the parenthetic reference
is deleted.
In item (1) of paragraph .25c:

•

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."

•

The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

gg.

Paragraph ".25h" is replaced with ".25i."

hh.

Paragraph .25h is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

ii.

Footnote 28A is added to the end of the added paragraph .25h:
See footnote 5A.

jj.
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Following paragraph .26:

•

The heading "Independent Auditor's Report" above each
example report is replaced with "Report of Independent
Registered Public Accounting Firm."

•

In the first sentence of the second paragraph of the example report titled, "Report on a Schedule of Gross Income
and Certain Expenses to Meet a Regulatory Requirement
and to Be Included in a Document Distributed to the General Public," the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

•

In the first sentence of the second paragraph of the example report titled, "Report on a Statement of Assets Sold
and Liabilities Transferred to Comply With a Contractual
Agreement," the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."
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mm.
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In item (1) of paragraph .29c:

•

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."

•

The parenthetic phrase "auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards" is replaced with "the standards of the Public Company Accounting Oversight Board
(United States)."

Paragraph ".29i" is replaced with ".29j."
Paragraph .29i is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

nn.

Footnote 33A is added to the end of the added paragraph .29i:
See footnote 5A.

oo.

Following paragraph .30:

•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."

•

In the first sentence of the second paragraph of the example report, the phrase "auditing standards generally accepted in the United States of America" is replaced with
"the standards of the Public Company Accounting Oversight Board (United States)."

pp.

In the last sentence of paragraph .31a, the reference to "section
508, Reports on Audited Financial Statements, paragraphs .16
through .18" is replaced with "AS 3101.16 through .18."

qq.

In footnote 39 to paragraph .31b, the reference to "section 341,
The Auditor's Consideration of an Entity's Ability to Continue as
a Going Concern" is replaced with "AS 2415, Consideration of an
Entity's Ability to Continue as a Going Concern."

rr.

In the last sentence of paragraph .31c, the reference to "section
508, Reports on Audited Financial Statements, paragraphs .12
and .13" is replaced with "AS 3101.12 and .13."

ss.

In the last sentence of paragraph .31d, the reference to "section
508, Reports on Audited Financial Statements, paragraphs .68
and .69" is replaced with "AS 3101.68 and .69."

AU sec. 9623, "Special Reports: Auditing Interpretations of Section 623"
AU sec. 9623, "Special Reports: Auditing Interpretations of Section 623," as
amended, is amended as follows:
a.

The section number "AU Section 9623" is replaced with "AI 24."

b.

The title "Special Reports: Auditing Interpretations of Section
623" is replaced with "Special Reports: Auditing Interpretations
of AS 3305."

c.

Footnote * to paragraphs [.01–.08], is deleted.

d.

In paragraph .41, the phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."

REL 2015-002

4110

Select PCAOB Releases
e.

In paragraph .42:

•
•

In the first sentence, the reference to "Section 623.11
through .18 provides" is replaced with "Paragraphs .11
through .18 of AS 3305, Special Reports, provide."
In the Illustrative report:
– The first paragraph is deleted.
– The phrase "City and State or Country" is added below
the term "Signature."

f.
g.
h.
i.
j.

Paragraphs .43 through .46 are deleted.
The last sentence of paragraph .47 is deleted.
In paragraph .50, the parenthetic reference to "section 623, Special Reports, paragraph .08" is replaced with "AS 3305.08."
In paragraph .51, each reference to "Section 623" or "section 623"
is replaced with "AS 3305."
Following paragraph .52:

•
•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the example report:
– In the first sentence of the second paragraph, the
phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards of the Public Company Accounting Oversight
Board (United States)."
– The phrase "[City and State or Country]" is added below
the term "[Signature]."

k.
l.

In the first sentence of paragraph .53, the parenthetic reference
to "section 623.08" is replaced with "AS 3305.08."
In the last sentence of footnote 10 to paragraph .55:

•
•
m.

n.

The reference to "section 508" is replaced with "AS 3101."
The phrase ", and the applicable industry audit guide" is
deleted.

In the first sentence of paragraph .57, the reference to "section 623, Special Reports, paragraph .29" is replaced with "AS
3305.29."
Following paragraph .58:

•
•

The heading "Independent Auditor's Report" above the
example report is replaced with "Report of Independent
Registered Public Accounting Firm."
In the example report in paragraph .58:
– In the first sentence of the second paragraph, the
phrase "auditing standards generally accepted in the
United States of America" is replaced with "the standards of the Public Company Accounting Oversight
Board (United States)."
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– The phrase "[City and State or Country]" is added below
the term "[Signature]."
o.

p.

In paragraph .61:

•

In the first sentence, the reference to "section 623, Special
Reports, paragraph .04)" is replaced with "AS 3305.04."

•

In the second sentence, the reference to "Section 623.09"
is replaced with "AS 3305.09."

•

In the last sentence, the reference to "section 411, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, paragraph .04" is replaced with "paragraph .04 of AS 2815, The Meaning of
'Present Fairly in Conformity with Generally Accepted Accounting Principles.'"

In paragraph .62:

•

In the first sentence:
– The reference to "Section 623.02" is replaced with "AS
3305.02."
– The phrase "generally accepted auditing standards" is
replaced with "the standards of the PCAOB."

•

In the last sentence:
– The phrase "Thus, in accordance with the third standard of reporting," is deleted.
– The quotation marks are deleted.
– The first "i" in "informative" is capitalized.

q.

In paragraph .64:

•

In the first sentence the reference to "Section 623.09 and
.10" is replaced with "AS 3305.09 and .10."

•

In the last sentence, the reference to "Section 623.10" is
replaced with "AS 3305.10."

r.

In the third sentence of paragraph .82, the reference to "Section 623, Special Reports, paragraph .22" is replaced with "AS
3305.22."

s.

In the last sentence of paragraph .83, the reference to "section
508, Reports on Audited Financial Statements, paragraphs .35–
.44 and .58–.60" is replaced with "AS 3101.35–.44 and .58–.60."

t.

In the last sentence of paragraph .85, the reference to "section
623.22–.26" is replaced with "AS 3305.22–.26."

u.

In paragraph .86, the reference to "section 508.35–.44 and .58–
.60" is replaced with "AS 3101.35–.44 and .58–.60."

v.

In paragraph .90:

•

In the first sentence, the reference to "Section 623, Special
Reports, paragraph .10" is replaced with "AS 3305.10."

•

Each reference to "section 623.10" is replaced with "AS
3305.10."
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AU sec. 625, "Reports on the Application of Accounting Principles"

SAS No. 50, "Reports on the Application of Accounting Principles" (AU sec. 625,
"Reports on the Application of Accounting Principles"), as amended, is amended
as follows:
a.
b.

The section number "AU Section 625" is replaced with "AS 6105."
In the last sentence of footnote 1 to paragraph .01, the reference
to "section 623, Special Reports, paragraph .04" is replaced with
"paragraph .04 of AS 3305, Special Reports."
c. Footnote 3 to paragraph .02 is deleted.
d. In paragraph .08, the parenthetic reference to "section 411, The
Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles" is replaced with "AS 2815, The Meaning of
'Present Fairly in Conformity with Generally Accepted Accounting
Principles.'"
e. In the last sentence of paragraph .09, the reference to "section
315, Communications Between Predecessor and Successor Auditors, paragraph .10" is replaced with "paragraph .10 of AS 2610,
Initial Audits— Communications Between Predecessor and Successor Auditors."
f. In paragraph .10a, the phrase "applicable AICPA standards" is
replaced with "the standards of the PCAOB."
g. The first sentence of footnote 7 to paragraph .10f is deleted.
h. In the last sentence of the paragraph following the subheading
"Introduction" following paragraph .11, the phrase "standards established by the American Institute of Certified Public Accountants" is replaced with "the standards of the Public Company Accounting Oversight Board (United States)."
AU sec. 634, "Letters for Underwriters and Certain Other Requesting
Parties"
SAS No. 72, "Letters for Underwriters and Certain Other Requesting Parties"
(AU sec. 634, "Letters for Underwriters and Certain Other Requesting Parties"),
as amended, is amended as follows:
a.
b.
c.

d.

The section number "AU Section 634" is replaced with "AS 6101."
In the references before paragraph .01, the phrase "(Supersedes
SAS No. 49)" is deleted.
In footnote 3 to paragraph .03, the parenthetic reference to "section 9634.01–.09" is replaced with "paragraphs .01–.09 of AI 27,
Letters for Underwriters and Certain Other Requesting Parties:
Auditing Interpretations of AS 6101."
In paragraph .09b:

•
•
e.
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In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
Public Company Accounting Oversight Board (United
States)."
In the last sentence, the phrase "standards established by
the American Institute of Certified Public Accountants"
is replaced with "the standards of the Public Company
Accounting Oversight Board."

In paragraph .12:
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•
•
•
f.

g.

i.
j.
k.
l.

Each phrase "generally accepted auditing standards" is
replaced with "the standards of the PCAOB."
In footnote 8, the parenthetic reference to "section
9711.12–.15" is replaced with "paragraphs .12–.15 of AI
26, Responsibilities Regarding Filings Under Federal Securities Statutes: Auditing Interpretations of AS 4101."
In the first sentence of footnote 9, the reference to "section
711, Filings Under Federal Securities Statutes" is replaced
with "AS 4101, Responsibilities Regarding Filings Under
Federal Securities Statutes."

In the first sentence of footnote 13 to paragraph .16, the reference
to "SAS No. 71 [section 722]" is replaced with "AS 4105, Reviews
of Interim Financial Information."
In the first sentence of footnote 18 to paragraph .27:

•
•
h.

4113

The parenthetic reference to "section 722.50" is replaced
with "AS 4105.50."
The reference to "section 558, Required Supplementary Information, paragraphs .08 through .11" is replaced with
"paragraphs .08 through .11 of AS 2705, Required Supplementary Information."

In footnote 20 to paragraph .28, the reference to "section 530, Dating of the Independent Auditor's Report, paragraphs .03 through
.08" is replaced with "AS 3110.03 through .08."
In paragraphs .29a and b, each parenthetic reference to "section
552" is replaced with "AS 3315."
In paragraph .29c, the parenthetic reference to "section 722" is
replaced with "AS 4105."
In the fifth sentence of paragraph .29, the reference to "section
325" is replaced with "AS 1305."
In paragraph .30:

•

In the first sentence:
– The reference to "section 722" is replaced with "AS
4105."
– The reference to "section 558, Required Supplementary
Information," is replaced with "AS 2705."

•

In the second sentence:
– The reference to "Section 722" is replaced with "AS
4105."
– The reference to "section 558" is replaced with "AS
2705."

•
m.
n.
o.

In the last sentence, the reference to "sections 722 and
558" is replaced with "AS 4105 and AS 2705."

In paragraph .31, the sixth and seventh sentences are deleted.
In paragraphs .35a and b, each reference to "SAS No. 71 [section
722]" is replaced with "AS 4105."
In paragraph .37:

•

Each reference to "section 722" is replaced with "AS 4105."
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•
p.

q.
r.
s.
t.

In the first sentence of paragraph .38, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."
In paragraphs .39a and b, each reference to "SAS No. 71 [section
722]" is replaced with "AS 4105."
In the third sentence of paragraph .42, the reference to "SAS No.
71 [section 722]" is replaced with "AS 4105."
In the second bullet of paragraph .46, the reference to "SAS No.
71 [section 722]" is replaced with "AS 4105."
In paragraph .59:

•
•
u.

In the second sentence of footnote 28, the reference to "section 722" is replaced with "AS 4105."

In the fourth sentence, the parenthetic reference to "(see
section 435, Segment Information)" is deleted.
In footnote 34, the reference to "section 558" is replaced
with "AS 2705."

In paragraph .64:

•

Following subtitle "Example A: Typical Comfort Letter":
– In the third sentence of the second paragraph following
item 2d, the reference to "section 722" is replaced with
"AS 4105, Reviews of Interim Financial Information."
– In item 4a(i) of the letter in Example A:

•
•

The phrase "American Institute of Certified
Public Accountants" is replaced with "Public
Company Accounting Oversight Board (United
States)."
The reference to "SAS No. 71, Interim Financial
Information" is replaced with "AS 4105, Reviews
of Interim Financial Information."

– In the first sentence following item 4b(ii) of the letter
in Example A, the phrase "generally accepted auditing
standards" is replaced with "the standards of the Public
Company Accounting Oversight Board."
– In footnote 6 to item 5a(i) of the letter in Example A,
the reference to "Section 722" is replaced with "AS
4105."

•

Following the subtitle "Example B: Letter When a ShortForm Registration Statement Is Filed Incorporating Previously Filed Forms 10-K and 10-Q by Reference":
– In item 4a(i) of the letter in Example B:

•
•
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The phrase "American Institute of Certified
Public Accountants" is replaced with "Public
Company Accounting Oversight Board (United
States)."
The reference to "SAS No. 71, Interim Financial
Information" is replaced with "AS 4105, Reviews
of Interim Financial Information."
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– In the first sentence following item 4b(ii) of the letter
in Example B, the phrase "generally accepted auditing standards" is replaced with "the standards of the
Public Company Accounting Oversight Board."

•
•

In the third sentence of item 5, (following the subtitle
"Example D: Comments on Pro Forma Financial Information"), the reference to "SAS No. 71 [section 722]" is
replaced with "AS 4105."
In item 8 (following the subtitle "Example E: Comments
on a Financial Forecast"):
– In the first sentence, the reference to "AICPA" is replaced with "AT section 301, Financial Forecasts and
Projections."
– Each phrase "standards established by the American
Institute of Certified Public Accountants" is replaced
with "the standards of the Public Company Accounting
Oversight Board."

•
•

In the first sentence of footnote 10 to item 7 (following
the subtitle "Example F: Comments on Tables, Statistics,
and Other Financial Information—Complete Description
of Procedures and Findings"), the reference to "section
552" is replaced with "AS 3315."
Following the subtitle "Example L: Alternate Wording
When Recent Earnings Data Are Presented in Capsule
Form":
– In the first sentence of item 13, the reference to "section
722" is replaced with "AS 4105."
– In item 4a(i) of the letter in Example L:

•

The phrase "American Institute of Certified
Public Accountants" is replaced with "Public
Company Accounting Oversight Board (United
States)."
The reference to "SAS No. 71, Interim Financial
Information" is replaced with "AS 4105, Reviews
of Interim Financial Information."
– In item 4b(ii) of the letter in Example L:
The phrase "American Institute of Certified Public Accountants" is replaced with "Public Company Accounting Oversight Board."
The reference to "SAS No. 71, Interim Financial
Information," is replaced with "AS 4105."
– In the first sentence following item 4b(iii) of the letter
in Example L, the phrase "generally accepted auditing
standards" is replaced with "the standards of the Public
Company Accounting Oversight Board."

•
•
•

•

The subtitle "Example O: Alternate Wording When the
Procedures That the Underwriter Has Requested the Accountant to Perform on Interim Financial Information Are
Less Than an SAS No. 71 Review" is replaced with " Example O: Alternate Wording When the Procedures That
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•

the Underwriter Has Requested the Accountant to Perform on Interim Financial Information Are Less Than an
AS 4105 Review."
Following the subtitle "Example O: Alternate Wording
When the Procedures That the Underwriter Has Requested the Accountant to Perform on Interim Financial
Information Are Less Than an SAS No. 71 Review":
– In the third sentence of item 16, the reference to "SAS
No. 71 [section 722]" is replaced with "AS 4105."
– In the first sentence following item 4c of the letter
in Example O, the phrase "generally accepted auditing standards" is replaced with "the standards of the
Public Company Accounting Oversight Board (United
States)."
– In the second paragraph to item 6 of the letter in Example O:

•

In the first sentence:
– The phrase "standards established by the
American Institute of Certified Public Accountants" is replaced with "the standards of the
Public Company Accounting Oversight Board."
– The reference to "AICPA" is replaced with "AT
section 301, Financial Forecasts and Projections."

•
•

In the last sentence, the phrase "standards established by the AICPA" is replaced with "the standards of the Public Company Accounting Oversight Board."

Following the subtitle "Example P: A Typical Comfort Letter in a Non-1933 Act Offering, Including the Required
Underwriter Representations":
– In the third sentence of item 17, the reference to "SAS
No. 71 [section 722]" is replaced with "AS 4105."
– In the first sentence of item 6 of the letter in Example
P, the phrase "generally accepted auditing standards"
is replaced with "the standards of the Public Company
Accounting Oversight Board (United States)."

•

In the letter following the subtitle "Example Q: Letter to
a Requesting Party That Has Not Provided the Representation Letter Described in Paragraphs .06 and .07":
– In the second paragraph, the phrase "rule 101 of the
AICPA's Code of Professional Conduct, and its interpretations and rulings" is replaced with "Public Company Accounting Oversight Board Rule 3520, Auditor
Independence."
– In Item 6:

•
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In the first sentence, the phrase "generally accepted auditing standards" is replaced with "the
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standards of the Public Company Accounting
Oversight Board (United States)."
In the last sentence, the phrase "standards established by the American Institute of Certified
Public Accountants" is replaced with "the standards of the Public Company Accounting Oversight Board."

Following the subtitle "Example R: Comfort Letter That
Includes Reference to Examination of Annual MD&A and
Review of Interim MD&A":
– In the fifth sentence of item 19, the reference to "section
722" is replaced with "AS 4105."
– In the first sentence following item 5b(ii) of the letter
in Example R, the phrase "generally accepted auditing standards" is replaced with "the standards of the
Public Company Accounting Oversight Board (United
States)."

AU sec. 9634, "Letters for Underwriters and Certain Other Requesting
Parties: Auditing Interpretations of Section 634"
AU sec. 9634, "Letters for Underwriters and Certain Other Requesting Parties:
Auditing Interpretations of Section 634," as amended, is amended as follows:
a.
b.

c.

d.

The section number "AU Section 9634" is replaced with "AI 27."
The title "Letters for Underwriters and Certain Other Requesting
Parties: Auditing Interpretations of Section 634" is replaced with
"Letters for Underwriters and Certain Other Requesting Parties:
Auditing Interpretations of AS 6101."
In paragraph .03, the parenthetic reference to "section 634.33" is
replaced with "paragraph .33 of AS 6101, Letters for Underwriters
and Certain Other Requesting Parties."
In the first sentence of paragraph .04:

•
•
e.

The phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
The parenthetic reference to "section 550" is replaced with
"AS 2710, Other Information in Documents Containing
Audited Financial Statements."

In paragraph .05:

•

In the third sentence:
– The reference to "section 634" is replaced with "AS
6101."
– The reference to "section 634.54–.60" is replaced with
"AS 6101.54–.60."

•
•
•

In the first sentence of footnote 3, the reference to "Section
634.12" is replaced with "AS 6101.12."
In the fourth sentence, the reference to "section 634.55" is
replaced with "AS 6101.55."
In the fifth sentence, the reference to "section 634.55 and
.57" is replaced with "AS 6101.55 and .57."
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f.
g.
h.
i.

j.
k.
l.

In paragraph .06, each reference to "section 634.57" or "Section
634.57" is replaced with "AS 6101.57."
In the last sentence of paragraph .07, the reference to "section
634.55" is replaced with "AS 6101.55."
In the last sentence of paragraph .09, the reference to "section
634.31" is replaced with "AS 6101.31."
In the first sentence of paragraph .16, the reference to "Section
634, Letters for Underwriters and Certain Other Requesting Parties, paragraph .57," is replaced with "AS 6101.57."
In the first sentence of paragraph .18, the reference to "Section
634.55" is replaced with "AS 6101.55."
In the third sentence of paragraph .19, the reference to "section
634.55" is replaced with "6101.55."
In paragraph .29:

•
•

In the first sentence, the reference to "section 634.64" is
replaced with "6101.64."
In the last sentence of footnote 4 to the table following
paragraph .29, the reference to "section 634.55" is replaced
with "AS 6101.55."

AU sec. 711, "Filings Under Federal Securities Statutes"
SAS No. 37, "Filings Under Federal Securities Statutes" (AU sec. 711, "Filings
Under Federal Securities Statutes"), as amended, is amended as follows:
a. The section number "AU Section 711" is replaced with "AS 4101."
b. The title "Filings Under Federal Securities Statutes" is replaced
with "Responsibilities Regarding Filings Under Federal Securities Statutes."
c. Footnote * to the section number of the standard is deleted.
d. In the note to paragraph .02, the reference to "paragraphs C16–
C17 of Appendix C, Special Reporting Situations, of PCAOB Auditing Standard No. 5" is replaced with "paragraphs .C16–.C17 of
Appendix C, Special Reporting Situations, of AS 2201."
e. In the fourth sentence of paragraph .10, the reference to "section
560.12" is replaced with "paragraph .12 of AS 2801, Subsequent
Events."
f. In the last sentence of paragraph .11, the parenthetic reference
to "section 508" is replaced with "AS 3101, Reports on Audited
Financial Statements."
g. In paragraph .12:

•
•
•
h.
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In the first sentence, the references to "sections 560 and
561" are replaced with "AS 2801 and AS 2905, Subsequent
Discovery of Facts Existing at the Date of the Auditor's
Report."
In the second sentence, the reference to "sections 530.05
and 530.07 and .08" is replaced with "paragraph .05 of AS
3110, Dating of the Independent Auditor's Report, and AS
3110.07 and .08."
In the third sentence, the reference to "section 561.08 and
.09" is replaced with "AS 2905.08 and .09."

In paragraph .13a:
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The reference to "section 561" is replaced with "AS 2905."
The parenthetic reference to "section 722.46" is replaced
with "paragraph .46 of AS 4105, Reviews of Interim Financial Information."

AU sec. 9711, "Filings Under Federal Securities Statutes: Auditing
Interpretations of Section 711"
AU sec. 9711, "Filings Under Federal Securities Statutes: Auditing Interpretations of Section 711," as amended, is amended as follows:
a. The section number "AU Section 9711" is replaced with "AI 26."
b. The title "Filings Under Federal Securities Statutes: Auditing Interpretations of Section 711" is replaced with "Responsibilities
Regarding Filings Under Federal Securities Statutes: Auditing
Interpretations of AS 4101."
c. In paragraph .03:

•
•
d.
e.

In paragraph .05, the reference to "section 711.10 and .11" is replaced with "AS 4101.10 and .11."
In paragraph .09:

•
•
f.

In the first sentence, the reference to "Section 711, Filings Under Federal Securities Statutes, paragraph .05" is
replaced with "Paragraph .05 of AS 4101, Responsibilities
Regarding Filings Under Federal Securities Statutes."
In the last sentence, the parenthetic reference to "section
711.10 and .11" is replaced with "AS 4101.10 and .11."

In the second sentence, the parenthetic reference to "section 552, Reporting on Condensed Financial Statements
and Selected Financial Data, paragraph .08" is replaced
with "paragraph .08 of AS 3315, Reporting on Condensed
Financial Statements and Selected Financial Data."
In the last sentence, the parenthetic reference to "section
711.10 and .11" is replaced with "AS 4101.10 and .11."

In paragraph .10:

•
•

In the first sentence, the reference to "section 711" is replaced with "AS 4101."
In the last sentence, the reference to "section 711.10 and
.11" is replaced with "AS 4101.10 and .11."

g.

In the last sentence of paragraph .11, the reference to "Section
711.12 and .13" is replaced with "AS 4101.12 and .13."
AU sec. 722, "Interim Financial Information"
SAS No. 100, "Interim Financial Information" (AU sec. 722, "Interim Financial
Information"), as amended, is amended as follows:
a. The section number "AU Section 722" is replaced with "AS 4105."
b. The title "Interim Financial Information" is replaced with "Reviews of Interim Financial Information."
c. In the references before paragraph .01, the phrase "(Supersedes
SAS No. 71)" is deleted.
d. In the second sentence of paragraph .01:

•

The word "three" is deleted.
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•
•

The phrase "discussed in section 150, Generally Accepted
Auditing Standards, paragraph .02)," is deleted.
Footnote 1A is added following the term "standards":
See AS 1005, Independence, AS 1010, Training and Proficiency of the Independent Auditor, and AS 1015, Due Professional Care in the Performance of Work.

e.

f.
g.

h.

In the first sentence of paragraph .04, the reference to "Section
315, Communications Between Predecessor and Successor Auditors" is replaced with "AS 2610, Initial Audits—Communications
Between Predecessor and Successor Auditors."
In footnote 5 to paragraph .05, the last sentence is deleted.
In the second sentence of paragraph .07, the phrase "generally
accepted auditing standards" is replaced with "the standards of
the PCAOB."
In the eighth bullet of paragraph .09:

•
•
i.

j.
k.
l.

m.

n.

o.

p.
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In the first sentence, the phrase "standards established
by the AICPA" is replaced with "the standards of the
PCAOB."
In the third sentence, the phrase "generally accepted auditing standards" is replaced with "the standards of the
PCAOB."

In the first sentence of footnote 7 to the first bullet of paragraph
.11, the reference to "Paragraphs 10 through 23 of Auditing Standard No. 14" is replaced with "Paragraphs .10 through .23 of AS
2810."
In the third sentence of paragraph .13, the reference to "Auditing
Standard No. 12" is replaced with "AS 2110."
In the last sentence of paragraph .16, the reference to "section
329" is replaced with "AS 2305."
In footnote 11 to paragraph .18b, the parenthetic reference to "section 543, Part of Audit Performed by Other Independent Auditors"
is replaced with "AS 1205, Part of the Audit Performed by Other
Independent Auditors."
In the last sentence of paragraph .18f, the reference to "section
550, Other Information in Documents Containing Audited Financial Statements, paragraphs .04 through .06)" is replaced with
"paragraphs .04 through .06 of AS 2710, Other Information in
Documents Containing Audited Financial Statements."
In the first sentence of footnote 15 to paragraph .21, the reference
to "section 341, The Auditor's Consideration of an Entity's Ability
to Continue as a Going Concern, paragraph .10" is replaced with
"paragraph .10 of AS 2415, Consideration of an Entity's Ability to
Continue as a Going Concern."
In footnote 16 to paragraph .24, the reference to "section 333,
Management Representations, paragraphs .08 through .12" is replaced with "paragraphs .08 through .12 of AS 2805, Management
Representations."
In the last sentence of paragraph .30, the reference "paragraph
25 of Auditing Standard No. 16" is replaced with "paragraph .25
of AS 1301."
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q.

In paragraph .32:

•
•
r.

•

t.
u.
v.
w.

The reference to "AU sec. 316" is replaced with "AS 2401."
The reference to "AU sec. 317" is replaced with "AS 2405."

In paragraph .34:

•

s.
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In the first sentence, the reference to "Auditing Standard
No. 16, Communications with Audit Committees" is replaced with "AS 1301."
In the fourth sentence, the reference to "paragraph 12 of
Auditing Standard No. 16, Communications with Audit
Committees" is replaced with "AS 1301.12."

In the last sentence of paragraph .36, the reference to "paragraph
25 of Auditing Standard No. 16, Communications with Audit Committees" is replaced with "AS 1301.25."
In paragraph .37d, the phrase "standards established by the
AICPA" is replaced with "the standards of the PCAOB."
In paragraph .37f, the phrase "generally accepted auditing standards" is replaced with "the standards of the PCAOB."
Paragraph ".37i" is replaced with ".37j."
Paragraph .37i is added:
The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's report has been issued.

x.

Footnote 24A is added to the end of the added paragraph .37i:
See SEC Rule 2-02(a) of Regulation S-X, 17 C.F.R. § 210.2-02(a).

y.

In footnote 25 to paragraph .37i:

•
•
z.

In the Independent Accountant's Report following paragraph .38:

•
•
•
•
aa.

The reference to "sections 530" is replaced with "AS 3110."
The reference to "560" is replaced with "AS 2801."

The heading "Independent Accountant's Report" above
the example report is replaced with "Report of Independent Registered Public Accounting Firm."
In the first sentence of the second paragraph, the phrase
"standards established by the American Institute of Certified Public Accountants" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."
In the third sentence of the second paragraph, the phrase
"generally accepted auditing standards" is replaced with
"the standards of the Public Company Accounting Oversight Board."
The phrase "[City and State or Country]" is added following the term "[Signature]."

In the Independent Accountant's Report following paragraph .39:

•

The heading "Independent Accountant's Report" above
the example report is replaced with "Report of Independent Registered Public Accounting Firm."
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•
•
•
•
bb.

cc.

In footnote 29 to paragraph .40, the reference to "section 543, Part
of Audit Performed by Other Independent Auditors" is replaced
with "AS 1205."
In the Independent Accountant's Report following paragraph .40:

•
•
•
•
dd.

ee.

ff.
gg.

hh.
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In the first sentence of the second paragraph, the phrase
"standards established by the American Institute of Certified Public Accountants" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."
In the third sentence of the second paragraph, the phrase
"generally accepted auditing standards" is replaced with
"the standards of the Public Company Accounting Oversight Board."
In the first sentence of the fourth paragraph, the phrase
"auditing standards generally accepted in the United
States of America" is replaced with "the standards of the
Public Company Accounting Oversight Board."
The phrase "[City and State or Country]" is added following the term "[Signature]."

The heading "Independent Accountant's Report" above
the example report is replaced with "Report of Independent Registered Public Accounting Firm."
In the first sentence of the third paragraph, the phrase
"standards established by the American Institute of Certified Public Accountants" is replaced with "the standards of
the Public Company Accounting Oversight Board (United
States)."
In the third sentence of the third paragraph, the phrase
"generally accepted auditing standards" is replaced with
"the standards of the Public Company Accounting Oversight Board."
The phrase "[City and State or Country]" is added following the term "[Signature]."

In footnote 30 to paragraph .41, the reference to "section 508, Reports on Audited Financial Statements, paragraph .15" is replaced
with "paragraph .15 of AS 3101, Reports on Audited Financial
Statements."
In the first sentence of footnote 32 to paragraph .43, the reference
to "section 341, The Auditor's Consideration of an Entity's Ability
to Continue as a Going Concern, paragraph .10" is replaced with
"AS 2415.10."
In the last sentence of paragraph .46, the reference to "section
561" is replaced with "AS 2905."
In the last sentence of paragraph .50d, the phrase "standards
established by the American Institute of Certified Public Accountants" is replaced with "the standards of the Public Company Accounting Oversight Board."
In Appendix B, footnote 36 to bullet 16 of item B1 in paragraph
.55, the reference to "section 342, Auditing Accounting Estimates,
paragraphs .05 and .06" is replaced with "paragraphs .05 and .06
of AS 2501, Auditing Accounting Estimates."
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In Appendix C of paragraph .56:

•

In item C2:
– In the third sentence, the reference to "section 333" is
replaced with "AS 2805."
– The last sentence is deleted.

•

In the second sentence of item C5:
– The reference to "section 316" is replaced with "AS
2401."
– The phrase "related parties" is italicized.
– The reference to "Auditing Standard No. 18" is replaced
with "AS 2410."

•
•

In the last sentence of item C6, the reference to "section
333.08" is replaced with "AS 2805.08."
In the bracketed sentence of paragraph 15 of the second management representation letter titled "Illustrative Representation Letter for a Review of Interim Financial Information (Statements)," the reference to "section
333, Management Representations, paragraph .17)" is replaced with "paragraph .17 of AS 2805, Management Representations."

AU sec. 801, "Compliance Auditing Considerations in Audits of
Governmental Entities and Recipients of Governmental Financial Assistance"
SAS No. 74, "Compliance Auditing Considerations in Audits of Governmental
Entities and Recipients of Governmental Financial Assistance" (AU sec. 801,
"Compliance Auditing Considerations in Audits of Governmental Entities and
Recipients of Governmental Financial Assistance"), as amended, is amended
as follows:
a.
b.

c.
d.

e.
f.
g.

The section number "AU Section 801" is replaced with "AS 6110."
The title "Compliance Auditing Considerations in Audits of Governmental Entities and Recipients of Governmental Financial Assistance" is replaced with "Compliance Auditing Considerations
in Audits of Recipients of Governmental Financial Assistance."
In the references before paragraph .01, the phrase "(Supersedes
SAS No. 68)" is deleted.
In paragraph .01, in the first sentence, the phrase "generally accepted auditing standards (GAAS)" is replaced with "the standards of the PCAOB."
Footnote 5 to paragraph .02 is deleted.
In paragraph .02a, the reference to "section 317" is replaced with
"AS 2405."
In the first sentence of paragraph .06:

•
•
h.

The reference to "Section 317" is replaced with "AS 2405."
The term "GAAS" is replaced with "the standards of the
PCAOB."

In the first sentence of paragraph .09, the term "GAAS" is replaced
with "the standards of the PCAOB."
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i.
j.
k.
l.
m.
n.
o.

In paragraph .10a, the term "GAAS" is replaced with "the standards of the PCAOB."
In the last sentence of paragraph .11, the term "GAAS" is replaced
with "the standards of the PCAOB."
Footnote 12 to paragraph .12 is deleted.
Footnote 14 to paragraph .16 is deleted.
In footnote 15 to paragraph .17c, the term "GAAS" is replaced
with "the standards of the PCAOB."
In the last sentence of paragraph .18, the reference to "section
350" is replaced with "AS 2315."
In paragraph .22:

•
•

In the first sentence, the term "GAAS" is replaced with
"The standards of the PCAOB."
In the second sentence:
– The phrase "a GAAS" is replaced with "an."
– The phrase "in accordance with the standards of the
PCAOB" is added following the term "statements."
– The second term "GAAS" is replaced with "the standards of the PCAOB."

•

In the last sentence, the term "GAAS" is replaced with
"the standards of the PCAOB."

p.

In the last sentence of paragraph .23, the reference to "section
317" is replaced with "AS 2405."
AU sec. 901, "Public Warehouses—Controls and Auditing Procedures for
Goods
SAS No. 1, "Codification of Auditing Standards and Procedures" (AU sec. 901,
"Public Warehouses—Controls and Auditing Procedures for Goods Held"), as
amended, is rescinded.

Attestation Standards
Attestation Standard No. 1, "Examination Engagements Regarding
Compliance Reports of Brokers and Dealers"
Attestation Standard No. 1, "Examination Engagements Regarding Compliance Reports of Brokers and Dealers," is amended as follows:
a. In footnote 8 to paragraph 4, the reference to "Auditing Standard
No. 15" is replaced with "AS 1105."
b. In the second note to paragraph 6, the reference to "Auditing Standard No. 3" is replaced with "AS 1215."
c. In the first sentence of footnote 12 to paragraph 8, the reference
to "Auditing Standard No. 17" is replaced with "AS 2701."
d. In footnote 18 to paragraph 35, the reference to "Auditing Standard No. 16" is replaced with "AS 1301."
e. In footnote 3 to paragraph C10, the reference to "AU sec. 317" is
replaced with "AS 2405."
Attestation Standard No. 2, "Review Engagements Regarding Exemption
Reports of Brokers and Dealers"
Attestation No. 2, "Review Engagements Regarding Exemption Reports of Brokers and Dealers," is amended as follows:
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a.

In the second note to paragraph 5, the reference to "Auditing Standard No. 3" is replaced with "AS 1215."

b.

In the first sentence of footnote 9 to paragraph 7, the reference to
"Auditing Standard No. 17" is replaced with "AS 2701."

c.

In footnote 12 to paragraph 15, the reference to "Auditing Standard No. 16" is replaced with "AS 1301."

AT sec. 101, "Attestation Engagements"
AT sec. 101, "Attestation Engagements," as amended, is amended as follows:
a.

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company
Accounting Oversight Board (United States)." A practitioner must
also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been
issued.

b.

In the last sentence of paragraph .04f, the reference to "PCAOB
Auditing Standard No. 4" is replaced with "AS 6115."

c.

In paragraph .91:

d.

•

The parenthetic reference to "AU section 634" is replaced
with "AS 6101."

•

The parenthetic reference to "AU section 711, Filings Under Federal Securities Statues" is replaced with "AS 4101,
Responsibilities Regarding Filings Under Federal Securities Statues."

In the last sentence of paragraph .99, the reference to "AU section
561" is replaced with "AS 2905."

AT sec. 9101, "Attest Engagements: Attest Engagements Interpretations of
Section 101"
AT sec. 9101, "Attest Engagements: Attest Engagements Interpretations of
Section 101," is amended as follows:
a.

In the last sentence of paragraph .12, the reference to "AU section
322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements" is replaced with "AS 2605,
Consideration of the Internal Audit Function."

b.

In the second bullet of paragraph .28, the reference to "AU section
722, Interim Financial Information" is replaced with "AS 4105,
Reviews of Interim Financial Information."

c.

Paragraph .43 is deleted.

d.

Paragraph .44 is replaced with the following:
Illustrative letters in response to a regulatory request for access to
or copies of the attest documentation related to an examination engagement performed in accordance with section 601, Compliance Attestation, and an agreed-upon procedures engagement performed in
accordance with section 201, Agreed-Upon Procedures Engagements,
follow.
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e.
f.

In footnote 7 to paragraph .45, the parenthetic reference to "AU
section 9339.11–.15" is deleted.
In footnote 12 to paragraph .46:

•
•

The parenthetic reference to "AU section 9339.11–.15" is
deleted.
A comma is added after the second word "access."

AT sec. 201, "Agreed-Upon Procedures Engagements"
AT sec. 201, "Agreed-Upon Procedures Engagements," is amended as follows:
a.

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company
Accounting Oversight Board (United States)." A practitioner must
also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been
issued.

b.
c.

d.

e.
f.
g.

h.

In paragraph .02b, the reference to "AU section 623" is replaced
with "AS 3305."
In paragraph .02c, the reference to "AU section 801, Compliance
Auditing Considerations in Audits of Governmental Entities and
Recipients of Governmental Financial Assistance" is replaced with
"AS 6110, Compliance Auditing Considerations in Audits of Recipients of Governmental Financial Assistance."
In paragraph .02d, the reference to "AU section 324, Service Organizations, paragraph .58" is replaced with "paragraph .58 of AS
2601, Consideration of an Entity's Use of a Service Organization."
In paragraph .02e, the reference to "AU section 634" is replaced
with "AS 6101."
In footnote 3 to paragraph .03, the reference to "AU section
623.11–.18" is replaced with "AS 3305.11–.18."
In footnote 7 to paragraph .22, the reference to "AU section 322,
The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements" is replaced with "AS 2605, Consideration of the Internal Audit Function."
In footnote 13 to paragraph .31k:

•
•

In the first sentence, the reference to "AU section 504,
Association With Financial Statements" is replaced with
"AS 3320, Association with Financial Statements."
In the second sentence:
– The reference to "AU section 504.04" is replaced with
"AS 3320.04."
– The reference to "AU section 722, Interim Financial Information" is replaced with "AS 4105, Reviews of Interim Financial Information)."
– The reference to "AU section 504.05" is replaced with
"AS 3320.05."
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i.

In footnote 16 to paragraph .36, the reference to "AU section 530,
Dating of the Independent Auditor's Report, paragraphs .06 and
.07" is replaced with "paragraphs .06 and .07 of AS 3110, Dating
of the Independent Auditor's Report."

j.

In footnote 18 to paragraph .40, the bracketed reference to "AU
section 508" is replaced with "AS 3101."

AT sec. 301, "Financial Forecasts and Projections"
AT sec. 301, "Financial Forecasts and Projections," is amended as follows:
a.

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company
Accounting Oversight Board (United States)." A practitioner must
also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been
issued.

b.

In footnote 4 to paragraph .08e, the reference to "AU section 623"
is replaced with "AS 3305."

c.

In footnote 12 to paragraph .23, the parenthetic reference to "AU
section 9504.19–.22" is replaced with "paragraphs .19–.22 of AI
25, Association with Financial Statements: Auditing Interpretations of AS 3320."

d.

In paragraph .24:

e.

•

In footnote 13, the reference to "AU section 504, Association With Financial Statements" is replaced with "AS
3320, Association with Financial Statements."

•

In footnote 14, the reference to "AU section 552" is replaced with "AS 3315."

In paragraph .48:

•

In footnote 23, the reference to "AU section 504" is replaced with "AS 3320."

•

In footnote 24, the reference to "AU section 552" is replaced with "AS 3315."

f.

In footnote 26 to paragraph .52, the reference to "AU section 634"
is replaced with "AS 6101."

g.

In paragraph .60:

•

In footnote 29:
– In the first sentence, the reference to "AU section 550"
is replaced with "AS 2710."
– In the second sentence:

•

The reference to "AU section 550" is replaced with
"AS 2710."

•

The bracketed reference to "AU section 711,
Filings Under Federal Securities Statutes" is
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replaced with "AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes."

•
h.

In the last sentence, the reference to "AU section 550" is
replaced with "AS 2710."

In the first sentence of footnote 5 to item 11d of paragraph .70,
Appendix C, the reference to "AU section 722, Interim Financial
Information, paragraphs .13 through .19" is replaced with "paragraphs .13 through .19 of AS 4105, Reviews of Interim Financial
Information."

AT sec. 401, "Reporting on Pro Forma Financial Information"
AT sec. 401, "Reporting on Pro Forma Financial Information," is amended as
follows:
a.

b.

In footnote 1 to paragraph .01:

•

In the first sentence, the reference to "AU section 634, Letters for Underwriters and Certain Other Requesting Parties, paragraphs .03 through .05" is replaced with "Paragraphs .03 through .05 of AS 6101, Letters for Underwriters and Certain Other Requesting Parties."

•

In the last sentence, the reference to "AU section 634.03"
is replaced with "AS 6101.03."

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company
Accounting Oversight Board (United States)." A practitioner must
also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been
issued.

c.

In paragraph .02, the reference to "AU section 550, Other Information in Documents Containing Audited Financial Statements,
and AU section 711, Filings Under Federal Securities Statutes"
is replaced with "AS 2710, Other Information in Documents Containing Audited Financial Statements, and AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes."

d.

In footnote 2 to paragraph .03:

e.
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•

In the second sentence, the reference to "AU section 560,
Subsequent Events, paragraph .05" is replaced with "paragraph .05 of AS 2801, Subsequent Events."

•

In the last sentence, the reference to "AU section 508, Reports on Audited Financial Statements, paragraph .28" is
replaced with "paragraph .28 of AS 3101, Reports on Audited Financial Statements."

In the second sentence of footnote 5 to paragraph .07b, the reference to "AU section 722, Interim Financial Information" is replaced with "AS 4105, Reviews of Interim Financial Information."
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AT sec. 601, "Compliance Attestation"
AT sec. 601, "Compliance Attestation," as amended, is amended as follows:
a.

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants, the practitioner must instead refer to "the standards of the Public Company
Accounting Oversight Board (United States)." A practitioner must
also include the city and state (or city and country, in the case of
non-U.S. practitioners) from which the practitioner's report has been
issued.

b.

In paragraph .02:

•

In item b, the reference to "AU section 623, Special Reports, paragraphs .19 through .21" is replaced with "paragraphs .19 through .21 of AS 3305, Special Reports."

•

In item c, the reference to "AU section 801, Compliance
Auditing Considerations in Audits of Governmental Entities and Recipients of Governmental Financial Assistance"
is replaced with "AS 6110, Compliance Auditing Considerations in Audits of Recipients of Governmental Financial
Assistance."

•

In item d, the reference to "AU section 634" is replaced
with "AS 6101."

c.

In footnote 5 to paragraph .19, the reference to "AU section 322,
The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements" is replaced with "AS 2605, Consideration of the Internal Audit Function."

d.

In the second sentence of paragraph .33, the reference to "AU
section 316A, Consideration of Fraud in a Financial Statement
Audit, paragraphs .16 through .19" is replaced with "AS 2401,
Consideration of Fraud in a Financial Statement Audit."

e.

In the last sentence of paragraph .43, the reference to "AU section
336" is replaced with "AS 1210."

f.

In the last sentence of paragraph .44, the reference to "AU section
322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements" is replaced with "AS 2605,
Consideration of the Internal Audit Function."

g.

In the second sentence of paragraph .47, the reference to "AU
section 325, Communication of Internal Control Related Matters
Noted in an Audit" is replaced with "AS 1305, Communications
About Control Deficiencies in an Audit of Financial Statements."

h.

In the last sentence of paragraph .48, the reference to "AU section
350" is replaced with "AS 2315."

i.

In the first sentence of paragraph .50, the reference to "AU section
560" is replaced with "AS 2801."

j.

In footnote 22 to paragraph .68, the reference to "AU section 333,
Management Representations, paragraph .09" is replaced with
"Paragraph .09 of AS 2805, Management Representations."
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AT sec. 701, "Management's Discussion and Analysis"

AT sec. 701, "Management's Discussion and Analysis," is amended as follows:
a.

The following note is added at the end of paragraph .01:
Note: In connection with an engagement performed in accordance
with this attestation standard, whenever the practitioner is required
to make reference in a report to attestation standards established by
the American Institute of Certified Public Accountants or auditing
standards generally accepted in the United States of America, the
practitioner must instead refer to "the standards of the Public Company Accounting Oversight Board (United States)." A practitioner
must also include the city and state (or city and country, in the case
of non-U.S. practitioners) from which the practitioner's report has
been issued.

b.

In the last sentence of footnote 6 to paragraph .02:

•

The reference to "Statement on Auditing Standards (SAS)
No. 71" is deleted.

•

The parenthetic reference to "AU section 722, Interim Financial Information" is replaced with "AS 4105, Reviews
of Interim Financial Information."

c.

In footnote 7 to paragraph .02, the reference to "AU section 634"
is replaced with "AS 6101."

d.

In paragraph .11a, the reference to "AU section 722, Interim Financial Information," is replaced with "AS 4105."

e.

In item (2) of paragraph .14a, the reference to "AU section 722" is
replaced with "AS 4105."

f.

In footnote 16 to paragraph .20:

•

In the first sentence, the reference to "AU section 329,
Analytical Procedures" is replaced with "AS 2305, Substantive Analytical Procedures."

•

In the last sentence, the reference to "AU section 329" is
replaced with "AS 2305."

g.

The first sentence of paragraph .39 is deleted.

h.

Footnote 18 to paragraph .44 is deleted.

i.

In paragraph .47:

•

In the third sentence, the reference to "AU section 336" is
replaced with "AS 1210."

•

In the last sentence, the reference to "AU section 311,
Planning and Supervision" is replaced with "AS 1201, Supervision of the Audit Engagement."

j.

In the last sentence of paragraph .48, the reference to "AU section
322, The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements" is replaced with "AS 2605,
Consideration of the Internal Audit Function."

k.

In the last sentence of paragraph .58:

•
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The reference to "AU section 325, Communication of Internal Control Related Matters Noted in an Audit" is replaced
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with "AS 1305, Communications About Control Deficiencies in an Audit of Financial Statements."

•
l.

The reference to "AU section 380, Communication With
Audit Committees" is replaced with "AS 1301, Communications with Audit Committees."

In footnote 24 to paragraph .66:

•

In the second sentence, the reference to "AU section 561"
is replaced with "AS 2905."

•

In the last sentence, the reference to "AU section 711, Filings Under Federal Securities Statutes" is replaced with
"AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes."

m.

In footnote 25 to paragraph .66c, the reference to "AU section 337"
is replaced with "AS 2505."

n.

In the first sentence of paragraph .102, the reference to "AU section 315, Communications Between Predecessor and Successor Audits" is replaced with "AS 2610, Initial Audits—Communications
Between Predecessor and Successor Audits."

o.

In paragraph .106:

•

In the second sentence, the reference to "SAS No. 8" is
replaced with "AS 2710."

•

In the last sentence, the reference to "AU section 711, Filings Under Federal Securities Statutes," is replaced with
"AS 4101."

p.

In footnote 30 to paragraph .107, the reference to "AU section 550,
Information in Documents Containing Audited Financial Statements," is replaced with "AS 2710."

q.

In the last sentence of paragraph .108, the reference to "AU section 317, Illegal Acts, paragraphs .17, .22, and .23)" is replaced
with "paragraphs .17 , .22, and .23 of AS 2405, Illegal Acts by
Clients."

r.

In the last sentence of paragraph .109, the reference to "AU section 316" is replaced with "AS 2401."

s.

In footnote 31 to paragraph .110:

t.

•

In the first sentence, the reference to "AU section 333,
Management Representations, paragraph .09" is replaced
with "Paragraph .09 of AS 2805, Management Representations."

•

In the second sentence, the reference to "AU section
711.10" is replaced with "AS 4101.10."

In the title of Appendix D:

•
•
u.

The reference to "SAS No. 8" is replaced with "AS 2710."
Footnote * is deleted.

In the table in paragraph .117, the column heading "SAS No. 8"
is replaced with "AS 2710."
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Select PCAOB Releases

Quality Control Standards
QC sec. 20, "System of Quality Control for a CPA Firm's Accounting and
Auditing Practice"
QC section ("sec.") 20, "System of Quality Control for a CPA Firm's Accounting
and Auditing Practice," is amended as follows:
a. In the first sentence of paragraph .10, the reference to "AU section
220" is replaced with "AS 1005."
b. In footnote 7 to paragraph .10, the reference to "AU section 220.02"
is replaced with "AS 1005.02."
c. In the last sentence of paragraph .18, the reference to "PCAOB
Auditing Standard No. 7" is replaced with "AS 1220."

Ethics and Independence Standards
ET sec. 101, "Independence"
ET sec. 101, "Independence," is amended as follows:
a. The note in paragraph .05 is deleted.
ET sec. 102, "Integrity and Objectivity"
ET sec. 102, "Integrity and Objectivity," is amended as follows:
a. In footnote 1 to paragraph .05, the reference to "paragraph 5.b. of
Auditing Standard No. 10, Supervision of the Audit Engagement,
and paragraph 12.d. of Auditing Standard No. 3, Audit Documentation" is replaced with "paragraph .05b of AS 1201, Supervision
of the Audit Engagement, and paragraph .12d of AS 1215, Audit
Documentation."
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Topical Indexes
For ease of use and reference, topical indexes exist at the end of each of the
following sections:

•
•

Auditing—Reorganized
Auditing
— Auditing Standards
— Interim U.S. Auditing Standards

•

Attestation
— Attestations Standards
— Interim Attestation Standards

•

Ethics & Independence
— Interim Independence, Integrity, and Objectivity
Standards
— Interim Independence Standards Board Standards

•

Quality Control

•
•

PCAOB Staff Guidance

— Interim Quality Control Standards
Select Rules of the Board

